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PREFACE. 


Cumulative  Bulletin  No.  4  contains  in  full  the  rulings  of  the  De- 
partment relating  to  income  and  profits  taxes  published  in  the 
weekly  bulletins  of  income  tax  rulings  (1-21  to  26-21^  for  the  period 
January  1,  1921,  to  June  30,  1921.  It  should  be  retained,  as  its  con- 
tents will  not  be  reprinted  in  any  subsequent  volume.  Cumulative 
Bulletins  Nos.  1,  2,  3,  and  4  contain  in  full  the  rulings  published  in 
tlie  income  tax  bulletin  service  from  its  inauguration  April  1,  1919, 
to  June  30, 1921. 

The  rulings  are  grouped  under  the  sections  of  the  Revenue  Act 
of  1918  and  the  articles  of  Regulations  45  to  which  they  relate.  Tlie 
number  and  the  class  of  each  ruling  are  indicated  by  numerals  and 
abbreviations.  For  example,  36-20-1189;  Sol.  Op.  CO,  means  Solici- 
tor's Opinion  60  which  is  ruling  1189  and  was  first  published  in 
Bulletin  36  of  the  1920  income  tax  bulletin  service. 

The  following  abbreviations  are  used  in  this  volume : 

A,  B,  C,  etc.=The  names  of  individuals. 

A.  R.  M.=Committee  on  Appeals  and  Review  Memorandum. 

A.  R.  R.=Committee  on  Appeals  and  Review  Recommendation. 

C.  B.=Comulative  Bulletin. 

Ct.  D.-"Court  Decision. 

Dept.  Cir.= Department  Circular. 

M,  N.  X,  Y,  etc.=The  names  of  corporations,  places,  or  businesses,  according 
to  context. 

Mim.=Mimeograph  Letter. 

O.  D.=Office  Decision. 

O.  or  L,  0.= Solicitor's  Law  Opinion. 

Op.  A.  G.= Opinion  of  Attorney  General. 

S.= Solicitor's  Memorandum. 

Sol.  Op. = Solicitor's  Opinion. 

T.  B.  M.= Advisory  Tax  Board  Memorandum. 

T.  B.  R.= Advisory  Tax  Board  Recommendation. 

T.  D.=Treasury  Decision. 

X  is  used  to  represent  a  certain  number,  and  wlien  used  with  the  word 
**  dollars  "  represents  a  sum  of  money. 

Eulings  of  any  particular  class  may  readily  be  located  by  referring 
to  the  Contents,  while  the  Index  will  enable'the  reader  to  locate  rul- 
ings on  any  particular  subject. 
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INCOME  TAX  RULINGS. 


4 


TITLE  L— GENERAL  DEFDHTIONS. 


SECTION  1.— GENERAL  DEFINITIONS. 

Secttox  1,  Article  1502 :  Association. 

(See  14-21-1552;  sec.  239,  art.  621.)     Business  continued  in  cor- 
porate form  after  expiration  of  charter. 


Section  1,  Article  1502:  Association.  18-21-1603 

O.  D.  896 

The  M  corporation  was  dissolved  and  all  of  its  property  trans- 
ferred to  trustees  to  be  held  by  them  for  the  benefit  of  a  newly 
formed  syndicate.  The  trustees  together  with  two  other  persons  were 
the  sole  members  of  the  syndicate.  All  of  the  stockholders  of  the 
corporation  received  transferable  certificates  of  interest  in  the  syndi- 
cate in  the  same  proportion  that  they  had  held  stock  in  the  corpora- 
tion. The  purpose  of  the  agreement  was  the  preservation  of  the  real 
estate  of  the  M  corporation  m  the  coownership  of  the  members  of  the 
syndicate  until  it  could  be  disposed  of  on  favorable  terms.  A 
majority  in  interest  controlled  the  management  and  sale  of  the 
property.  Distribution  to  the  shareholders  of  the  profits  and  assets 
upon  dissolution  was  provided  for.  At  the  end  of  ten  years,  an 
undivided  interest  in  all  property  of  the  syndicate  is  to  be  conveyed 
to  the  members  as  their  interests  appear  at  that  time.  The  death  of 
any  one  or  more  of  the  members  could  not  work  a  dissolution  of  the 
syndicate.  ^« 

The  question  is  presented  as  to  the  taxable  status  of  the  syndicate. 

In  view  of  the  fact  that  the  interests  of  its  members  are  evidenced 
by  negotiable  certificates  and  the  further  fact  that  the  organization 
continues  despite  the  death  of  a  member  it  is  held  that  the  syndicate 
is  not  a  partnership. 

Since  the  trusteeis  have  no  duties  in  connection  with  che  organiza- 
tion other  than  holding  the  legal  title  to  the  trust  property,  and  the 
beneficiaries  or  members  are  in  control  of  its  activities,  a  majority 
deciding  all  questions  relating  to  the  management  or  sale  of  the 
property  and  distribution  of  all  proceeds,  tne  syndicate  is  not  a 
trust. 

It  is  held  that  the  organization  is  not  a  joint  venture.  A  ma- 
jority in  interest  controls  the  business,  has  authority  to  elect  a  man- 
ager to  represent  it  and  the  legal  title  to  the  property  is  in  trustees 
for  the  benefit  of  the  syndicate  and  not  in  trust  for  particular  mem- 
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bers,  and  the  organization  was  created  for  the  express  purpose  of 
preserving  the  real  estate  of  the  dissolved  corporation.  Furthermore 
no  individual  has  any  equitable  title  to  the  syndicate  assets.  The 
beneficiary  is  the  syndicate. 

A  shareholder's  certificate  entitles  him  to  share  in  the  distribution 
of  profits  during  the  life  of  the  enterprise,  to  share  in  the  distribution 
of  assets  upon  dissolution,  and  to  vote  on  questions  affecting  the 
management  and  control  of  the  business.  An  organization  whose 
constituents  are  clothed  with  such  powers  comes  within  the  classifica- 
tion of  an  association  as  laid  down  bj'^  the  courts  and  the  rulings  of 
this  office. 

Section  1,  Article  1504:  Association  distin-  6-21-1425 

guished  from  trust.  O.  D.  790 

The  M  Company  was  organized  under  a  declaration  of  trust  and 
is  governed  by  a  board  of  trustees.  The  beneficial  interests  are  evi- 
denced by  shares  of  stock.  It  is  provided  in  the  agreement  that  no 
assessment,  except  for  unpaid  subscriptions,  shall  ever  be  made  upon 
the  beneficiaries,  and  that  the  beneficiaries  shall  have  no  right  to 
call  for  a  partition  of  the  property.  The  sole  right  of  the  bene- 
ficiaries with  reference  to  the  property  is  to  receive  the  income  from 
it  and  liquidation  dividends. 

Three  persons  are  named  as  trustees  who  hold  office  during  the 
continuance  of  the  trust.  The  trustees  are  given  power  to  manage 
and  control  the  property  and  affairs  of  the  company  in  the  same 
manner  and  to  the  same  extent  as  though  they  were  acting  in  their 
capacity  as  individuals  and  not  as  trustees.  The  declaration  of  trust 
may  be  amended  bj^  the  trustees,  unless  after  notice  of  the  proposed 
amendment,  beneficiaries  of  record  owning  one-third  or  more  of  the 
shares  file  objections  in  writing.  More  than  75  per  cent  of  the  stock 
is  owned  by  beneficiaries  other  than  the  trustees. 

In  view  of  the  foregoing  facts  this  organization  is  held  to  consti- 
tute a  trust  under  the  Kevenue  Act  of  1918. 


Section  1,  Article  1504:    Association  distin-  15-21-1557 

guished  from  trust.  O.  D.  868 

A  declaration  of  trust  creating  an  organization  designated  five 
trustees  with  full  power  to  hold,  manage,  and  invest  the  company's 
property. 

Tne  business  is  conducted  under  methods  employed  by  corporate 
bodies.  The  control  of  the  beneficiaries  is  evidenced  by  the  follow- 
ing facte: 

l^rovision  is  made  for  holding  annual  and  special  meetings  of 
the  shareholders.  The  shareholders  may  elect  trustees  at  these  meet- 
ings, increase  the  capital  stock  of  the  company,  advise  the  trustees 
as  to  the  management  of  the  business,  and  amend  or  terminate  the 
trust. 

Held,  that  these  facts  combine  to  plsKje  this  organization  within 
the  classification  of  an  association  and  as  such  it  is  subject  to  the 
income  and  excess  profits  tax  imposed  upon  corporations. 


U  [Ji 

^onov  1,  AsracsiB  ISM:  Associatioa  distia-  17-21-1587 

gnished  from  trust  O.  D.  886 

The  M  trust  has  been  taxed  as  an  association«    An  amendment  to 

the  declaration  of  tmsfc  under  which  it  was  organized  removes  all 

m    control  orter  its  affairs  from  the  shareholders  so  far  as  the  instru- 

^    ment  itself  is  concerned.    In  the  langnage  of  the  amended  a^^ement. 

however,  it  appears  that  the  trustees  hold  a  majority  of  the  shares  oi 

beneficial  interest. 

If  the  trustees  in  fact  hiriUl  a  majority  of  the  shares  a  return  as  an 
association  should  be  made  for  the  entire  year.  If  the  majority  of 
the  shares  are  not  held  by  the  trustees  a  return  as  an  association 
^K>uld  be  filed  for  that  portion  of  the  taxable  year  up  to  the  date 
when  the  amendment  to  the  trust  agreement  became  enective  and  a 
r^riirn  as  a  trust  for  the  remainder  of  the  taxable  year. 


I 


Sbcttoi^  1,  Akticlk  1504:  Association  distin-  22-21-1^8 

guidied  from  trust.  O.  D.  9S1 

(Also  Section  239,  Article  622.) 

The  charter  of  the  M  Company  expired  in  1919,  but  under  section 
6198  of  the  Minnesota  Statutes  the  existence  of  the  corporation  con- 
tinued for  the  purpose  of  prosecuting  and  defending  its  actions, 
closing  its  affairs^  disposing  of  its  property,  and  dividing  its  capital. 
The  section  provides  that  such  existence  shall  be  for  but  three  years 
and  that  the  corporation  shall  exist  for  no  other  purposes  than  those 
mentioned.  The  stockholders  of  the  corporation  found  that  if  the 
manufacturing  plant  and  other  property  were  sold  immediately  or  in 
the  near  future,  there  would  be  a  large  shrinkage  in  the  assets  of  the 
corporation,  'ithe  only  way  to  avoid  such  a  loss  was  to  continue  the 
manufacturing  business^  particularly  in  connection  with  numerous 
existing  contracts,  and  eventually  close  out  the  property  at  a  favor- 
able time.  This,  however,  they  could  not  do  under  section  6198  of 
the  Minnesota  statutes  and  tney,  therefore,  transferred  the  entire 
properties  of  the  corporation  to  A  and  B,  trustees  imder  a  trust 
agreenkent.  By  the  terms  of  the  trust  agreement  the  trustees  were 
to  hold  and  operate  the  property  as  the  Is  organization ;  were  given 
full  and  exclusive  power  and  authority  to  control  and  manage  the 
trust  property  and  business;  and  neither  the  beneficiaries  nor  the 
trustees  were  to  be  liable  or  responsible  for  any  indebtedness  or 
obligations  contracted  or  incurred  by  the  trustees  in  their  conduct 
er  management  of  the  business.  The  trust  was  to  continue  for  a 
period  ox  10  years  unless  sooner  terminated  by  sale  and  disposition 
of  the  truat  property  and  business.  The  evidence  submitted  clearly 
shows  that  the  aole  purpose  in  thus  conveying  the  &itire  properties 
of  the  M  Com{)any  to  tlie  trustees  was  to  enable  the  business  to 
coi^inue  as  a  goio^  concern  and  not  merely  for  the  purposes  of  dis- 
solutioQ  as  provided  for  by  section  6198  of  the  Minnesota  Statutes. 

Section  ^d  of  the  Beveane  Act  of  IdlS  provides  in  part  as  fol- 
lows: 

♦  •  ♦  In  cases  where  receivers,  trustees  in  bankruptcy,  or  assignees  are 
operating  the  property  or  business  of  corporations,  such  receivers,  trustees, 
or  assignees  stiaU  make  returns  for  such  corporations  in  the  same  manner  and 
form  as  corporations  are  required  to  make  returns.    ♦    •    ♦ 
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The  above  section  refers  only  to  cases  where  the  business  of  a 
corporation  is  being  operated  by  receivers,  trustees  in  bankruptcy, 
or  assignees  for  the  corporation.  This  is  made  clear  by  article  622 
of  Begulations  45,  where  the  following  language  is  used : 

Notwithstanding  that  the  powers  and  functions  of  a  corporation  are  sus- 
pended and  that  the  property  and  business  are  for  tlie  time  being  in  the  custody 
of  the  receiver,  trustee,  or  assignee,  subject  to  the  order  of  the  court,  such 
receiver,  trustee,  or  assignee  stands  in  the  place  of  the  corporate  officers  and 
is  required  to  perform  all  the  duties  and  assume  all  the  liabilities  which 
would  devolve  upon  the  officers  of  the  corporation  were  they  in  controk 

If,  in  the  present  case,  the  M  Company  at  the  expiration  of  its 
charter  had  placed  its  affairs  in  the  hands  of  trustees  in  order  to  dis- 
solve the  corporation  within  the  three  year  limit,  the  trustees  would 
be  required  to  file  returns  as  provided  by  section  239  and  article  622, 
Regulations  45.  But  that  is  not  the  situation  here.  The  trustees  are 
not  trustees  in  dissolution.  The  property  of  the  corporation  has 
been  conveyed  to  them  absolutely  and  they  are  continuing  the  busi- 
ness, formerly  operated  by  the  corporation,  until  such  time  as  the 
property  may  be  disposed  of  advantageously.  In  the  meantime,  the 
M  Company  still  exists  by  force  of  section  6198  of  the  Minnesota 
Statutes  above  referred  to.  If  the  trusteec  of  the  M  Company  are 
trustees  in  dissolution,  then  their  actions  as  such  trustees  are  con- 
trary to  law,  as  they  are  operating  the  corporate  business  in  viola- 
tion of  section  6198  of  the  Minnesota  Statutes.  It  is  not  believed, 
however,  that  this  is  the  case. 

If  it  be  granted  then  that  the  trustees  are  not  trustees  in  dissolu- 
tion and  acting  for  the  corporation  but  are  acting  for  themselves  as 
trustees  of  a  trust  property,^  do  such  trustees  constitute  a  corporation, 
joint-stock  company,  association  or  insurance  company  within  the 
meaning  of  section  1,  Revenue  Act  of  1918? 

Clearly  the  trustees  are  not  a  corporation  or  an  insurance  company. 
The  only  question,  therefore,  is  whether  they  constitute  a  joint-stock 
company  or  an  association  within  the  meaning  of  section  1  of  the 
Revenue  Act  of  1918, 

It  is  not  believed  that  the  trustees  constitute  a  joint-stock  company 
or  association.  They  have  full  power  and  control  over  the  property 
of  the  corporation  conveyed  to  them  and  hold  and  operate  such 
property  until  an  advantageous  opportunity  arises  for  disposing  of 
it.  The  beneficial  interest  remains  m  the  stockholders  of  the  corpo- 
ration in  proportion  to  their  stock  holdings  but  the  power  and  con- 
trol is  vested  in  the  trustees.  The  previous  stockholders  have  no 
power  to  remove  the  trustees  or  appoint  new  trustees  but  must  apply 
to  the  court.  It  has  been  consistently  held  that  it  is  the  extent  of  the 
control  vested  in  beneficiaries  under  a  trust  agreement  that  is  deter- 
minative of  the  question  whether  the  trust  is  in  fact  an  association. 
(Article  1504,  Reg.  45;  O.  D.  407^  C.  B.  2,  p.  11;  S.  1337,  C.  B.  2, 
p.  9).    Here  the  beneficiaries  exercise  no  control  whatever. 

It  is,  therefore,  the  opinion  of  this  office  that  the  trustees  holding 
and  operating  property  under  the  name  of  the  N  organization  are 
simply  a  trust  and  should  not  be  compelled  to  file  returns  as  a  corpo- 
ration. 


13  [§i 

Section  1,  Article  1505:  Limited  partnership  7-21-1440 

as  partnei^ship.  O.  D.  800 

The  M  Companj  was  organized  as  a  Umited  partnership  under  the 
Pennsylvania  Uniform  Limited  Partnership  Act  of  1917  (La*ws  of 
Pennsylvania,  1917,  page  56).  The  word  "  limited  "  does  not  appear 
in  the  firm  name ;  the  liability  of  only  one  partner  is  limited ;  there 
is  no  provision  in  the  partnership  agreement  for  the  free  transfer- 
ability of  partnership  shares;  no  provision  is  made  for  yearly  meet- 
ings of  the  partners ;  no  mention  is  made  of  a  common  seal ;  the  books 
of  account  are  to  be  open  and  accessible  to  each  of  the  copartners  at 
any  time  so  that  each  cbpartner  may  at  any  and  all  times  be  fully 
cognizant  and  aware  of  trie  conduct  of  the  business. 

The  organization  in  question  differs  from  the  ordinary  partner- 
ship  in  that  it  is  not  dissolved  by  the  death  of  a  member  and  that 
one  of  the  partners  enjoys  limited  liability.  However,  it  has  most 
of  the  distinguishing  features  of  an  ordinary  partnership  as  noted  in 
the  preceding  paragraph. 

It  is  held,  therefore,  that  the  M  Comj)any  is  a  partnership  of  the 
type  described  in  article  1505  of  Begulations  45,  and  will  be  required 
to  file  returns  as  such« 
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TITLE  n.— INCOME  TAX. 


Paet  I. — General  Provisions, 


SECTION  200.— DEFINITIONS. 

Section  200,  Akticub  1522:  Fiduciary  distin-  16-21-1569 

guished  from  agent.  O.  D.  875 

(Also  Section  256,  Article  1071.) 

Under  a  certain  agreement,  A  is  designated  trustee,  and  requests  a 
ruling  as  to  his  liability  for  the  filing  of  an  income  tax  return  to 
account  for  the  income  received  by  him  in  such  capacity.  An  agree- 
ment addressed  to  the  M  Company  sets  forth  that  the  persons  sign- 
ing such  agreement  are  the  owners  of  a  certain  royalty  interest  in 
certain  oil  wells,  each  owning  the  respective  interest  set  opposite  his 
name  and  that  on  account  of  the  diversity  of  ownership  in  said 
property  it  is  impracticable  for  the  signers,  as  well  as  tor  the  M 
Company  as  purchaser  of  the  oil  and  gas,  to  keep  separate  books  of 
account  showmg  the  respective  interests  of  the  several  owners.  In 
order  to  facilitate  the  keeping  of  such  accounts,  the  owners  of  the 
royalty  rights  selected  and  appointed  A  as  their  "  trustee  "  to  collect 
of,  and  from,  the  purchaser  of  said  oil  and  gas  any  and  all  moneys 
arising  from  the  sal§  and  running  of  oil  and  gas  from  said  property, 
belonging  to  the  signers  of  the  agreement,  and  to  account  therefor  to 
them.  It  was  further  agreed  that  for  the  purposes  aforesaid,  the 
said  trustee  should  have  authority  to  sign  any  and  all  division  orders 
respecting  the  sale  and  the  running  of  oil  and  gas  from  said  land,  or 
any  part  thereof. 

Held^  that  as  no  property  was  conveyed  to  A  by  the  agreement, 
his  duties  being  merely  to  receive  from  the  M  Company  income  pay- 
able to  the  signers  of  the  agreement,  to  account  to  such  signers  for 
the  income  so  received  and  to  sign  division  orders  with  respect  to 
the  sale  and  running  of  oil  and  gas  from  the  land  to  which  the 
royalty  interest  attaches,  he  is  not  a  trustee  within  the  meaning  of 
the  Eevenue  Act  of  1918,  but  an  agent  of  the  persons  signing  the 
agreement  in  question.  He  is  not,  therefore,  required  to  file  a  re- 
turn on  either  Form  1040  or  Form  1041,  to  account  for  the  income 
received  bv  him  for  the  benefit  of  the  persons  for  whom  he  acts  and 
in  view  of  the  fact  that  the  amounts  to  be  paid  over  by  him  to  his 
principals  can  not  be  said  to  be  fixed  and  determinable  gains,  it  is 
held  that  he  is  not  liable  for  the  filing  of  returns  of  information  pre- 
scribed by  section  256  of  the  Revenue  Act  of  1918. 

Section  200,  Article  1523:  Personal  service  3-21-1394 

corporation.  "  A.  E.  R.  363 

(Also  Section  327,  Article  901.) 

REVENUE  ACT  OF  1917. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company,  a  corporation,  from  the  action  of  the  Income  Tax  Unit 
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in  denying  assessment  of  taxes  for  the  calendar  year  1917,  upon  the 
basis  of  section  209  of  the  Revenue  Act  of  1917.  The  company  was 
incorporated  in  June,  1911,  taking  over  the  assets  and  liabilities  of 
the  business  of  A  who,  with  B,  was  engaged  in  developing  certain 
patents.  The  assets  so  taken  over  consisted  of  x  dollars.  Against 
these  assets  there  were  accounts  payable  aggregating  ^x  dollars, 
which  were  assumed.  For  these  net  assets  capital  stock,  in  the 
amount  of  2a?  dollars  was  issued,  of  which  49  per  cent  was  issued 
to  B,  50  per  cent  to  A,  and  1  per  cent  to  D.  No  additional  funds 
were  paid  in  to  the  corporation  since  it  appears  that  A  possessed  no 
funds  which  he  coidd  invest  and  B,  having  no  faith  in  the  practical 
ability  of  the  patents,  refused  further  financial  assistance.  The 
patents  did  not  prove  a  success  but,  as  a  result  of  several  years  of 
experimental  and  development  work,  the  corporation  secured  various 
patents  for  automobile  bumpers,  the  use  of  which  it  sold  to  the  X 
Company,  which  operated  the  same  on  a  license,  paying  the  M  Com- 
pany royalties  on  the  number  of  bumpers  manufactured.  The  only 
income  received  by  the  corporation  in  the  year  1917,  was  from  these 
royalties  and  it  amounted  to  4a;  dollars.  The  only  disbursements 
made  were  salaries,  attorney's  fees,  commissions,  ana  certain  miscel- 
laneous expenses,  the  aggregate  amount  being  2-Ja?  dollars,  leaving 
net  income  for  the  year  1917  of  l^x  dollars. 

It  is  contended  by  the  taxpayer  that  the  income  of  the  corporation 
consisted  of  royalties  received  from  these  bumper  patents  developed 
by  the  ingenuity  and  personal  services  of  the  stockholders,  and  the 
continuance  of  these  personal  services  on  the  part  of  such  stock- 
holders  is  absolutely  essential  if  the  income  of  tne  corporation  is  to 
continue.  The  license  agreement  with  the  N  Company  provides  that 
A  shall  devote  his  time  to  demonstrating,  improving,  and  developing 
the  bumper  patents,  and  it  is  claimed  that  the  result  of  these  enorts 
is  being  reflected  in  the  royalties  received  by  the  corporation. 

The  books  of  the  company  are  kept  on  a  cash  receipts  and  dis- 
bursements basis,  and  at  January  1,  1917,  the  cash  book  and  stock 
record  book  show  an  asset  of  cash,  ix  dollars,  liabilities,  attorne3''s 
fees,  and  capital  stock,  Z^x  dollars. 

Article  71  of  Regulations  41  provides  : 

Section  200  •  ♦  ♦  appUes  primarily  to  occupations,  professions*  trades, 
and  business  engaged  prineipaUy  in  rendeiing  personal  service,  iu  wliich  the 
employment  of  capital  is  not  necessary,  and  the  earnings  of  which  are  to  be 
ascribed  primarilj^  to  the  activities  of  the  owners. 

Advisory  Tax  Board  Memorandum  9  (C.  B.  1,  p.  13)  covers  a  case 
quite  analogous  to  this.    The  memorandum  reads,  in  part,  as  follows : 

The  facts  are  briefly  that  the  net  income  of  9ia?  dollars  was  derived  entirely 
from  Uc«Qse  fees  paid  by  nsers  of  machines  embodying  the  company's  patents. 
This  is  the  only  source  of  revenue  that  the  company  now  has  or  ever  has  had. 
Certain  patents  on  a  new  form  of  mold  for  vulcanizing  tires  were  assigned 
to  the  company.  It  originally  intended  to  manufacture  the  tires,  but  later 
determined  to  grant  licenses  unier  the  patents,  and  has  never  engaged  in  manu< 
facturing.    The  paid-in  capital  is  a  dollars. 

Inasmuch  as  the  income  of  the  corporation  is  derived  entii'ely  as  a  result  of 
the  ownership  of  certain  property,  namely,  patents;  and  is  in  no  sense  derived 
from  the  personal  activities  of  any  of  the  stockholders,  other  than  such  activi- 
ties as  are  normally  required  for  the  management  of  any  pn)porty  of  any  com- 
pany, it  is  reconunended  that  the  claim  under  section  209  should  be  denied. 
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In  the  instant  case  capital  (patents)  is  employed  in  the  business. 
Royalties  are  the  result  of  the  employment  of  this  capital,  and  it  can 
not  be  denied  that  the  volume  of  the  business  rests  practically  upon 
the  individual  efforts  of  the  stockholders  of  this  corporation.  This 
is  true,  more  or  less,  in  every  corporation,  and  the  distinction  must 
be  noted  between  personal  service  and  commercial  service. 

The  company  has  paid-in  capital,  but  its  true  invested  capital  for 
the  taxable  year  can  not  be  actually  determined.  At  any  rate,  the 
income  for  the  taxable  year  justifies  the  consideration  given  the  case 
under  section  210  of  the  Revenue  Act  by  the  Income  Tax  Unit. 

The  Committee  accordingly  recommends  that  the  action  of  the 
Income  Tax  Unit  in  denying  assessment  of  taxes  against  this  corpo- 
ration under  section  209  of  the  Revenue  Act  be  sustained,  and  that 
its  action  in  assessing  the  tax  under  section  210  be  approved. 


Section  200,  Article  J528:  Personal  service  3-21-1395 

corporation.  A.  R.  R.  364 

(Also  Section  327,  Article  901.) 


REVENUE  ACT  OF  1017. 


The  Committee  has  had  under  consideration  the  appeal  of  M 
Company,  a  partnership,  from  a  decision  of  the  Income  Tax  Unit 
rejecting  the  excess  pronts  tax  return  filed  for  the  calendar  year 
ended  l5ecember  31,  1917,  under  the  provisions  of  section  209,  and 
making  an  assessment  of  excess  profits  tax  under  the  provisions  of 
section  210. 

It  appears  from  the  records  in  the  case  that  the  partnership  was 
formed  in  190-  for  the  purpose  of  conducting  a  wholesale  merchan- 
dise brokerage  business,  the  firm  acting  as  local  brokers  of  foreign 
principals  in  negotiating  sales  on  a  commission  basis.  In  addition 
to  its  regular  business  of  negotiating  sales  of  merchandise  as  brokers 
the  firm  purchased  merchandise  from  time  to  time  in  "  pooled  cars  ^ 
which  it  sold  at  a  profit.  The  sales  negotiated  on  a  commission  basis 
luring  the  year  1917  aggregated  lOOa?  dollars  and  yielded  gross 
brokerage  charges  of  x  dollars,  while  the  amount  of  merchandise 
purchased  aggregated  22a?  dollars,  which  merchandise  was  sold  at  a 
gross  profit  of  4/5a?  dollars.  A,  in  an  affidavit,  states  that  it  is  his 
opinion  that  the  expense  of  conducting  the  business  could  be  fairly 
apportioned  so  as  to  charge  brokeraj^e  sales  with  40  per  cent  and 
merchandise  sales  with  60  per  cent  of  the  total  expense.  An  alloca- 
tion of  expense  on  the  basis  stated  by  A  to  each  line  of  business  con- 
ducted shows  that  approximately  30  per  cent  of  the  firm's  net  income 
was  derived  from  sales  of  merchandise.  In  reply  to  inquiries  made 
by  the  Income  Tax  Unit  the  firm  stated  that  it  had  no  branches  dur- 
ing the  year  1917,  employed  only  one  salesman,  and  that  it  was  not 
responsible  in  any  event  Jor  losses  in  shipments,  bad  debts,  etc. ;  that 
such  responsibility  rested  upon  its  foreign  principals  or  was  a  matter 
of  adjustment  between  foreign  sellers  and  local  buyers,  and  that  it 
did  not  either  directly  or  indirectly  make  loans  or  advances  to  cus- 
tomers, but  did  extend  short-time  credits  on  merchandise. 

The  partnership  in  rendering  its  returns  for  the  year  1917  com- 
puted excess  pronts  tax  under  the  provisions  of  section  209  based 
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on  the  contention  that  its  principal  net  income  was  due  primarily  to- 
the  personal  activities  of  the  two  partners.  The  balance  sheets  ac- 
companying  the  returns  show  as  of  January  1  and  December  31^ 
1917,  moneys  borrowed  in  considerable  amounts  and  accounts  receiv- 
able and  payable,  indicating  the  use  of  capital  more  than  nominal  in 
amount  in  the  business. 

Because  of  the  volume  of  business  transacted  by  the  partnership 
during  the  year  1917  through  direct  buying  and  selling  of  merchan- 
dise, and  the  numerous  accounts  receivable  and  payable  shown  on  the 
firm's  balance  sheets,  both  at  the  beginning  and  close  of  the  taxable 
year,  the  Unit  denied  assessment  under  section  209,  but,  holding  that 
a  statutory  invested  capital  of  l/3a?  dollars  was  negligible  in  compari- 
son with  the  volume  of  business  transacted  and  seriously  dispropor- 
tionate to  the  invested  capital  of  other  taxpayers  doing  a  like  or 
similar  business,  assessed  tax  under  the  provisions  of  section  210,. 
basing  such  assessment  upon  comparative  data  compiled  in  the  Unit. 
The  comparatives  used  appear  to  be  representative  and  give  a  tax 
which  is  both  fair  to  the  (jovernment  and  to  the  taxpayer. 

In  view  of  the  foregoing,  the  Committee  is  of  the  opinion  that 
classification  under  the  provisions  of  section  209  was  properly  denied, 
and  that  the  assessment  of  the  tax  as  made  by  the  Unit  under  th& 
provisions  of  section  210  should  be  sustained. 


Section  200,  Article  1523:  Personal  service  17-21-158S 

corporation.  A.  E.  R.  464 

(Also  Section  212,  Article  23;   Section  327, 
Article  901.) 

REVENUE  ACT  OF  1917. 

Recommended,  In  the  appeal  of  the  M  Company  that  the  action 
of  the  Income  Tax  Unit  in  denying  assessment  under  section  209 
of  the  Revenue  Act  of  1917  be  sustained,  and  that  the  said  cor- 
poration's excess  profits  tax  liability  be  determined  under  the  pro- 
visions of  section  210  of  that  statute. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company,  from  the  action  of  the  Income  Tax  Unit  in  denying  as- 
sessment under  section  209  of  the  Revenue  Act  of  1917  and  assessing 
excess  profits  tax  under  the  provisions  of  section  201  for  the  fiscal 
year  ended  March  31, 1917. 

It  appears  from  the  records  in  the  case  that  during  the  taxable 
year  in  Question  the  four  officers  of  the  company  owned  all  of  the 
stock  ana  gave  their  entire  time  and  attention  to  the  business,  that 
of  obtaining  exclusive  selling  contracts  covering  lots,  tracts,  and 
other  parcels  of  land  and  the  disposal  of  such  lands  on  a  commission 
basis.  It  does  not  appear  that  the  company  made  any  purchases 
and  sales  of  lands  on  its  own  account  nor  that  it  assisted  in  the 
financing  of  real  estate  operations,  except  that  in  a  very  few  cases 
where  the  purchasers  of  lands  were  unable  to  continue  their  pay- 
ments under  the  terms  of  their  contracts  and  the  company  would 
lose  its  commission  should  such  contracts  lapse,  and  in  one  or  two 
instances  where  such  losses  and  lapse  of  contracts  would  result  in  a 
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serious  hardship  to  the  purchaser  of  the  lands  the  company  assumed 
such  contracts  and  resold  them. 

It  further  appears  that  the  company  was  organized  with  an  au- 
thorized capital  of  $3,000,  of  whicli  amount  $2,<X>0  was  sutecribed 
for  and  paid  in  prior  to  January  1,  1917,  and  that  no  addition  to 
capital  has  been  made  since  the  organization  from  any  source  other 
than  from  earned  income,  funds,  however^  being  borrowed  occa- 
sionally to  meet  pay  rolls  and  expenses  at  times  when  the  collection 
of  commissions  earned  has  been  deferred.  The  taxpayer  contends 
that  it  requires  and  employs  no  more  than  a  nominal  capital  in  the 
conduct  of  its  business^  that  the  character  of  its  business  is  such  that 
capital  is  not  required,  and  that  its  success  is  due  to  and  its  net  in- 
come is  derived  solely  from  the  activities  of  its  officers,  all  of  whom 
are  stockholders.  To  this  contention  the  Committee  does  not  agree 
for  the  reason  that  it  is  shown  that  in  the  conduct  of  its  business  the 
corporation  does  re(](^uire  capital  and  that  its  income  is  derived  in  a 
large  part  from  services  rendered  by  others. 

J  Under  its  usual  form  of  contract  the  company,  in  taking  over  a 
subdivision  for  sale,  obligates  itself  to  bear  all  selling  expenses  such 
as  newspaper  advertisements,  printed  matter,  signs,  and  the  cost  of 
erecting  branch  offices  on  the  property  offered  for  sale.  During  the 
year  in  question  advertising,  auto  expenses,  miscellaneous  expenses, 
and  supplies,  as  shown  by  taxpayer's  original  return,  amounted  to  4:X 
dollars.  It  also  obligates  itself  to  render  various  forms  of  service, 
such  as  planning  and  supervising  the  placing  of  properties  on  the 
market,  the  making  of  sales  and  collections,  and  the  accounting  for 
and  remitting  of  collections  made,  to  furnish  surety  bonds  for  the 
faithful  performance  of  its  contracts,  to  supervise  the  entire  work 
of  preparing  the  property  for  market,  incluaing  the  negotiation  and 
letting  of  contracts,  subject  to  the  approval  of  the  owners  of  the 
land,  with  all  engineers  and  contractors,  and  the  laying  out  and  con- 
struction of  improvements  by  such  engineers  and  contractors,  to 
negotiate  with  all  public  and  private  corporations  and  public  au- 
thorities for  permission  to  construct  and  connect  improvements  in 
conformity  with  private  rights  and  public  law,  and  to  prepare  and 
publish  such  advertising  matter  as  is  deemed  necessary.  These  duties 
are  discharged  in  part  ny  the  four  officers  of  the  corporation  and  in 
a  large  part  by  its  superintendents  and  salesmen  working  on  a  com- 
mission oasis  and  its  salaried  office  force.  ^  The  compensation  of  the 
corporation  for  the  rendition  of  such  services  is  received  in  the  form 
of  commissions  based  on  the  amount  of  sales  made  by  its  salesmen, 
an  average  of  twenty-five  being  employed^  each  of  whom  receives  a 
stated  percentage  of  the  commissions  received  on  the  sales  made  by 
him.  The  superintendents  who  direct  and  supervise  the  activities 
of  the  salesmen  and  perform  other  duties  receive  a  commission  of 
2  per  cent  on  all  sales  made.  The  balance  of  the  commissions  re- 
ceived accrues  to  the  corporation. 

In  view  of  these  facts  it  is  the  opinion  of  the  Committee  that  the 
business  of  the  corporation  is  such  as  that  ordinarily  requiring  the 
use  of  capital,  and  inasmuch  as  a  substantial  part  of  the  income  re- 
ceived is  derived  from  services  rendered  by  the  company's  super- 
intendents and  salesmen,  the  Committee  holcis  that  the  Unit  was  cor- 
rect in  denying  assessment  under  section  209  and  recommends  that 
such  action  be  sustained. 
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The  eorporation  in  preparing  its  return  for  the  fiscal  year  1917, 
reported  on  the  accrual  basis,  showed  a  net  income  of  Sbx  dollars, 
and  computed  the  excess  profits  tax  thereon  under  the  provisions  of 
section  209.  It  is  shown  that  the  corporation  is  entitled,  under  its 
usual  form  of  contract,  to  a  commission  of  from  10  per  cent  to  30  per 
cent  €01  the  gross  sales  price  of  each  property  sold,  tnat  it  usually  de- 
ducts 5  per  cent  of  srach  sales  price  from  the  initial,  or  "  down  "  pay- 
ment, in  part  payment  of  its  commission,  and  a  portion  of  each  sud- 
sequent  installment  payment  until  its  entire  commission  is  satisfied. 
Under  this  plan  of  realizing  its  commissions  the  company  must  wait 
from  two  and  one-half  to  five  years,  and  in  some  instances  a  much 
longer  period,  before  it  finally  receives  payment  in  full  for  its  serv- 
ices. It  is  stated  that  the  company  attempted  to  make  a  return  on 
the  actual  receipt  and  disbursement  basis  but  was  forced  by  the  Col- 
lector of  its  district  to  report  on  the  accrual  basis. 

It  is  the  opinion  of  the  Committee  that  the  alleged  action  of  the 
ooUector  in  refusing  to  permit  the  corporation  to  report  on  an  actual 
receipt  and  disbursement  basis  was  not  justified.  It  is  shown  that 
the  responsibilities  and  duties  of  the  company  under  its  usual  form 
of  contract  with  the  owners  of  the  properties  to  be  sold,  in  considera- 
tion for  the  assumption  of  which  responsibilities  and  the  discharge 
of  such  duties,  commissions  are  to  be  received,  are  not  fully  dis- 
charged and  the  commissions  fully  earned  until  the  last  installment 
payment  is  received  from  the  purchaser,  and  therefore  to  report  the 
rnll  amount  of  commissions  called  for  under  sales  contracts  as  in- 
come for  the  year  during  which  such  contracts  are  entered  into  is  to 
report  as  income  for  that  year  commissions  which  have  not  been 
fuJJy  earned  and  which,  in  case  of  default,  will  never  be  received. 

Inc  revenue  agent  reported  a  net  income  of  14a?  dollars,  computed 
on  the  actual  receipt  and  disbursement  basis,  and  an  invested  capital 
of  1005  dollars  for  the  fiscal  year  1917,  and  stated  that  the  com- 

Eany  and  its  accountant  agreed  with  this  report  except  in  respect  to 
is  decision  that  the  company  was  not  entitled  to  classification  as  a 
personal  service  corporation. 

After  a  careful  consideration  of  all  the  facts  presented  the  Com- 
mittee is  of  the  opinion  that  the  M  Company  is  not  entitled,  for  the 
fiscal  year  1917,  to  assessment  under  the  provisions  of  section  209  as 
a  personal  service  corporation  or  one  employing  only  a  nominal 
capital.  In  connection  with  this  case,  however,  the  Unit  has  pre- 
pared a  comparative  data  sheet,  using  a  number  of  comparatives. 

From  these  comparatives  it  is  apparent  that  the  amount  of  statu- 
tory invested  capital  allowable  to  the  M  Company  for  the  taxable 
year  1917  is  small  when  compared  with  that  or  other  taxpayers 
engaged  in  a  like  or  similar  business,  which  fact  would,  through 
the  operation  of  section  207,  place  that  corporation  at  a  serious  dis- 
advantage in  comparison  with  such  other  taxpayers,  and  that  the 
percentage  of  excess  profits  tax  to  net  income  assessed  against  it  for 
the  said  taxable  year  is  grossly  disproportionate  to  such  percentage 
in  the  case  of  other  corporations  engaged  in  a  like  or  similar  busi- 
ness. In  comparison  with  the  amount  of  business  done  the  appellant 
does  not  app>ear  to  have  a  normal  amount  of  capital  invested  in  its 
business,  owing  to  which  fact  it  found  itself  obliged  from  time  to 
time  to  borrow  funds  with  which  to  meet  its  pay  rolls  and  current 
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expenses.    It  does  not  appear  to  have  enjoyed  anj  particular  advan- 
tage over  other  corporations  doing  a  similar  business. 
Article  52  of  Regulations  41  provides,  in  part,  as  follows : 

Section  210  provides  for  exceptional  eases  in  which  tlie  invested  capital 
can  not  be  satisfactorily  determined.  In  such  cases  the  taxpayer  may  submit 
to  the  Commissioner  of  Internal  Revenue  evidence  in  support  of  a  claim  for 
assessment  under  the  provisions  of  section  210.  (See  articles  18  and  24.) 
Such  exceptional  cases  may  consist,  among  others,  of  the  following: 

•  «*«**  * 

(3)  Long-established  business  concerns  which  by  reason  of  ultraconservatlve 
accounting  or  tlie  form  and  manner  of  their  organization  would,  through  the 
operation  of  section  207,  be  placed  at  a  serious  disadvantage  in  competing 
with  representative  concerns  in  a  lilte  or  similar  trade  or  business. 

Section  327(d)  of  the  Eevenue  Act  of  1918  provides,  in  part, 
that — 

Where  upon  application  by  the  corporation  the  Commissioner  finds  and  so 
declares  of  record  that  the  tax  if  determined  without  benefit  of  this  section 
would,  owing  to  abnormal  conditions  affecting  the  capital  or  income  of  the 
corporation,  work  upon  the  corporation  an  exceptional  hardship  evidenced  by 
gross  disproportion  between  the  tax  computed  without  benefit  of  this  section 
and  the  tax  conjputed  by  reference  to  the  representative  corporations  specified 
In  section  328. 

While  the  above-<iuoted  provision  of  the  Eevenue  Act  of  1918 
will  not  be  applied  in  any  case  in  which  the  tax  computed  without 
its  benefit  is  high  merely  oecause  the  corporation  earned  in  the  tax- 
able year  a  high  rate  of  profits  upon  a  normal  invested  capital,  in 
the  opinion  oi  the  Committee  it  confirms  the  interpretation  which 
has  been  placed  upon  section  210  of  the  Revenue  Act  of  1917  and 
articles  18,  24,  and  52  of  Regulations  41. 

It  having  been  shown  that  the  M  Company  employed  more  than 
a  nominal  amount  of  capital  in  its  business  cfuring  the  taxable  5^ear 
ended  March  31,  1917,  and  derived  a  considerable  part  of  its  net 
income  from  services  rendered  by  others  than  its  four  stockholders, 
the  Committee  recommends  that  the  action  of  the  Unit  in  denying 
assessment  under  the  provisions  of  section  209  be  sustained.  And 
further,  in  view  of  the  fact  that  the  said  corporation  was  ultracon- 
servative  in  its  capitalization  and  the  further  fact  that  the  amount  of 
capital  it  had  invested  in  the  business  was  insufficient  at  times  to 
meet  the  needs  of  that  business  and  was  less  than  normal  as  com- 
pared with  the  amount  of  business  transacted  and  as  compared  with 
the  amount  of  capital  employed  by  other  concerns  doing  a  similar 
business,  the  Committee  recommends  that  the  case  be  returned  to  the 
Unit  for  adjustment  and  assessment  of  excess  profits  tax  under  the 
provisions  of  section  210  on  the  basis  of  the  average  percentages 
shown  on  the  data  sheet  submitted  to  the  Committee. 


Section  200,  Article  1528:  Personal  service  21-21-1645 

corporation.  A.  R.  R.  500 

(Also  Section  327,  Article  901.) 

REVENUE  ACT  OF  1017. 

Recommended,  in  the  appeal  of  the  M  Company  that  the  action 
of  the  Income  Tax  Unit  be  reversed  and  that  assessment  of  the 
excess  profits  tax  of  this  corporation  be  made  in  accordance  with 
the  provisions  of  section  209  of  the  Revenue  Act. 

The  Committee  has  had  under  consideration  the  appeal  of  the 
M  Company  from  the  action  of  the  Income  Tax  Unit  in  denying 
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assessment  of  taxes  for  the  year  1917  under  section  209  of  the  Rev- 
enue Act  of  1917. 

The  M  Company  was  organized  in  March,  1917,  for  the  purpose  of 
doing  a  brokerage  business  in  metals.  The  company  has  paid-in 
capital  stock  of  ^o?  dollars  issued  in  three  shares.  Its  gross  sales  for 
the  year  1917  amounted  to  183,2?  dollars  and  its  cost  of  goods  sold 
amounted  to  166x  dollars.  The  only  expense  of  the  corporation  con- 
sisted of  a  salary  of  IJa?  dollars  paid  to  its  president,  who  owns  one 
share  of  stock,  and  ix  dollars  paid  for  incorporation  and  legal  serv- 
ices. Its  net  income  was,  accordingly,  16a?  dollars  and  its  balance 
sheet  at  the  close  of  December  31,  1917,  shows  capital  stock,  ix  dol- 
lars, surplus,  16a?  dollars,  this  latter  amount  representing  the  net 
income  of  the  year  as  stated.  The  treasurer  and  the  secretary  of  the 
corporation  are  its  other  stockholders. 

The  Income  Tax  Unit  denied  the  right  of  assessment  under  section 
209,  and  because  of  the  relation  of  the  corporation's  income  to  its  in- 
vested capital  the  tax  was  assessed  under  the  provisions  of  section  210 
of  the  Revenue  Act.  This  assessment  resulted  in  an  excevss  profits 
tax  of  y  per  cent  of  net  income,  resulting  in  an  additional  tax  of 
4x  dollars. 

The  taxpayer  under  his  contention  for  assessment  under  section 
209  claims  that  99  per  cent  of  the  business  of  the  company  consisted 
of  brokerage  collected  on  sales  made  to  the  N  Company,  that  the 
arrangement  with  this  company  was  that  it  should  be  furnished  with 
a  certain  product  in  quantities  such  as  they  might  order,  and  that 
the  broker  should  be  paid  a  certain  brokerage  over  and  above  the  mill 
price,  the  mill  price  oeing  known  to  the  purchasers.  The  taxpayer 
made  the  collections  from  the  N  Company  and  paid  to  the  mills  the 
price  of  the  product  purchased.  It  is  stated  that  it  was  so  arranged 
that  capital  was  not  necessary  in  these  transactions,  since  the  N  Com- 
pany was  reauired  to  pay  for  the  product  furnished  it  prior  to  the 
date  on  whicn  the  M  Company  was  required  to  pay  the  mills.  The 
corporation  accordingly  rests  its  case  on  its  claim  that  it  transacts 
brokerage  business  only,  that  it  has  a  mere  nominal  capital  of  J» 
dollars,  and  that  during  the  year  of  1917  it  was  the  personal  equation 
of  its  president  that  made  it  possible  for  this  corporation  to  conduct 
any  business  whatever. 

The  Income  Tax  Unit  contends  that  the  corporation  was  trading 
as  a  principal^  making  contracts  direct  with  the  purchaser  and  assum- 
ing responsibility  thereunder,  and  that  accordingly  its  tax  can  not  be 
adjusted  under  section  209  of  the  Revenue  Act. 

Article  73  of  Regulations  41,  revised,  provides  that : 

Agents  and  brokers  requiring  and  using  no  capital  or  merely  a  nominal  capital 
in  their  business  are  taxable  under  article  15,  but  commission  houses  regularly 
employing  a  substantial  amount  of  capital,  whether  to  lend  to  principals  or  to 
earry  goods  on  their  own  account,  are  not  deemed  to  be  agents  or  brokers  and  are 
taxable  under  the  provisions  of  article  16. 

In  the  instant  case  it  is  clearly  apparent  that  only  nominal  capital 
was  employed  in  the  business.  No  advances  were  made  to  the  manu- 
facturer, and  collections  from  the  purchaser  only  passed  through  the 
hands  of  the  brokers.  The  goods  were  shipped  direct  to  the' pur- 
chaser, and  therefore  the  officers  of  the  corporation  required  no  offices 
and  no  clerical  assistance.  It  was  merely  a  matter  of  securing  orders 
for  the  product  and  placing  these  orders  with  the  manufacturer.    It 
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was  admitted  in  conference  that  under  the  contracts  with  the  pur- 
chaser the  M  Company  might  be  sued,  but  in  view  of  the  recognition 
by  the  purchaser  that  the  M  Company  was  merely  acting  in  a  broker- 
age capacity,  without  capital  to  insure  recovery  under  any  breach 
or  contract,  the  real  responsibility  rested  in  the  manufacturer,  and 
that  in  event  there  should  be  any  right  of  action  it  would  rest  against 
the  purchaser.  In  view  of  this,  the  representatives  of  the  taxpayer 
contend  that  for  the  purpose  of  arriving  at  a  proper  tax  the  Depart- 
ment should  look  beyond  corporate  form  if  it  is  considered  the  cor- 
poration was  trading  as  a  principal. 

The  Committee  recognizes  that  it  is  only  on  the  theory  that  the 
M  Company  might  be  held  responsible  under  its  contracts  that  as- 
sessment under  section  209  can  be  denied.  It  considers,  however,  that 
the  nominal  capital  of  the  corporation  clearly  establishes  the  fact  that 
it  was  not  contemplated  it  should  be  held  responsible  except  by  way 
of  personal  service  to  both  the  buyer  and  seller,  and  accordingly  the 
corporation  clearly  comes  within  the  contemplation  of  the  section  of 
the  Act  itself  which  provides  that  a  corporation  doing  business  on  a 
nominal  capital,  or  without  any  capital,  should  be  assessed  for  exce^ 
profits  tax  at  the  rate  of  8  per  cent  on  its  net  income. 

The  Committee  accordingly  recommends,  in  the  instant  case,  that 
the  action  of  the  Income  Tax  Unit  be  reversed  and  that  assessment 
of  the  excess  profits  tax  of  this  corporation  be  made  in  accordance  with 
the  provisions  of  section  209  of  the  Revenue  Act 


Section  200,  Article  1524:    Personal  service  15-21-1558 

corporation :  certain  corporations  excluded.  A.  R.  M.  120 

REVENUE   ACT   OF   1917. 

Held,  that  the  M  Compaoy  is  not  entitled  to  classification  ami  aSr 
sessnient  under  the  provisions  of  section  209  of  the  Revenue  Act 
of  1917  but  that  the  comparatives  used  in  ari'iving  at  the  assess- 
ment made  under  the  provisions  of  section  210  and  articles  18,  24, 
and  52  of  Regulations  41,  should  be  reconsidered, 

The  Committee  is  in  receipt  of  a  memorandum  from  the  Income 
Tax  Unit  inquiring  whether,  upon  the  basis  of  the  facts  herein- 
after stated,  the  M  Company  is  entitled  to  classification  and  assess- 
ment under  the  provisions  of  section  209  of  the  Revenue  Act  of 
1917,  and  also  wiether  the  comparatives  used  in  arriving  at  the 
assessment  made  under  the  provisions  of  section  210  and  articles 
18,  24,  and  52  of  Regulations  41  should  be  reconsidered. 

It  appears  that  the  M  Company  was  organized  June,  1916,  with 
an  authorized  capital  stock  of  y  shares  of  no  par  value,  all  of  which 
is  owned  by  A,  president  and  treasurer,  xhe  corporation  is  the 
successor  of  a  business  formerly  conducted  by  A  personally  and 
since  the  date  of  organization  has  been  engaged  in  business  as  im- 
porter and  exporter.  Tlie  net  worth  of  all  the  assets  at  the  com- 
mencement of  business  amounted  to  approximately  x  dollars.  The 
corporation  has  filed  income  and  profits  tax  returns  for  1917  and  has 
computed  its  excess  profits  tax  at  the  8  per  cent  rate  under  the 
provisions  of  section  209  of  the  Revenue  Act  of  1917.  The  In- 
come Tax  Unit  in  the  audit  of  the  returns  for  1917  has  denied  clas- 
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sification  under  the  provisions  of  section  209  and  has  made  assess- 
ment under  the  provisions  of  section  210  and  articles  18,  24,  and  62 
of  Regulations  41.  It  appears  from  the  comparatives  found  by  the 
Income  Tax  Unit  that  the  ratte  of  tax  is  y  per  cent  of  the  net  income 
and  that  an  additional  assessment  of  x  dollars  has  been  made. 

The  Income  Tax  Unit  in  the  audit  of  the  returns  has  increased 
the  net  income  for  the  taxable  year  1917  to  Zx  dollars  as  against 
fa?  dollars  reported  by  the  corporation.  This  increase  is  due  to  the 
disallowance  of  organization  expenses  and  certain  losses  which  are 
held  not  to  be  closed  transactions.  Approximately  75  per  cent  of 
the  total  income  was  derived  from  commissions  and  25  per  cent 
from  trading  as  a  principal.  The  business  of  the  corporation  con- 
sisted of  two  branches:  {a)  That  of  representative  or  broker  for 
foreign  principals  upon  a  commission  basis,  and  (i)  that  of  trad- 
ing as  a  principal. 

The  taxpayer  admits  that  it  engaged  in  business  for  its  own  ac- 
count and  that  profits  were  realized  and  losses  sustained  as  a  result 
of  such  trading.  It  is  contended,  however,  that  the  percentage  of 
profits  derived  from  trading  is  not  sufficient  to  preclude  the  corpora- 
tion from  classification  and  assessment  under  the  provisions  of  sec- 
tion 209.  The  foreign  correspondents  cabled  funds  or  opened  let- 
ters of  credit  in  favor  of  the  corporation  and  thus  placed  it  in  a  po- 
sition to  finance  transactions  without  using  its  own  capital. 

The  profits  derived  from  trading  as  a  principal  are  approximately 
25  per  cent  of  the  total  adjusted  net  income,  or  %x  dollars.  These 
profits  are  derived  from  transactions  which  are  more  than  incidental 
and  indicate  clearly  that  capital,  whether  invested  or  borrowed,  is 
essential  in  the  conduct  of  the  business. 

Section  209  of  the  Revenue  Act  of  1917  reads  as  follows : 

That  in  the  case  of  a  trade  or  business  having  no  invested  capital  or  not  more 
than  a  nominal  capital  there  shall  txe  levied,  assessed,  collected  and  paid,  in 
addition  to  the  taxes  nnder  existing  law  and  under  this  Act,  in  lieu  of  the  tax 
imposed  by  section  two  hundred  and  one,  a  tax  equivalent  to  eight  per  centum 
of  the  net  income  of  such  trade  or  business  in  excels  of  the  following  dednc- 
tions :  In  the  case  of  a  domestic  corporation  $3,000  and  in  the  ease  of  a  domestic 
partnership  or  a  citizen  or  resident  of  the  United  States  $6,000;  in  the  case  of 
all  other  trades  or  business,  no  detluction. 

The  Committee  has  carefully  considered  all  the  facts  in  this  case 
and  is  brought  irresistibly  to  the  conclusion  that  since  approximately 
25  per  cent  of  the  adjusted  net  profits  for  1917  was  derived  from 
trading  as  a  principal  the  corporation  can  not  properly  be  classified 
and  assessed  under  the  provisions  of  section  209  of  the  Revenue  Act 
of  1917/ 

However,  the  Committee  concurs  in  the  opinion  of  the  Income  Tax 
Unit  that  the  corporation  is  properly  assessable  under  the  provisions 
of  section  210  and  articles  IS,  24,  and  52  of  Regulations  4A..    *    *    * 


SECTION  201.— DIVIDENDS. 

SEcrrioN  201,  Article  1541 :  Dividends. 

(See  1-^1-1370,  and  e~21-1426;  sec.  213(a),  art.  82.)     So-called 
dividends  credited  to  accounts  of  subscribers  who  are  employees. 
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Section  201,  Article  1541 :  Dividends.  7-21-1441 

O.  D.  801 

A  stock  dividend  paid  in  true  preferred  stock  is  exempt  from  tax 
the  same  as  though  the  dividend  were  paid  in  common  stock;  how- 
ever, if  the  stock  issued  and  distributed  as  a  dividend  ranks  with  or 
prior  to  the  interest  of  general  creditors  (with  respect  to  the  payment 
of  either  interest  or  principal),  it  can  not  be  considered  true  pre- 
ferred stock,  and  must  be  treated  as  income  to  the  recipient. 


Section  201,  Article  1541:  Dividends.  14-21-1538 

O.  D.  859 

A  corporation  declared  a  dividend  payable  in  stock  of  the  com- 
pany at  par.  In  making  the  distribution  of  fractions  of  shares  scrip 
certificates  were  issued.  In  order  to  facilitate  the  disposal  for  the 
stockholders  of  their  scrip,  where  thev  did  not  desire  to  purchase 
additional  scrip  to  entitle  them  to  a  full  share  of  new  stock,  the  cor- 
poration sold  in  the  open  market  as  an  agent  of  the  stockholders  the 
scrip  certificates  received  for  fractional  shares  of  dividend  stock. 
The  sale  was  entirely  optional  with  the  stockholders. 

Held,  that  the  scrip  certificates  received  as  a  dividend  do  not  repre- 
sent a  cash  dividend  but  a  stock  dividend  and  are  not  subject  to 
tax. 

Section  201,  Article  1641 :  Dividends.  17-21-1689 

O.  D.  887 

The  question  is  presented  as  to  whether  Missouri  corporations  can 
legally  declare  a  stock  dividend. 

it  is  a  well  established  rule  of  law  that  where  a  corporation  has 
net  or  surplus  profits,  it  may  in  the  absence  of  statutory  or  charter 
prohibition  declare  a  stock  dividend. 

Section  3348  of  the  corporation  laws  of  the  State  of  Missouri,  1917 
edition,  provides  in  part  as  follows: 

Dividends  May  be  Declared,  When. — Dividends  of  the  profits  made  by  the 
corporation  may  be  declared  by  the  trustees  or  directors  thereof  every  six 
months,  or  oftener,  as  the  directors  may  elect;  but  no  such  dividends  shall  be 
made  and  paid  to  stockholders  while  such  corporation  is  in  an  insolvent  condi- 
tion; ♦  *  *  or  any  dividend  the  payment  of  which  would  render  it  insol- 
vent, or  which  would  diminish  the  amount  of  its  capital  stock,     *     *     * 

Section  3354  of  the  corporation  laws  of  the  State  of  Missouri,  1917 
edition,  provides  in  part  as  follows : 

May  Increase  or  Diminish  Capital,  When. — Any  corporation  now  existing 
or  which  may  hereafter  be  formed  for  any  of  the  purposes  contemplated  by  this 
article,  may  increase  or  diminish  its  capital  stock  by  complying  with  the  pro- 
visions of  this  article,  in  any  amount  within  the  limits  of  this  article,  and  may 
extend  its  business  to  any  other  purposes  authorized  by  this  article,  subject 
to  the  provisions  and  liabilities  thereof,  *  ♦  ♦.  And  any  corporation  In- 
creasing? its  capital  stock  shall,  before  the  same  shall  take  effect,  cause  to  be 
paid  up  of  such  increase  of  capital  not  less  than  fifty  per  cent  in  lawful  money 
of  the  Uniteii  States;     *     *     *. 

Section  3348,  above  quoted,  specifically  authorizes  the  declaration 
*  dividends  from  profits  made  by  the  corporation,  without  distin- 
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guishing  between  "stock*'  and  "cash"  dividends.  Section  3354, 
above  quoted,  authorizes  increases  in  capital  stock,  providing,  how- 
ever, that  beiore  such  increases  shall  take  effect  there  shall  be  paid 
up  not  less  than  fifty  per  cent  of  such  capital  increases. 

As  the  declaration  of  stock  dividends  is  not  specifically  prohibited, 
it  is  held  that  from  the  information  submitted,  no  reason  is  apparent 
why  Missouri  corporations  incorporated  under  the  laws  referred  to 
above  can  not  legally  declare  stock  dividends  out  of  surplus  when  an 
amount  of  money  or  property  equivalent  in  value  to  the  full  par 
value  of  the  stock  distributed  as  a  dividend  has  been  accumulated 
and  is  permanently  added  to  the  stock  of  the  corporation. 


I 


Section  201,  Artici.e  1541 :  Dividends.  24-21-1681 

T.  D.  3170 

INCOME  TAX— REVENUE   ACT   OF   1916.      DECISION   OF    COURT. 

1.  Income — IMvidkndb   Paid   in   Dkbentikk  Bonds. 

A  dlvitleiul  paid  in  debenture  bondK  of  the  <?orporatiun  in  income 
to  the  stockholders. 

2.  DniDEXDs  Paid  in  Debenture  Bonds — Distinguished  from  Stock  Dividends. 

Where  a  dividend  is  paid  in  debenture  bonds,  the  stockliolders 
receive  property  in  the  form  of  securities  available  for  disposition 
In  the  market,  and  entirely  severed  or  distinguished  from  tlieir  con- 
trol of  the  property  as  stockholders,  which  securities  call  for  the 
payment  of  cash  and  do  not  invest  the  holder  with  merely  a  differ- 
ent form  of  holding  of  stock. 

3.  Priority  of  General  Creditors  Over  Recipients  of  Dividend  I^aid  in 

Debenture  Bonds. 

There  is  no  question  between  persons  receiving  a  dividend  paid  in 
debenture  bonds  and  general  creditors  where  the  corporation  is 
solvent,  and  any  priority  one  might  have  over  the  other  is  imma- 
terial. 

Treasury  Depart^ient, 
Office  of  Commissioner  of  Internaij  Revenue, 

Washington^  D.  C, 

To  coUectoi*8  of  iiUcrnaZ  revenue  and  others  concerned: 

The  appended  decision  of  the  United  States  District  Courtj  Eastern 
District  of  New  York,  dated  March  17, 1921,  in  the  case  of  Richard  R. 
Doerschuck  v.  Vmted  Staies  of  America  and  three  companion  cases, 
is  published  for  the  information  of  internal  revenue  officers  and  others 
concerned. 

M.  F.  West, 
Acting  Commissioner  of  Intermal  Revenue, 

Approved :  May  28, 1921. 
A.  W.  Mellon, 

Secretary  of  the  Treasury, 
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United  States  District  CJoubt,  Eastern  District  of  New  York. 

Richard  R.  Doerschiick  v.  United  States  of  America, 

Ralph  M,  Thomas  v.  United  States  of  America. 

Walter  J.  Doerschuck  v.  United  States  of  America. 

Oeorge  C,  Doerschuck  v.  United  States  of  America, 

(March  17,  1921.) 

CHATFIE1.D,  J.:  Tbe  plaintiff  In  each  of  the  above  actions  has  paid  Id- 
come  tax  on  one-quarter  of  an  issue  of  debenture  bonds  of  the  Korth  American 
Brewing  Company,  which  came  into  the  hands  of  the  plaintiffs  because  of  the 
ownership  by  each  of  1,230  shares  (or  one-quarter)  of  the  entire  capital  stock 
of  said  North  American  Brewing  Company.  The  directors  of  said  corporation 
had  voted  an  issue  of  $738,000  of  debenture  bonds  from  a  surplus  or  undivided 
profits  amounting  to  $840,368.09,  which  had  accrued  l>etween  1906  and  July  1, 
1916. 

The  portion  of  the  bonds  representing  surplus  earned  before  March  1,  1913, 
was  not  taxed  and  hence  is  not  involved  in  these  actions.  The  balance,  viz, 
$262,334.44  was  assessed  as  inA)me  for  the  year  1916,  during  which  year  each 
of  the  plaintiffs  had  received  his  one-quarter  part  of  said  funds. 

In  the  case  of  Eis^wr  v,  Macomber,  252  U.  S.  189,  shares  of  sto<;l£  were  IssueQ 
In  the  form  of  a  dividend  to  stock liolders,  leaving  ownership  of  the  property 
in  the  stockholders  the  same  as  before  the  issuance ;  that  is,  the  property  rep- 
resenting the  value  of  the  stock  was  the  same,  and  the  only  change  was  that 
each  stockholder  held  two  certificates  representing  in  the  aggregate  and  In 
theory  the  same  stock  value  as  previously  had  been  represented  by  one  certi- 
ficate. It  was  held  in  that  case  Uiat  such  stock  dividend  was  not  equivalent, 
for  the  purjKJses  of  income  tax,  to  the  payment  of  a  divid^id  in  property  or 
in  cash,  and  was  not  to  l>e  taxable  as  income  under  the  law  of  September  8, 
1916,  sections  1,  2,  and  3. 

The  plaintiffs  in  the  present  action  rely  upon  the  case  of  In  re  Fechheimer 
Fishel  Co.,  212  Fed.  357,  which  holds  that  debenture  bonds,  having  the  char- 
acteristic features  of  preferred  stock,  are,  from  the  standpoint  of  creditors  of 
the  corpora^tion  when  the  corporation  becomes  insolvent,  no  different  than  such 
preferred  stock. 

It  would  follow  from  this  that  for  the  purpose  of  liquidation  or  dissolu- 
tion of  the  corporation^  or  for  consideration  in  insolvency  or  bankruptcy  pro- 
ceedings, such  debenture  holders  would  not  rank  as  general  creditors. 

Plaintiffs  also  cite  the  case  of  Cass  v.  Realty  Securities  Co.,  148,  App.  Div. 
96,  which  held  that  bonds  having  a  definite  date  and  conditioned  as  were  the 
debenture  bonds  in  the  present  action,  were  for  the  purposes  under  consider- 
ation in  that  case  equivalent  to  preferred  stock  and  should  not  be  considered 
as  bonds  in  the  usual  meaning  of  that  word. 

It  has  been  held  in  Peabody  v.  Eisner,  247,  U.  S.  347,  that  a  dividend  oi* 
shares  in  another  corporation,  is  taxable  as  income  of  the  corporation  owning 
the  shares  and  distributing  it  as  a  dividend  in  specie  rather  than  in  money. 

In  8tra4ton*s  Independence  v.  Howbert,  231,  U.  S.  399,  it  was  held  that 
tlie  transformation  of  ores  in  a  mine  into  cash  proceeds  through  the  business 
of  mining,  was  a  production  of  income  in  so  far  as  net  profits  were  concerned, 
and  that  the  amount  by  which  the  body  of  ore  was  reduced  should  not  be 
added  as  a  part  of  the  expenses  of  conducting  the  business.  This  illustrates 
the  difference  between  the  production  of  income  and  the  mere  changing  of 
form  in  which  capital  may  be  owned  by  the  individual  stockholder. 

In  Eisner  v.  Macomber,  supra,  at  p.  208,  the  court  says: 

"  The  stockholder  has  the  right  to  have  the  assets  employed  in  the  enterprise, 
with  the  incidental  rights  mentioned;  but,  as  stockholder,  he  has  no  right  to 
w^ithdraw,  only  the  right  to  persist,  subject  to  the  risk  of  tlie  enterprise,  and 
looking  only  to  dividends  for  his  return." 

It  is  apparent,  therefore,  in  the  present  case  that  the  plaintiffs  received  an 
actual  payment  (in  the  form  of  securities  available  for  disposition  in  the 
market,  and  entirely  severed  or  distinguished  from  their  control  of  the  property 
as  stockholders)  of  profits  which  the  company  wished  to  distribute  as  earnings 
to  its  stockholders.  It  did  this  by  distribution  of  obligations  which,  like  a 
promissory  note,  called  for  the  payment  of  cash,  and  did  not  invest  the  holder 
with  merely  a  different  form  of  holding  of  stock. 
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There  is  no  question  here  between  the  persons  receiving  this  dividend  and 
creditors,  as  to  priority  of  payment.  Evidently  so  far  as  tliese  debenture 
bonds  are  concerned,  the  corporation  was  solvent,  and  to  whatever  extent  they 
mfirht  be  of  value,  this  valae  was  separated  from  any  stockholders*  control 
of  the  ooiporati<m.    As  stated  In  Eisner  v.  Macomber,  supra,  at  p.  212 : 

"  It  Is  said  that  a  stockholder  may  sell  the  new  shares  acquired  in  the  stock 
dividend ;  and  so  he  may,  if  he  can  find  a  buyer.  It  Is  equally  true  that  if  he 
does  sell,  and  in  doing  so  realizes  a  profit,  such  profit,  like  any  other,  is  income, 
and  so  far  as  it  may  have  arisen  since  the  Sixteenth  Amendment  is  taxable  by 
Congress  without  a]^>ortionmeat.'* 

The  debenture  bonds  in  the  suit  at  bar  fall  into  the  class  of  stock  sold  rather 
than  stock  held  in  a  continued  status  of  shareholder. 

The  complaints  should  be  dismissed. 


Section  201,  Article  1544 :  Dividends  paid  in  13-21-1528 

property.  A.  R.  R.  435 

(Also  Section  202,  Article  1563:  Section  214(a)   1,  Article  105.) 

Recommended  in  the  appeal  of  the  M  Company  that  there  be 
allowed  as  deductions  in  the  taxable  year  1917  (1)  the  full  amount 
of  salaries  and  bonuses  earned  by  and  paid  to  the  officers  for  that 
year;  (2)  losses  actually  sustained  in  the  distribution  in  that  year, 
as  a  cash  dividend,  of  certain  securities  owned  by  the  corporation ; 
and  (3)  losses  actually  sustained  in  that  year  in  the  conversion  of 
securities  of  the  N  Company  into  new  securities  of  the  O  Company. 

The  M  Company  was  organized  as  a  corporation  in  1891.  For 
the  taxable  year  1917  the  Income  Tax  Unit  has  disallowed  officers' 
salaries  in  the  amount  of  9a?  dollars  and  losses  on  investments  amount- 
ing to  12a;  dollars ;  and  from  this  action  on  the  part  of  the  Unit  the 
taxpayer  has  appealed. 

It  seems,  according  to  a  statement  from  the  taxpayer,  that  ever 
since  1900  this  company  has  been  in  the  habit  of  paying  to  its  offi- 
cers a  stipulated  yearly  salary  and  in  addition  thereto  bonuses  of 
varying  amounts,  neither  the  salary  nor  the  bonuses  being  in  any 
manner  based  upon  the  stockholdings  of  the  various  officers,  but  upon 
their  efficient  services. 

For  the  year  1916  these  bonuses  were  paid  as  in  prior  years,  but 
were  not  included  as  deductions  on  the  taxpayer's  return  for  the 
reason,  according  to  its  statement,  that  it  was  informed  by  the  reve- 
nue agent  that  it  was  not  entitled  so  to  do.  These  bonuses  for  the 
ensuing  year  were  authorized  annually  by  the  board  of  directors  at 
their  meetings  held  during  the  month  of  March  in  each  year,  but  in 
May,  1917,  tne  board  of  curectors  ordered  that  all  bonuses  cease  and 
that  in  lieu  thereof  the  salaries  of  the  president  and  the  secretary  be 
increased  by  2^a?  dollars  per  annimi  each,  and  only  the  March  bonus 
was  paid  for  that  year. 

The  taxpaver  claims  that  for  the  year  1917  its  net  profits,  after  the 
deduction  of  officers'  salaries,  represented  a  return  of  17  per  cent  on 
its  invested  capital,  and  that  the  salaries  paid  in  that  year  did  not 
equal  the  sums  paid  in  prior  years  for  similar  services.  It  is  not 
entirely  clear  from  the  record  whether  the  amount  of  21a?  dollars 
actually  reported  as  paid  to  the  company's  officers  in  the  year  1917 
included  any  part  of  the  bonuses  which  had  been  actually  paid  but 
not  included  in  the  return  for  1916.  To  the  extent,  however,  that  this 
amount  represents  salaries  and  other  compensation  actually  earned 
in  the  year  1917  by  the  officers  of  the  corporation,  the  Committee  is 
of  the  opinion  that  it  should  be  allowed  as  a  deduction. 
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It  appears  that  in  the  year  1917  the  taxpayer  declared  a  cadi 
dividend  and  distributed  in  payment  of  such  dividend  certain  securi- 
ties theretofore  held  in  its  treasury,  in  which  distribution  it  claims  a 
net  loss  of  11a?  dollars,  representing  the  net  difference  between  the 
established  market  value  of  these  securities  as  at  March  1,  1913,  and 
their  established  market  value  at  the  date  of  the  dividend. 

At  the  date  of  the  dividend  the  taxpayer  unquestionably  parted 
with  title  to  these  securities  and  thus  closed  the  transactions  in  them. 
Therefore,  if  the  net  value  of  the  securities  at  that  date  was  less  than 
their  net  value  on  March  1,  1913,  the  taxpayer,  as  a  matter  of  fact, 
sustained  a  loss  in  their  distribution:  Provided^  That  in  such  dis- 
tribution their  market  value  as  at  the  date  of  the  dividend  was  used. 
From  the  facts  before  it,  the  Committee  can  not  undertake  to  de- 
termine the  amount  of  such  loss,  if  any,  but  that  the  taxpayer  is  en- 
titled to  claim  such  loss  to  the  amount  that  it  can  be  actually  sub- 
stantiated, there  can  be  no  doubt. 

The  third  contention  arises  from  the  denial  by  the  Unit  of  the 
loss  claimed  by  the  taxpayer  resulting  from  the  conversion  of 
certain  securities  of  the  N  Company  into  other  securities  of  the  O 
Company.  Here  the  facts  appear  to  be  in  dispute,  the  revenue  agent 
merely  saying  that  "  No  loss  has  been  established  on  the  N  Company 
securities  as  they  are  still  in  the  possession  of  the  corporation." 

This  statement  the  taxpayer  flatly  contradicts,  and  says  in  its  brief: 
"  This  is  incorrect.  These  bonds  were  exchanged  by  this  company, 
through  a  reorganization,  for  stocks,  as  is  supported  by  exhibit  at- 
tached hereto."  This  statement  of  the  taxpayer  seems  to  be  borne 
out  by  copies  of  documents  from  the  P  Company,  from  which  it  ap- 
pears that  the  securities  in  question  were  actually  exchanged  in  1917, 
under  a  plan  of  reorganization,  for  the  securities  of  an  entirely  new 
and  distinct  corporation;  and  if  the  taxpayer  can  show  that  the 
value  of  the  securities  parted  with  was  more  on  March  1,  1913,  than 
the  value  of  the  securities  received  by  it  in  exchange  therefor,  it  is 
without  doubt  entitled  to  claim  the  difference  as  a  deduction. 

The  record  is  so  incomplete  that  the  Committee,  in  deciding  this 
case,  can  enunciate  principles  only,  but  can  not  specify  the  actual 
amounts  involved,  which  are  left  for  determination  by  the  Unit  in 
accordance  with  the  Committee's  findings. 

It  is  therefore  recommended  (1)  that  the  full  amount  of  salaries 
and  bonuses  actually  earned  by  and  paid  to  the  officers  in  1917  be 
allowed  as  a  deduction ;  (2)  that  the  net  difference  between  the  market 
value  on  March  1,  1913,  of  the  securities  distributed  as  a  dividend  in 
1917  and  their  lesser  market  value  at  the  date  of  the  dividend  be 
allowed  as  a  deduction;  and  (3)  that  the  difference  between  the 
market  value  of  the  securities  of  the  N  Company  at  March  1,  1913,' 
and  the  lesser  market  value  of  the  new  securities  received  in  exchange 
therefor  under  the  plan  of  reorganization  be  allowed  as  a  deduction. 


Section  201,  Article  1547:  Sale  of  stock  5-21-1412 

received  as  dividend.  O.  D.  781 

The  resolution  of  the  board  of  directors  of  a  corporation,  declaring 
a  stock  dividend,  provided  that  no  fractional  shares  of  stock  should 
be  issued,  but  that  all  fractions  of  shares  should  be  united  into  whole 
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shares  and  sold  by  the  treasurer  and  the  proceeds  thereof  paid  to  the 
stockholders  entitled  thereto,  such  resolution  having  been  approved 
by  the  stockholders.  Held,  that  the  stockholders  by  approving  the 
action  of  the  board  of  directors  approved  and,  in  fact,  authorized  the 
action  of  the  treasurer  in  uniting  and  selling  the  fractional  shares 
and  paying  over  the  proceeds  therefrom  to  those  stockholders  entitled 
to  the  fractional  shares,  and  that  those  stockholders  entitled  to  re- 
ceive fractional  shares,  but  who  actually  received  cash  representing 
their  portion  of  the  proceeds  of  the  sale  of  the  fractional  shares, 
should  compute  the  gain  or  loss  thereon  under  the  provisions  of 
Treasury  Decision  3059. 

Section  201,  Article  1547 :  Sale  of  stock  22-21-1659 

received  as  dividend.  A.  K.  M.  128 

Held,  thnt  the  purchase  of  Sy  shares  of  stock  at  a  cost  of  ^z  dol- 
lars a  share  constitutes  an  investment  of  capital ;  and  that  upon  a 
sale  of  the  stock  receiyed,  the  profit  realizeil  or  loss  sustained 
should  be  computed  In  accordance  with  Treasury  Decision  3059. 

The  Committee  is  in  receipt  of  a  memorandum  from  the  Income 
Tax  Unit  in  which  two  inquiries  are  submitted:  (1)  Whether  the 
acquisition  of  3y  shares  of  stock  by  A  in  1916,  under  the  conditions 
hereinafter  stated,  constituted  an  investment  of  l^x  dollars  and  a 
stock  dividend  of  the  same  amount,  and  (2)  whether-  Treasury  De- 
cision 3069  (article  1547  of  Regulations  45),  is  applicable  in  com- 
puting the  profit  arising  from  the  sale  in  1917  of  a  number  of  shares 
of  the  stock  so  acquired. 

It  appears  that  the  stockholders  of  the  M  Company,  a  corporation, 
held  a  meeting  April  — ,  1916,  and  voted  to  increase  the  capital  stock 
of  the  corporation  from  20a?  dollars  to  26x  dollars,  par  value  of  the 
shares  being  z  dollars  each.  The  resolution  provided  further  that 
the  increase  in  the  capital  stock  of  the  corporation  of  5a?  dollars 
should  be  sold  to  the  stockholders  of  such  corporation  at  i^  dollars 
per  share  in  the  proportion  of  one  new  share  for  each  four  shares 
of  the  old  stock  then  held. 

The  corporation  pursuant  to  this,  resolution  issued  5y  shares  of 
stock  of  the  par  value  of  s  dollars  per  share  and  received  therefor 
from  its  stockholders  2|a?  dollars  and  transferred  from  surplus  to 
capital  2^a?  dollars. 

It  appears  that  A  owned  12y  shares  of  stock  of  the  corporation 
on  April  — ,  1916,  which  were  acquired  by  him  prior  to  March  1, 
1913.  It  is  submitted  that  the  fair  market  value  of  such  stock  on 
March  1,  1913,  was  l^z  dollars  per  share.  A,  in  accordance  with 
the  rights  granted  by  the  resolution,  purchased  3y  shares  of  the 
stock  on  April  — ,  1916,  par  value  of  z  dollars  per  share,  or  a  total 
par  value  of  3a?  dollars,  paying  therefor  ^z  dollars  per  share,  or  a 
total  of  l^a?  dollars. 

During  the  year  1917  the  taxpayer  sold  iy  shares  of  this  stock  at 
1^2  dollars  per  share  and  iy  shares  at  2s  dollars  per  share.  The 
taxpayer  through  his  attorneys  contends  that  a  stock  dividend  of 
Hx  dollars  was  received  in  1916,  which  represented  a  transfer  of 
surplus  to  capital  and  that  the  taxable  gain  derived  from  the  sale 
of  the  stock  during  the  year  1917  should  oe  computed  in  accordance 
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with  the  provisions  of  Treasury  Decision  3059  (article  1547  of  Reg- 
ulations 45). 

The  Supreme  Court,  in  the  case  of  Eisner  v.  Maeomber  (Treasury 
Decision  3010,  C.  B.  3,  p.  25),  held  that  a  true  stock  dividend  was  not 
income.  Treasury  Decision  3059  was  promulgated  to  meet  the  pecu- 
liar difficulties  arising  as  a  result  of  that  decision  and  the  reasoning 
thereof,  namely,  that  while  in  the  case  of  a  true  stock  dividend  there 
is  an  issue  of  stock  represented  bv  a  transfer  from  surplus  to  cax)ital, 
yet  the  proportional  interest  oi  the  stockholder  has  not  changed, 
and  he  is  no  richer  after  the  transaction  than  before,  but  has,  in  tact, 
suffered  a  postponement  of  realization  of  profits,  since  the  amount 
transferred  from  surplus  to  capital  is  no  longer  available  for  a  cash 
dividend.  This  Treasury  decision  ruled  that  in  order  to  determine 
the  cost  of  each  share  of  the  old  and  neAv  stock  the  quotient  be  taken 
of  the  cost  or  fair  market  value  as  of  March  1, 1913,  if  acquired  prior 
to  that  date,  of  the  old  shares  divided  by  the  total  of  both  the  old 
and  the  new. 

In  the  instant  case  there  was  an  issue  of  new  shares  of  stock  for 
which  A  paid  iz  dollars  a  share,  the  difference  between  that  amount 
and  par  being  represented  by  a  transfer  from  surplus  to  capital. 
Whether  this  was  or  was  not,  strictly  speaking,  a  stock  dividend,  a 
portion  of  the  surplus  of  the  corporation  was  capitalized;  was  no 
longer  available  for  distribution;  the  proportional  interest  of  A 
remained  unchanged ;  and  as  to  the  surplus  transferred  to  capital  he 
suffered  a  postponement  of  realization  of  profits  in  the  same  degree 
as  would  be  true  in  the  case  of  a  stock  dividend.  Whether  the  dif- 
ference between  the  cash  paid  for  the  stock  and  its  par  value  be  con- 
sidered a  true  stock  dividend  or  not,  the  effect  on  the  taxpayer  in 
relation  to  the  determination  of  the  cost  of  the  new  stock  is  similar 
to  a  stock  dividend,  and  the  same  principles  are  applicable  in  deter- 
mining the  cost  of  such  stock. 

In  view  of  the  foregoing  the  inquiries  contained  in  the  memo- 
randum referred  to  are,  therefore,  answered  as  follows:  The  profit 
realized  or  loss  sustained  by  A  from  the  sale  of  the  new  stock  in  1917 
should  be  computed  in  accordance  with  the  provisions  of  Treasury 
Decision  3059. 

Section  201,   Article   1548:   Distribution   in  20-21-1630 

liquidation.  O.  D.  912 

The  M  corporation  surrendered  its  charter  on  January  31,  1920, 
and  the  business  was  thereafter  continued  as  a  partnership  by  the 
stockholders.  It  distributed  its  surplus  and  undivided  pronts  as  of 
December  31,  1919,  as  a  liquidating  dividend.  The  net  income  of 
the  company  for  the  one  month  of  its  existence  in  1920  was  dis- 
tributed by  crediting  the  amounts  to  the  profit  and  loss  account  of 
the  partnership. 

Held,  that  such  a  liquidating  dividend  credited  to  the  partnership 
is  taxable  to  the  former  stockholders  as  if  actually  distributed  to 
them. 

Section   201,   Article    1548:  Distribution    in 
liquidation. 

(See  2(>-21-1699;  sec.  202,  art.  1561.)     Sale  of  real  estate. 
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Section  201,  Abticub  1549 :  Distribution  from 
depletion  or  depreciation  reserve. 

(See  10-21-1497  J  sec.  214(a)  8,  art.  169.)  Treatment  of  depre- 
ciation as  a  deduction  in  corporate  returns  where  practically  all  of 
the  earnings  have  been  distributed  as  dividends. 


SECTION  202.— BASIS  FOR  DETERMINING  OAIN 

OR  LOSS. 

Section  202,  Article  1561:  Basis  for  deter-  1-21-1369 

mining  gain  or  loss  from  sale.  O.  D.  762 

(Also  Section  213(b),  Article  74.) 

The  M  bank  purchased  certain  10-year  44  per  cent  municipal  bonds 
at  96.10  which  had  been  origiftally  issued  and  sold  by  the  munici- 
pality at  94.50.  The  question  Ls  presented  as  to  whether  in  case  the 
bank  sells  the  bonds  before  maturity  at  98,  the  profit  realized  will 
be  exempt  in  its  hands. 

Held,  that  inasmuch  as  no  person  other  than  the  municipality  can 
pay  the  interest  borne  by  the  obligations  of  the  municipality 
(whether  such  interest  is  paid  at  a  specified  rate  or  in  the  form  of 
realized  discount)  any  person  selling  municipal  bonds  for  an  amount 
in  excess  of  the  cost  or  the  bonds  to  him  realizes  a  taxable  profit  to 
the  extent  of  such  excess  amount  even  though  the  bonds  were  issued 
at  a  discount. 

If,  therefore,  the  bank  sells  at  $98  the  municipal  bonds  issued  at 
$94.50  and  purchased  by  it  at  $96.10  it  will  derive  a  taxable  profit  of 
$1.90  on  each  bond  sold.  If,  however,  it  holds  the  bonds  to  maturity 
and  receives  $100,  the  difference  between  the  purchase  price  of  the 
bonds  and  the  amount  received  or  $3.90  will  represent  exempt  in- 
come to  it. 

Section*  202^  Artiolb  1661:  Basis  for  deter-  3-21-1396 

mining  gain  or  loss  from  sale.  O.  D.  774 


/ 


The  realized  discount  on  a  sale  of  municipal  securities  prior  to 
maturity  can  not  be  treated  as  compensation  "in  lieu  of  interest"     ^    / 
paid  by  a  municipality,  but  is  profit  subject  to  tax.    Only  the  holder 
of  the  note  at  maturity  is  entitled  to  treat  the  realized  discount  as 
income  exempt  from  tax. 

Profit  derived  from  interest-bearing  State  or  municipal  securities^ 
purchased  at  a  discount  and  held  until  maturity,  is  not  taxable  where 
it  clearly  appears  that  such  return  from  the  investment  in  the  hands 
of  the  taxpayer  is  due  solely  to  the  compensation  received  from  the 
State  or  municipality,  in  lieu  of  additional  interest  for  the  use  of  the 
taxpayer's  money.  In  no  case  may  such  exemption  exceed  the  total 
discount  at  which  the  securities  were  originally  sold  by  the  State  or 
municipality. 

Secttion  202,  Article  1561:  Basis  for  deter-  5-21-1413 

mining  gain  or  loss  from  sale.  O.  D.  782 

A  dealer  in  automobiles  who  takes  used  machines  as  part  pajonent 
on  sales  of  new  cars  is  required  to  report  the  entire  profits  realized 
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on  the  new  cars  for  the  year  in  which  received  regaixUess  of  the  fact 
that  part  of  the  payments  received  are  in  the  form  of  used  machines. 
The  fair  market  value  of  the  used  cars  taken  as  part  payment  is 
deemed  to  be  the  value  at  which  they  were  taken  in  on  the  sales. 

In  case  the  used  cars  are  later  sold,  the  basis  for  determining  gain 
or  loss  will  be  the  value  placed  on  them  for  income  tax  purposes 
when  received,  or  if  inventories  are  employed  and  the  cars  were  on 
hand  at  the  beginning  of  the  taxable  year  in  which  sold,  the  value  at 
which  they  were  included  in  the  inventory  at  that  date. 


Section  202,  Abticle  1561:  Basis  for  deter-  10-21-1492 

mining  gain  or  loss  from  sale.  A.  R.  R.  403 

The  Committee  has  had  under  consideration  the  apj^eal  of  A  from 
the  action  of  the  Income  Tax  Unit  im  assessing  additional  taxes  for 
1917  on  a  profit  derived  from  the  sale  of  certein  lands  acquired  in 
1914  and  using  as  a  basis  for  computing  such  profit  ^x  dollars 
per  acre. 

It  appears  that  in  or  about  ^\pril,  1914,  A  acquired  a  large  acre- 
age of  land  located  in  Texas.  These  lands  were  acquired  ttirough 
the  liquidation  of  the  M  Company  of  which  A  was  the  largest  inai- 
vidual  stockholder.  The  value  fixed  upon  the  lands  at  the  time  of 
liquidation  and  for  the  purpose  of  liquidation  was  approximately 
ix  dollars  per  acre.  This  value  was.not  fixed,  however,  by  appraisal 
or  in  any  definite  manner  except  for  the  convenience  of  the  com- 
pany. The  lands  in  question  may  be  divided  into  first  and  second 
class  agricultural,  first  and  second  class  grazing  and  broken  and 
rocky,  or  waste. 

The  revenue  agent  in  making  the  examination  of  the  tax  liability 
of  A  for  1917  used  ^x  dollars  per  acre  as  the  cost  to  A  and  computed 
a  profit  on  the  difference  between  this  figure  and  the  average  selling 
price  per  acre  in  1917.  Using  this  computation  a  large  profit  is 
shown.  The  Income  Tax  Unit  has  accepted  this  method  of  compu- 
tation and  has  assessed  an  additional  tax  against  A  for  1917. 

It  is  contended  by  the  attorney  for  the  estate  of  A,  that  the  arbi- 
trary valuation  of  |a?  dollars  per  acre  fixed  for  the  land  in  question 
as  of  the  time  of  receipt  through  liquidation  by  his  client,  does  not 
govern,  but  that  in  cases  where  there  is  a  liquidation  in  kind  the 
value  of  the  thing  received  is  to  be  used  as  the  basis  for  computing 
profit  upon  subsequent  sale  thereof.  In  suppoii;  of  this  contention 
the  attorney  for  the  taxpayer  has  submitted  a  number  of  affidavits 
showing  that  A  always  had  priced  this  land  at  a?  dollars  per  acre; 
that  it  is  impossible  to  segregate  the  lands  into  classes  for  the  rea- 
son that  no  accurate  sur\ey  has  been  made,  and  for  the  further  rea- 
son that  these  lands  are  located  in  five  different  counties  and  may 
be  grouped  in  two  separate  ranches. 

It  is  submitted  in  the  case  of  the  sale  of  a  certain  tract  of  land, 
say  y  acres,  that  the  acreage  of  agricultural  lands,  grazing  lands,  and  ^v 
waste  lands  can  not  be  definitely  ascertained ;  that  is,  it  is  not  possi-  tp^ 
ble  to  say  that  in  this  tract  of  y  acres  Jy  acres  are  agricultural, 
ly  acres  first-class  grazing,  Jy  a<jres  second-class  grazing,  and  Jy 
acres  sand  hills  and  waste  lands.  This  shows  that  it  is  impossible 
to  so  classify  the  lands  in  question,  thereby  ascertaining  tne  total 
acreage  by  classes. 
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Evidence  has  been  submitted  showing  that  the  valuation  fixed  by 
the  revenue  agent  and  accepted  by  the  Unit  in  making  the  additional 
assessment  for  1917  is  in  error.  Maps  have  been  submitted  showing 
the  location  of  the  lands  sold  in  various  years  and  the  prices  received 
therefor.  In  1912, 15y  acres  were  sold  at  an  average  of  x  dollars  per 
acre ;  in  1913,  S6y  acres  were  sold  in  a  different  location  at  an  average 
of  ix  dollars  per  acre;  in  1914,  5y  acres  were  sold  at  an  average  of  fa? 
dollars,  alid  in  1917,  200y  acres  were  sold  at  an  average  of  fa?  dollars 
per  acre/  It  is  contended  that  these  averages  show  the  property  in 
question  had  a  fair  market  value  on  March  1,  1913,  in  excess  of  the 
value  fixed  by  the  revenue  agent  in  computing  the  profit.  It  is  also 
submitted  that  these  figures  clearly  indicate  that  the  property  in 
question  had  a  value  on  the  date  of  acquisition  by  A  on  April  30, 
1914,  in  excess  of  the  ^x  dollars  used  by  the  revenue  agent  m  com- 
puting the  profit.  The  March  1  value  is  not  pertinent  for  the  pur- 
pose of  this  decision,  for  the  reason  that  A  acquired  the  lands  in  ques- 
tion after  that  date.  It  is  necessary,  however,  to  fix  a  value  as  oJc  the 
time  of  acquisition  for  the  purpose  of  computing  the  profit  upon 
subsequent  sale. 

The  evidence  submitted  clearly  indicates  that  the  trend  of  market 
conditions  was  generally  upward  with  the  exception  of  1913.  It 
appears  that  the  fair  valuation  of  the  lands  as  of  March  1,  1913, 
would  be  the  average  per  acre  for  the  total  sales  in  1912  and  1913.  or 
approximately  fa?  dollars  per  acre,  and  that  the  lands  had  a  lair 
valuation  of  fa?  dollars  per  acre  on  April  30,  1914,  the  date  on  which 
A  acquired  such  lands  through  the  liquidation  of  the  M  Company. 

The  Income  Tax  Unit  has  held  that  ^x  dollars  per  acre  is  a  fair 
valuation  of  the  lands  distributed  to  the  stockholders  of  the  corpora- 
tiorty  since  this  value  was  fixed  by  the  corporation  for  the  purpose  of 
liquidation.  It  was  explained  at  the  hearing  in  this  case  that  the 
|a?  dollars  value  was  fixed  as  a  matter  of  convenience  for  the  purpose 
of  satisfying  the  minority  stockholders.  A  was  not  interested  at  that 
time  in  the  value  fixed  for  the  purpose  of  liquidation,  but  was  inter- 
ested to  see  that  the  minority  stockholders  were  satisfied. 

The  Committee  agrees  with  the  attorney  for  A  in  that  the  value 
fixed  by  the  corporation  for  the  purpose  of  liquidation  does  not 
govern,  but  that  the  actual  value  of  the  property  received  upon 
liquidation  governs.  While  the  method  of  determining  value  is  not 
entirely  accurate,  it  is  the  opinion  of  the  Committee  that  a  valuation 
of  fa?  dollars  per  acre  is  both  fair  to  the  taxpayer  and  to  the  Gov- 
ernment, and  that  this  valuation  should  be  accepted  as  the  basis  for 
computing  profit  upon  the  subsequent  sale  of  any  part  of  the  lands 
in  question. 

The  Committee  is  also  of  the  opinion  that  in  so  far  as  the  lands  in 
(question  are  concerned,  A  did  not  make  any  profit  upon  the  liquida- 
tion of  the  corporation,  in  1914. 

It  appears  that  A  and  his  wife  acquired  these  lands  located  in  the 
State  or  Texas  and  that  during  the  years  1912,  1913,  and  1914  cer- 
tain boundaries  were  sold.  It  is  submitted  that  all  the  land  acquired 
in  tte  State  of  Texas  is  "  community  property  "  under  the  laws  of 
thwt  State  and  that  such  land  belonged  in  equal  portions  to  A  and 
his  wife.  None  of  this  propertv,  or  the  consideration  with  which 
it  was  purchased  or  acquired,  belonged  to  or  was  the  individual 
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property  of  either  A  or  his  wife  sep^arately  at  the  time  of  their  mar- 
riage. All  of  the  property  was  acquired  sabeequent  to  their  marriage 
and  during  their  married  life  as  the  result  oi  their  joint  effort  and 
saving,  lliey  maintained  their  legal  residence  in  the  State  of  Texas. 
It  is  now  submitted  that  A's  wi^  never,  at  any  time,  parted  with 
or  waived  her  commimitv  interest  in  the  property  in  auestion  and 
that  on  the  death  of  her  husband  she  formally  asserted  her  right  to 
such  '^  community  property  "  and  the  proceeds  from  the  sale  of  a  part 
thereof. 

The  attorney  submits  that  under  the  foregoing  conditions  any 

Erofits  derived  from  the  sale  of  the  lands  in  question  in  1917  should 
B  divided  equally  between  A  and  his  wife  for  the  purpose  of  a  re~ 
turn  and  the  payment  of  tax.  The  Committee  is  of  the  opinion  that 
this  contention  is  sound  and  that  they  are  entitled  to  the  benefit  of 
the  provision  of  Treasury  Decision  3071,  dealing  with  '^community 
property  "  of  husband  and  wife  in  the  State  of  Texas. 

In  view  of  the  foregoing  the  Committee  recommends  (1)  that  ^x 
dollars  per  acre  be  accepted  as  the  value  of  the  lands  in  question  re- 
ceived by  A  in  liquidation  of  the  M  Coinpany  on  April  30,  1914; 
(2)  that  the  action  of  the  Income  Tax  Unit  fixing  a  value  of  ix 
dollars  per  acre  for  the  purpose  of  computing  profit  upon  lands  sold 
in  1917  be  reversed ;  and  (3)  that  the  profit  on  the  land  sold  in  1917 
be  computed  on  the  basis  outlined  herein  and  that  such  profit  be 
allocated  equally  to  A  and  his  wife  for  the  purpose  of  a  return  and 
the  payment  of  tax  for  that  year. 


Section  202,  Article  1561 :  Basis  for  determin-  16-21-1570 

ing  gain  or  loss  frcoi  sale.  T.  D.  3173 

(a.  D.  6) 

INCOME  TAX— REVENUE  ACTS  OF  1916  AND  1917— DECISION  OF  COURT. 

1.  Income — ^Estates  or  Dbcedknts — ^Directions  of  Testator  ab  to  Affvdcia- 

TION  RXAIJZED  BT  SAUE. 

A  testator  creating  a  trust  can  not  render  appreciation  of  tbe  trust  estate 
after  his  death,  realized  by  sale,  nontaxable  by  a  provision  in  his  will  that 
"  accretions  of  selling  value  shall  be  considered  principal  and  not  income  ** ;  such 
provision  in  a  will  may  be  disregarded. 

2.  Taxable  Persons — ^Tkustees — Estates  of  Decedents. 
Trustees  are  taxable  persons  within  the  plainly  expressed  puri)06e  of  tbe  Act. 

8.  Income — ^Definition — Cobpobation   Excise   Tax   and   Income  Tax   Acts — 

Appbeciation  of  Capital.  Assets  Realized  by  Sale. 

The  term  "  income  '*  has  the  same  meaning  in  all  of  the  Income  Tax  Acts 
that  was  given  to  it  in  the  Corporation  Excise  Tax  Act  of  1909,  and  includes 
profit  gained  through  sale  or  conversion  of  capital  assets. 

4.  Income — ^Pbofits  Realized  bt  Isolated  Sales, 

Income  includes  gains  realized  by  a  single  isolated  sale  of  capital  assets  as 
well  as  from  sales  by  one  engaged  in  buying  uud  selling  us  a  business. 

5  Income — Effect  of  State  Law  Reoabding  Life  Tenants  and  Remaindebmen. 

Where  a  trustee  of  life  estate  with  remainder  over  sells  capital  assets  of  the 
estate  acquired  prior  to  March  1,  1913,  for  an  amount  in  excess  of  the  value  of 
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snch  assets  on  March  1,  1918,  which  value  was  greate  than  cost,  the  difference 
between  srilin^  price  and  Tahie  on  that  date  Is,  for  the  purpose  of  taxation,  to 
lie  treated  as  if  the  trustee  were  the  sole  owner,  notwithstanding  that  under 
State  law  the  entire  proceeds  of  the  sale  are  required  to  be  added  to  the  corpus 
fff  the  estate  and  held  for  the  reraainderamn  and  the  profits  of  snch  sale  do  not 
go  to  the  life  tenant 

TrSASURT  DcPABTMBNTy 

Office  of  Commisaioker  of  Internal.  Reventts, 

Washington^  D,  C. 

To  collector  of  internal  revemte  and  others  concerned: 

Hie  appended  decision  of  the  Supreme  CSourt  of  the  United  States, 
dated  March  28^  1921,  in  the  case  of  Merchcmis^  Loan  (&  Trust  Gom- 
fonjfy  Of  trustee  of  the  estate  of  Arthur  Ryerson.  deeettsed^  plains 
tiff  in  error^  v.  Julius  P.  Smietmika^  formerly  United  States  col- 
lector of  Internal  Revenue  for  the  First  Dist'rict  of  the  Stale  of 
Illinois^  is  published  for  the  information  of  internal  revenue  ofiioers 
and  other  concerned. 

D.  H.  Blair^ 
ConiTnissioner  of  Internal  Revenue, 
Approved  June  4, 1921 : 
A.  W.  Mp:llon, 

Secretary  of  the  Treasury. 

SVPB£ME  COVBT  OF  TH£  UNITED  STATES.      No.  608.      OCTOBER  TeRM,  1920. 

Merfshanti^  Loan  d  Trust  Co,,  as  trustee  of  the  esitite  of  Arthur  Ryerson,  de- 
ceased^ plakUiff  in  error,  v.  JuUus  F,  Rmietenka,  fwrmerly  United  States 
Colleeior  of  Jmtemal  Revenue  for  the  First  District  of  the  State  of  IlHnois. 

Error  to  ihe  District  Covrt  of  the  United  States  for  the  Northern  District  of  Illiaoiaw 

[March  28,  1921.] 

Mr.  Justice  Clarke  delivered  the  opinion  of  the  court : 

A  writ  of  error  brings  this  case  here  for  review  of  a  jadgment  of  the 
District  Oonrt  of  the  United  States  for  the  Northern  District  of  IIUdoIs, 
sustaining  a  demurrer  to  a  declaration  in  assumpsit  to  recover  an  assessment 
of  taxes  for  the  year  1917,  made  under  warrant  of  the  income  tax  Act  of  C<»- 
gresff,  apinroved  September  S,  1916  (89  Stat,  ch.  463,  p.  756).  as  amended  t>y 
the  Act,  approved  October  3,  1917  (40  Stat.,  ch.  63,  p.  300).  Payment  was 
made  under  protest  and  the  claim  to  recover  is  based  upon  the  contention  that 
the  fund  taxed  was  not  "  income  **  within  the  scope  of  the  sixteenth  amendment 
to  the  Constitution  of  the  United  States  and  that  the  effect  given  by  ttie  lower 
court  to  the  Act  of  Congress  cited  renders  it  unconstitutional  and  void.  This 
is  sufficient  to  sustain  the  writ  of  error.    Toitmc  v.  Eisner,  245  U.  S.  418. 

Arthur  Ryerson  died  in  1912,  and  the  p}aintiff  in  error  is  trustee  under 
his  will,  of  property  the  net  income  of  which  was  directed  to  be  paid  to  his 
widow  during  her  life  and  after  lier  death  to  be  used  for  the  benefit  of  his 
diildr^i,  or  their  representatives,  untU  each  child  should  arrive  at  twenty-five 
years  of  age,  when  each  i^ould  receive  his  or  her  share  of  the  trust  fun  J. 

The  trustee  was  given  the  fullest  possible  dominion  over  the  trust  estate. 
It  was  made  the  final  Judge  as  to  what  "  net  income  **  of  the  estate  should  be, 
and  its  determination  in  this  respect  was  made  binding  upon  all  parties  in- 
terested therein,  **  except  that  it  is  my  will  that  stock  dividemis  and  accretions 
of  selling  values  shall  be  considered  principal  and  not  income." 

The  widow  and  four  children  were  living  in  1917. 

Among  the  assets  which  came  to  the  cu.stody  of  the  trustee  were  9,522  shares 
of  the  capdEtal  stock  of  Jos^h  T.  Ryerson  &  Son,  a  corporation.  It  is  averred 
that  the  cash  value  of  these  shares,  on  March  1,  1913,  was  $561,798,  and  that 
they  were  sold  for  $1,280,996.64,  on  February  2,  1917.    The  Commissioner  of 
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Internal  Revenue  treated  the  difference  between  the  value  of  the  stock  on 
Afarch  1,  1913,  and  the  amount  for  which  it  was  sold  on  February  2,  1917,  as 
income  for  tlie  year  1917,  and  upon  that  amount  assessed  the  tax  which  was  paid. 
No  question  is  made  as  to  the  amount  of  the  tax  if  the  collection  of  it  was 
lawful. 

The  ground  of  the  protest,  and  the  argument  for  the  plaintiff  in  error  here,  is 
that  the  sum  charged  as  "  income  "  represented  appreciation  in  the  value  of  the 
capital  assets  of  the  estate  which  was  not  **  income  *'  within  the  meaning  of 
the  sixteenth  amendment  and  therefore  could  not,  constitutionally,  be  taxed, 
without  apportionment,  as  required  by  section  2,  clause  8,  and  by  section  9, 
clause  4,  of  article  1  of  the  Constitution  of  the  United  States. 

It  is  first  argued  that  the  increase  In  value  of  the  stock  could  not  be  lawfully 
taxed  under  the  Act  of  Congress  because  it  was  not  income  to  the  widow,  for 
she  did  not  receive  It  In  1917,  and  never  can  receive  It,  that  It  was  not  Income 
In  that  year  to  the  children  for  they  did  not  then,  and  may  never,  receive  it, 
and  that  it  was  not  income  to  the  trustee,  not  only  because  the  will  creating  tho 
trust  required  that  "stock  dividends  and  accretions  of  selling  value  shaU  be 
considered  principal  and  not  Income,"  but  also  because  in  the  "  common  under- 
standing "  the  term  "  Income  "  does  not  comprehend  such  a  gain  or  profit  as  we 
have  here,  which  It  is  contended  is  really  an  accretion  to  capital  and  therefore 
not  constitutionally  taxable  under  Eisner  v.  MaconibeTy  252  U.  S.  189. 

The  provision  of  the  will  may  be  disregarded.  It  was  not  within  the  power 
of  the  testator  to  render  the  fund  nontaxable. 

Assuming  for  the  present  that  there  was  constitutional  power  to  tax  such  a 
gain  or  profit  as  is  here  involved,  are  the  terms  of  the  statute  comprehensive 
enough  to  include  it? 

Section  2(a)  of  the  Act  of  September  8,  1916  (39  Stat.  757),  (40  Stat.  300. 
807,  sec.  212),  applicable  to  the  case,  defines  the  income  of  "  a  taxable  person  " 
as  including  "  gains,  profits  and  income  derived  from  •  ♦  ♦  sales,  or  deal- 
ings in  property,  whether  real  or  personal,  growing  out  of  the  ownership  or 
use  of  or  interest  in  real  or  personal  property  *  ♦  ♦  or  gains  or  profits  and 
income  derived  from  any  source  whatever." 

Plainly  the  gain  we  are  considering  was  derived  from  the  sale  of  personal 
property,  and,  very  certainly  the  coniprehenslve  last  clause  "gains  or  profits 
and  income  derived  from  any  source  whatever,"  must  also  include  It,  If;  the 
trustee  was  a  "  taxable  person  "  within  the  meaning  of  the  Act  when  the  assess- 
ment was  made. 

That  the  trustee  was  such  a  "taxable  person "  is  clear  from  section  1204  (1) 
(c)  of  the  Act  of  October  3, 1917  (40  Stat.  331),  which  requires  that  "  trustees, 
executors  *  •  •  and  all  persons,  corporations  or  associations,  acting  in  any 
fiduciary  capacity,  shall  make  and  render  a  return  of  the  income  of  the  person, 
trust,  or  estate  for  whom  or  which  they  act,  and  be  subject  to  all  the  provisions 
of  this  title  which  apply  to  individuals." 

And  section  2(b)  of  the  Act  of  September  8,  1916,  supra,  specifically  declares 
that  the  "  Income  received  by  estates  of  deceased  persons  during  the  period  of 
administration  or  settlement  of  the  estate,  *  ♦  ♦  or  any  kind  of  property 
held  in  trust,  including  such  Income  accumulated  In  trust  for  the  benefit  of 
unborn  or  unascertained  persons,  or  persons  with  contingent  interests,  and 
income  held  for  future  distribution  under  the  terms  of  the  will  or  trust  shall 
be  likewise  taxed,  the  tax  in  each  instance,  except  when  the  income  is  returned 
for  the  purpose  of  the  tax  by  the  beneficiary,  to  be  assessed  to  the  executor, 
administrator,  or  trustee,  as  the  case  may  be." 

Further,  section  2(c)  clearly  shows  that  It  was  the  purpose  of  Congress  to 
tax  gains,  derived  from  such  a  sale  as  we  have  here,  in  the  manner  in  which 
this  fund  was  assessed,  by  providing  that  "  For  the  purpose  of  ascertaining  the 
gain  derived  from  the  sale  or  other  disposition  of  property,  real,  personal,  or 
mixed,  acquired  before  March  1,  1913,  the  fair  market  price  or  value  of  such 
property  as  of  March  1,  1913,  shall  be  the  basis  for  determining  the  amount  of 
such  gain  derived." 

Thus,  it  is  the  plainly  expressed  purpose  of  the  Act  of  Congress  to  treat  such 
a  trustee  as  we  have  here  as  a  "  taxable  person  "  and  for  the  purposes  of  the 
Act  to  deal  with  the  Income  received  for  others  precisely  as  if  the  beneficiaries 
had  received  it  in  person.  )  '.^ 

There  remains  the  question,  strenuously  argued,  whether  this  gain  in  four 
years  of  over  $700,000  on  an  investment  of  about. $500,000  is  "  Income  "  wlthhi 
the  meaning  of  the  sixteenth  amendment  to  the  Constitution  of  the  United 
States. 
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The  question  is  one  of  definition  and  the  answer  to  it  may  be  round  in  recent 
decisions  of  this  court. 

The  coriwration  excise  tax  Act  of  August  5,  1909  (36  Stat.  11,  112),  was 
not  an  income  tax  law,  but  a  definition  of  the  word  "  income "  was  so  neces- 
sary in  its  administration  that  in  an  early  case  it  was  formulated  as  *'A  gain 
derived  from  capital,  from  labor,  or  from  l)oth  combined."  (Stratton's  Inde- 
pendence V.  Howberty  231  U.  S.  399,  415.) 

This  definition,  frequently  approved  by  this  court,  received  an  addition,  in 
its  latest  income  tax  decision,  which  is  especially  significant  in  its  application  to 
such  a  iiis^e  as  we  have  here,  so  that  it  now  reads :  "  Income  may  be  defined  as 
a  gain  derive<l  from  capital,  from  labor,  or  from  both  combined,  provided  it 
lye  understood  to  include  profit  gained  through  sale  or  conversion  of  capital 
assets,'*    Eisner  v.  Macomber,  252  U.  S.  189,  207. 

The  use  made  of  this  definition  of  "  income  "  in  the  decision  of  cases  arising 
under  the  corporation  excise  tax  Act  of  August  5,  1909,  and  under  the  income 
tax  Acts  is,  w^e  think,  decisive  of  the  case  before  us.  Thus,  in  tw^o  cases  aris- 
ing under  the  corporation  excise  tax  Act :  i 

In  Havs  v.  Gauley  Mountain  Coal  Company,  247  U.  S.  189,  a  coal  company, 
without  corporate  authority  to  trade  in  stocks,  purchased  shares  in  another 
coal  mining  company  in  1902,  which  it  sold  in  1911,  realizhig  a  profit  of  ?210,000. 
Over  the  same  objection  made  in  this  case,  that  the  fund  was  merely  converted 
capital,  this  court  held  that  so  much  of  the  profit  npon  the  sale  of  the  stock 
as  accrued  subsequent  to  the  effective  date  of  the  Act  was  properly  treated  as 
income  received  during  1911,  in  assessing  the  tax  for  that  year.  , 

In  United  States  v.  Cleveland,  Cincinnati,  Chicago  d  St.  Louis  Railway  Com- 
panp,  247  U.  S.  195,  a  railroad  company  purchased  shares  of  stock  in  another 
railroad  company  in  1900  which  it  sold  in  1909,  realizing  a  profit  of  .$814,000. 

Here,  again,  over  the  same  objection,  this  court  held  that  the  part  of  the  profit 
which  accrued  subsequent  to  the  effective  date  of  the  Act  was  properly  treated 
as  income  received  during  the  year  1909  for  the  purposes  of  the  Act. 

Thus,  from  the  price  realized  from  the  sale  of  stock  by  two  investors,  as  dis- 
tinguished from  dealers,  and  from  a  single  transaction  as  distinguished  from  a 
course  of  business,  the  value  of  the  stock  on  the  effective  date  of  the  tax  Act  was 
deducted  and  the  resulting  gain  was  treated  by  this  court  as  "  income  "  by  which 
the  tax  was  measured. 

It  is  obvious  that  these  decisions  In  principle  rule  the  case  at  bar  If  the  word 
** income"  has  the  same  meaning  In  the  income  tax  Act  of  1913  that  it  had  in 
the  corporation  excise  tax  Act  of  1909,  and  that  it  has  the  same  scope  of  mean- 
ing" was  in  effect  decided  in  Southern  Pacific  Company  v.  Lowe,  247  U.  S.  330, 
335,  where  it  was  assumed  for  the  puri>oses  of  decision  that  there  was  no  dif- 
ference in  its  meaning  as  used  in  the  Act  of  1909  and  in  the  Income  tax  Act  of 
1913.  There  can  be  no  doubt  that  the  word  must  be  given  the  same  meaning 
and  content  in  the  income  tax  Acts  of  1916  and  1917  that  It  had  In  the  Act  of 
1913.  Wlien  to  this  we  add  that  in  Eisner  v.  Macomber,  supra,  a  case  arising 
Tinder  the  income  tax  Act  of  1916  which  is  here  involved,  the  definition  of  **  In- 
come "  which  was  applied  was  adopted  from  Stratton^s  Independence  v.  Hoxcbert, 
supra,  arising  under  the  coriwratlon  excise  tax  Act  of  1909,  with  the  addition 
that  it  should  include  "profit  gained  through  sale  or  conversion  of  capital  as- 
sets," there  would  seem  to  be  no  room  to  doubt  that  the  word  must  be  given 
the  same  meaning  in  all  of  the  Income  tax  Acts  of  Congress  that  was  given  to 
it  in  the  corporation  excise  tax  Act  and  that  what  that  meaning  is  has  now  be- 
come definitely  settled  by  decisions  of  this  court.  i 

In  determining  the  definition  of  the  word  "  income "  thus  arrived  at,  this 
conrt  has  consistently  refused  to  enter  hito  the  refinements  of  lexicographers  or 
economists  and  has  approved,  in  the  definitions  quoted,  what  it  believed  to  be 
the  commonly  understood  meaning  of  the  term  which  must  have  been  in  the 
minds  of  the  people  when  they  adopted  the  sixteenth  amendment  to  the  Con- 
stitntion.  Doyle  v.  HHtchell  Brothers  Company,  241  U.  S.  179,  185 ;  Eisner  v. 
AIa<^omber,  252  U.  S.  189,  206,  207.  Notwithstanding  the  full  argument  heard  in 
this  case  and  in  the  series  of  cases  now  under  consideration  we  continue  entirely 
satisfied  with  that  definition,  and,  since  the  fund  here  taxed  was  the  amount 
realized  from  the  sale  of  the  stock  in  1917,  less  the  capital  Investment  as  de- 
tertrilnefl  by  the  trustee  as  of  March  1,  1913,  it  Is  palpable  that  it  was  a  "  gain 
or  profit "  "  produced  by  "  or  "  derived  from "  that  Investment,  and  that  it 
"  proceeded,"  and  was  **  severed  "  or  rendered  severable,  from  It,  by  the  sale 
for  cash,  and  thereby  became  that  "  realized  gain  "  which  has  been  repeatedly 
declared  to  be  taxable  Income  within  the  meaning  of  the  constitutional  amend- 
ment and  the  Acts  of  Congress.  .  Doyle  v.  Mitchell  Brothers  Company  and^ 
Eisner  v.  Macomber,  supra. 
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It  is  elaborately  argued  Id  tlus  case,  in  No.  609,  Eldorado  Coal  and  Mining 
Company  v.  Hai-ry  W.  Mager,  Collector,  etc.,  submitted  with  it,  and  in  other 
cases  since  argued,  that  the  word  "  income  '*  as  used  in  tlie  sixteenth  amend- 
ment and  in  the  income  tax  Act  we  are  considering  does  not  include  the  gain 
from  capital  realized  by  a  single  isolated  sale  of  property  but  that  only  the 
profits  realized  from  sales  by  one  engaged  In  buying  and  selling  as  a  business — 
a  merchant,  a  real  estate  agent,  or  broker— -constitute  Income  which  may  be 
taxed. 

It  is  sufficient  to  say  of  this  contention,  that  no  such  distinction  waA  recognized 
in  the  Civil  War  hicome  tax  Act  of  1867  (14  Stat.  471,  478),  or  in  the  Act 
of  1894  (28  Stat  509,  553),  declared  unc<Kistitutional  on  an  unrelated  ground; 
that  it  was  not  recognized  in  determining  income  under  the  excise  tax  Act  of 
1909,  as  the  cases  cited,  supra,  show;  that  It  is  not  to  be  found,  in  terms,  in 
any  of  the  income  tax  provisions  of  the  internal  revenue  Acts  of  1913»  1916, 
1917  or  1919 ;  that  the  definition  of  the  word  "  income ''  as  used  in  the  sixteenth 
amendment,  which  has  been  developed  by  this  court,  does  not  recognize  any 
such  distinction;  that  in  departmental  practice,  for  now  seven  years,  such  a 
rule  has  not  been  applied ;  and  that  there  is  no  essential  difference  in  the  nature 
of  the  transaction  or  in  the  relation  of  the  profit  to  the  capital  involved,  whether 
the  sale  or  conversion  be  a  single,  isolated  transaction  or  one  of  many.  The 
interesting  and  Ingenious  argument,  which  is  earnestly  pressed  upon  us,  that 
this  distinction  is  so  fundamental  and  obvious  that  it  must  be  assumed  to  be  a 
part  of  the  "general  understanding"  of  the  meaning  of  the  word  "income" 
fails  to  convince  us  that  a  construction  should  be  adopted  which  would.  In  a 
large  measure,  defeat  the  purpose  of  the  amendment 

The  cHplnions  of  the  courts  In  dealing  with  the  rights  of  life  tenants  and 
remaindermen  in  gains  derived  from  Invested  capital,  especially  in  dividends 
paid  by  corporations,  are  of  little  value  in  determining  such  a  question  as  we 
have  here.  Influenced  as  such  decisions  are  by  the  terms  of  the  instruments 
creating  the  trusts  Involved  and  by  the  various  rules  adopted  in  the  various 
jurisdictions  for  attaining  results  thought  to  be  equitable.  Here  the  trustee, 
acting  within  its  powers,  sold  the  stock,  as  it  might  have  sold  a  building,  and 
realized  a  profit  of  $700,000  which  at  once  became  assets  in  its  possession  free 
for  any  disposition  witliin  the  scope  of  the  trust  but  for  the  purposes  of  taxation 
to  be  treated  as  If  the  trustee  were  the  sole  owner. 

Gray  \\  Darlington,  15  Wall.  63,  much  relied  upon  in  argument,  was  sufliciently 
distinguished  from  cases  such  as  we  have  here  in  Hays  v.  Qauley  Motmtain  Coal 
Company,  247  U.  S.  189,  191.  •  The  differences  in  tiie  statutes  involved  render 
inapplicable  the  expressions  in  the  opinion  in  that  case  (not  necessary  to  the 
decision  of  it)  as  to  distinctions  between  Income  and  increase  of  capital. 

In  Lynch  v.  TurrisK  247  U.  S.  221.  also  much  relied  upon,  it  is  expressly 
stated  that  "  according  to  the  fact  admitted,  there  was  no  increase  after  that 
date  (March  1,  1913)  and  therefore  no  increase  subject  to  the  law.''  For  this 
reason  the  questions  here  discussed  and  decided  were  not  there  presented. 
\  The  British  income  tax  decisions  are  interpretations  of  statutes  so  wholly 
different  in  th«4r  wording  tiwn  the  Acts  of  Congress  which  we  are  considering 
that  they  are  quite  without  value  In  arriving  at  the  construction  of  the  laws 
Itere  involved. 

Another  assessment  on  a  small  gain  realized  from  a  sale  of  bonds,  also  made 
by  the  trustee  in  1917,  does  not  present  any  questions  otlier  than  those  which 
w€  have  discussed  and  therefore  it  does  not  call  for  separate  consideration. 

The  judgment  of  the  district  court  is  afiirmed. 

Mr.  Justice  Holmes  and  Mr.  Justice  BaAifDUs,  because  of  prior  decisions  of 
the  court,  concur  only  in  the  Judgment. 


Sbcttion  202,  Article  1561:  Basis  for  deter-  16-21-1571 

mininfif  ffain  or  loss  from  sale.  T.  D.  3175 

(Ct.  D.  7) 

INCOME  TAX— RETBNTJH  ACTS  OF  1916  AND  1917-^>lSCISlON  OF  COURT. 

livcoMK — Gain  from  Sauk  of  Capital  Asbetb. 

Where  a  corporation  sells  aasels  acquired  prior  to  March  1,  1913,  for  an 
\  amount  in  excess  of  their  value  on  that  date,  such  value  being  greater  than 
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their  cast,  the  difference  between  the  selling  price  and  the  value  on  March  1, 
191Z,  Is  income  subject  to  taxation. 

Treasurt  Department, 

Office  of  Commissioner  of  Internal.  Revenue, 

Washington^  D,  G, 

To  collectors  of  internal  revenue  ojid  others  concerned: 

The  impended  decision  of  the  Supreme  Court  of  the  United  States, 
dated  March  28, 1921,  in  the  case  of  Eldorado  Coal  and  Mining  Com- 
p€uiy^  pLainiiff  wi  error^  v.  Harry  W.  Ma^ger^  Collector  of  Internal 
Revenue  for  the  First  District  of  lUmoiSy  is  published  for  the  in- 
formation of  internal  revenue  officers  and  others  concerned. 

D.  H.  Blair, 
Commissioner  of  Iiitenujl  Revenue. 
Approved  June  4, 1&21 : 
A.  W.  Meux)N, 

Secretary  of  the  Treasury, 

SxrpRE^rE  CouKT  or  the  Uncted  States.    No.  609.     October  Term,  1920. 

Eldorado  Coal  and  Mining  Company,  plaintiff  in  error,  v.  Uarry  W.  Mager, 
CoUeotor  of  Internal  Revenue  for  the  First  District  of  Illinois, 

Error  to  the  District  Court  of  the  United  Stat^  for  the  Northern  District  of  Illinoia 

[March  28,  1921.] 

Mr.  Justice  Clarke  delivered  the  opinion  of  the  court: 

This  ease  conies  Into  this  court  on  a  writ  of  error  to  review  a  Judgment  of 
the  District  Ck>art  of  the  United  States  for  the  Northern  District  of  Illinois, 
sostaining  a  demurrer  to  a  declaration  in  assumpsit  to  recover  an  assessment 
of  income  and  excess  profits  taxes  for  the  year  1917,  under  warrant  of  the 
income  tax  Act  of  Congress,  approved  September  8,  1916,  (39  Stat.,  ch.  463,  p. 
756)  as  amended  by  the  Act  approved  October  3,  1917  (40  Stat,  ch.  63,  p.  300). 
Payment  was  made  under  protest  and  the  claim  to  recover  is  based  upon  the 
same  contention  dealt  with  in  No.  608,  this  day  decided,  that  the  fund  taxed 
was  not  ** income"  within  the  scope  of  the  sixteenth  amendment  to  the  Con- 
stitntion  of  the  United  States,  and  that  the  effect  i^ven  by  the  lower  court  to 
the  Act  renders  it  unconstitutional  and  void. 

The  £ldorado  Coal  and  Mining  Company  is  an  Indiana  corporation  whicti 
operated  a  bituminous  coal  mine  and  mining  plant,  which  it  sold  in  May,  1917, 
f€T  cash.  The  company  retained  its  accounts  receivable  and  prior  to  Septem- 
ber ^  1917,  it  distrihnted  among  its  stocictioiders,  proportionately  to  their 
ownership  of  stocks,  the  cash  received  from  the  sale  and  the  accounts  receiv- 
able in  kind.  The  corporation,  however,  was  not  dissolved  nor  its  charter  sur- 
lendered,  became  there  were  unsettled  liabilities  against  it  for  Federal  income 
taxes  and  excess  profit  taxes.    Otherwise  its  affairs  were  wound  up. 

It  is  averred  in  the  declaration  that,  talcing  the  fair  market  value  as  of  March 
1,  1913,  of  the  capital  assets  of  the  company  invested  and  employed  in  its  busi- 
ness, and  adding  thereto  the  cost  of  additions  and  betterments,  and  subtract- 
ing d^reciation  and  depletion  to  the  date  of  sale,  it  appears  that  there  was  an 
appreciation  in  value  of  the  property  after  March  1,  1913,  of  $5,986.02,  and  It 
was  on  this  profit  realized  by  the  sale  tliat  the  assessment  of  $3,073.16  was 
made  which  the  company  paid  and  in  this  suit  seeks  to  recover. 

It  is  ohvious  from  this  statement  of  the  case  that  it  presents  in  so  nearly  the 
same  form  precisely  the  same  questions  as  were  considered  in  No.  608.  The  Mer- 
chants^ Loan  d  Trust  Company,  etc.,  v.  Julius  F.  Smietanka,  (Collector,  etc.,  this 
day  decided,  that  further  discussion  of  them  is  unnecessary,  and  on  the  author- 
ity ol  thAt  case,  the  judgment  of  the  district  court  is  affirmed. 

Mr.  JoBtioe  Holmes  and  Mr.  Justice  BaANDias,  because  of  prior  decisions  of 
tlie  court;  cimcar  only  in  the  judgment 
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Section  202,  Article  1561:  Basis  for  deter-  16^21-1572 

mining  gain  or  loss  from  sale.  T.  D.  3174 

Ct.  D.  8 

INCOME  TAX— REVENUE  ACT  OF   1916— DECISION   OF   COUR/T. 

1.  Income — Gain  Fkom  Sale  of  Capital  Assets — Appreciation  Since  March 

3,  1913. 

Where  a  taxpayer  sells  property  acquired  prior  to  March  1,  1913,  for  a  price 
in  excess  of  its  value  on  that  date,  such  value  being  greater  than  its  cost  the 
difference  between  such  value  and  the  selling  price  is  income  subject  to 
taxation. 

2.  Income — Gain  From  Sale  of  Capital  Assets — Value  March  1,  1913,  as 

Basis  Where  Cost  Gheater  Than  Selling  Price. 

Where  taxpayer  acquired  property  prior  to  March  1,  1913,  and  sold  it  after 
that  date  for  a  price  in  excess  of  its  value  on  that  date  but  less  than  its  cost,  he 
received  no  gain  from  the  transaction,  hence  no  income  subject  to  taxation. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenxte, 

Washingto^i^  t),  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  Supreme  Court  of  the  United  States, 
dated  March  28,  1921,  in  the  case  of  Da^id  M,  Goodrich^  plaintiff  in 
error^  v.  WUliafm  TI,  Edwards^  United  States  Collector  of  Internal 
Revenue  for  the  Second  District  of  the  Sta4^  of  New  York^  is  pub- 
lished for  the  information  of  internal  revenue  officers  and  others 
concerned. 

D.  H.  Blair, 
Cominissioner  of  Internal  Revenue, 
Approved  June  4,  1921 : 
A.  W.  Mellon,- 

Secretary  of  the  Treasury, 

Supreme  CV>urt  of  the  United  States.     No.  663.     October  Term,  1920. 

David  M.  Goodrich,  plaintiff  in  error,  v.  William  H.  Edwards,  United  States 
Collector  of  Internal  Kbvenuk  for  the  Second  District  of  the  State  of 
New  York. 

En-or  to  the  District  Court  of  the  United  States  for  the  Southern  District  of  New  York. 

[March  28,  1921.] 

Mr.  Justice  Clarke  deUvered  the  opinion  of  the  court. 

The  plaintiff  in  error  sued  tlie  defendant,  a  collector  of  internal  revenue,  to 
recover  income  taxes  assessed  in  1920  for  the  year  1916  and  paid  under  protest 
to  avoid  penalties.  A  demurrer  to  the  complaint  was  sustained  and  the  consti- 
tutional validity  of  a  law  of  the  United  States  Is  so  involved,  that  the  case  is 
properly  here  by  writ  of  error.    Towne  v.  Eisner,  245  U.  S.  418. 

Two  transactions  are  involved. 

(1)  In  1912  the  plaintiff  in  error  purchased  1,000  shares  of  the  capital  stock 
of  a  mining  company  for  which  he  paid  $500.  It  is  averred  that  the  stock  was 
worth  $695  on  March  1, 1913,  and  that  it  was  sold  in  March,  1916,  for  $13,931.22. 
The  tax  which  the  plaintiff  in  error  seeks  to  recover  was  assessed  on  the 
difference  between  the  value  of  the  stock  on  March  1,  1913,  and  the  amount 
for  which  it  was  sold. 

(2)  The  plaintiff  in  error  being  the  owner  of  shares  of  the  capital  stock  of 
another  corporation,  in  1912  exchanged  them  for  stock,  in  a  reorganized  com- 
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pany,  of  the  then  value  of  $291,600.  It  is  averred  and  admitted  that  on  March  1, 
1913,  the  value  of  this  stoi'lc  was  $148,635.50,  and  that  it  wa.s  sold  in  1916  for 
$2693^6.25.  Although  it  is  thus  apparent  that  the  stock  involved  was  of  less 
value  on  March  1,  1913,  than  when  it  was  acquired,  and  that  it  was  ultimately 
sold  at  a  loss  to  the  owner,  nevertheless  the  collector  assessed  the  tax  on  the 
difference  between  the  value  on  March  1,  1913,  and  the  amount  for  which  it 
was  sold. 

The  plahitiff  in  error  seeks  to  recover  the  whole  of  these  two  assessments. 

The  .same  contention  is  made  with  respect  to  each  of  these  payments  as  was 
made  in  No.  608,  The  Merchants  Loan  d-  Trust  Company,  as  trustee,  v.  Julius 
F,Smi€tanka,  Collector  of  Internal  Revenue,  this  day  decided,  viz,  that  the 
amounts  realize<l  from  the  sales  of  the  stocks  wore  in  their  inherent  nature 
capital  as  di.stinguished  from  income,  being  an  increment  in  value  of  the  securi- 
ties w^hile  owned  and  held  as  an  investment  and  therefore  not  taxable  under 
the  Revenue  Act  of  1916  (39  Stat.  756)  as  amended  in  1917  (40  Stat.  300)  or 
under  any  constitutional  law. 

With  respect  to  the  first  payment.  It  is  plain  that  this  assessment  was  on 
the  profit  accruing  after  March  1,  1913,  the  effective  date  of  the  Act,  realized 
to  the  owner  by  the  sale  after  deducting  his  capitiU  investment.  The  question 
involved  is  ruled  by  No.  608,  supra,  and  the  amount  was  properly  taxed. 

As  to  the  second  payment.  The  Government  confesses  error  in  the  judgment 
with  respect  to  this  assessment.  The  stock  was  sold  in  the  year  for  which  the 
tax  was  assessed  for  $22,253.75  less  than  its  value  when  it  was  acquire<l,  but 
for  $120,710.75  more  than  its  value  on  March  1,  1913,  and  the  tax  was  assessed 
on  the  latter  amount. 

The  Act  under  which  the  assessment  was  made  provides  that  the  not  income 
of  a  taxable  person  shall  include  gains,  profits  and  income  derived  from 
*  ♦  *  sales  or  dealings  in  property,  whether  real  or  personal  ♦  ♦  *  or 
ffains  or  profits  and  income  derived  from  any  source  whatever.  (39  Stat.  757; 
40  Stat.  300,  307.) 

Section  2(c)  of  this  same  Act  provides  that  "  for  the  purpose  of  ascertaining 
the  gain  derived  from  a  sale  or  other  disposition  of  property,  real,  personal 
or  niixe<l.  acquired  before  March  1,  1913,  the  fair  market  price  or  value  of 
such  property  as  of  March  1,  1913,  shall  be  the  basis  for  determining  the  amount 
of  such  gain  derived." 

And  the  definition  of  **  income  "  approve<l  by  this  court  is : 

"A  gain  derived  from  capital,  from  labor,  or  from  both  combined,  provided  It 
be  understood  to  include  profits  gained  through  sale  or  conversion  of  capital 
aswts."    Eisner  v.  Maeomhcr,  252  U.  S.  189,  207. 

It  is  thus  very  plain  that  the  statute  imp*)ses  the  income  tax  on  the  proceeds 
of  the  sale  of  personal  property  to  the  extent  only  that  gains  are  derived 
therefrom  by  the  vendor,  and  we  therefore  agree  with  the  Solicitor  (general  that 
since  no  gain  was  realized  on  this  investment  by  the  plaintiff  in  error  no  tax 
should  have  been  assessed  again.*^t  him. 

Section  2(c)  is  applicable  only  where  a  gain  over  the  original  capital  In- 
vestment has  bec*n  realized  after  March  1,  1913,  from  a  sale  or  other  disposi- 
tion of  property. 

It  results  that  the  judgment  of  the  district  court  as  to  the  first  assessment, 
as  we  have  described  it,  is  afllrmed,  that  as  to  the  second  assessment  it  is 
reversed,  and  the  case  is  remanded  to  that  court  for  further  proceedings  in 
conformity  with  this  opinion. 

Reversed  in  part.    Affirmed  in  part. 

Mr.  Justice  Holmes  and  Mr.  Justice  Brandeis,  because  of  prior  decisions  of 
the  court,  concur  only  in  the  judgment. 


Section  202^  Article   1561:  Basis  for  deter-  16-21-1573 

mining  gam  or  loss  from  sale.  T.  D.  3176 

(Ct.  D.  9) 

-,'•'       INCOME   TAX—REVENUE   ACT   OF   191ft— DECISION    OF   COURT. 

1,  Income — Gain  fbok  Sale  of  Capital  Assets — Appreciation  Since  Mabch 

1,  1913,  0\*ER  Cost. 

WTiere  a  taxpayer  sells  property,  acquire<l  prior  to  March  1.  1913,  for  an 
amount  in  excess  of  its  value  on  that  date  and  also  in  excess  of  its  cost,  such 
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value  being  leas  than  its  cost,  only  that  part  of  tke  selling  price  which  Is  above 
cost  is  gain,  and  subject  to  taxation  as  income. 

2.  Income — Gain  fbom  Sale  of  Capital  Assets — Appbsciation  Since  Mabch 

1.  1913. 

Where  a  taxpayer  sells  property  acquired  prior  to  March  1,  1913,  for  an 
amount  in  excess  of  its  value  March  1,  1913,  but  equal  to  its  cost,  he  receives 
no  profit,  hence  no  income  subject  to  taxation. 

3.  Income — Gain  fsom  Sale  or  Capital  Assets — Cost  of  Pbopeett. 

Where  a  taxpayer  bought  l>onds  in  1902  and  1803,  at  a  price  in  excess  of 
their  value  March  1,  1913,  through  an  underwriting  agreement  such  that  he 
did  not  receive  any  interest  upon  the  amount  paid  prior  to  the  allotment  to 
him  of  the  bonds  in  1906,  he  is  not  permitted  to  add  interest  on  the  investment 
for  the  time  which  so  elapsed,  as  a  part  of  the  cost  to  him  of  the  bonds,  in 
determining  his  gain  subject  to  taxation  as  Income. 

4.  Income — Stock  Dividends. 

Stock  dividends  are  not  income  subject  to  taxation. 

Treasury  Depabtmbnt, 

Office  of  Commissioner  of  Internal  Revenue, 

Washington^  D.  C. 

To  coUectora  of  internal  revenue  cund  others  concerned: 

The  appended  decision  of  the  Supreme  Court  of  the  United  States, 
dated  March  28,  1921,  in  the  case  of  Jcmies  J.  Walsh^  OoUeetor  of 
Internal  Reverme^  plaintiff  in  error ^  y.  Frederick  F,  Brewster,  is  pub- 
lished for  the  information  of  internal  revenue  officers  ana  otners 
concerned. 

D.  H.  Blair, 
Corrmdssioner  of  Inlemai  Revenue. 
Approved  June  4, 1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treaswry. 

fiUFBEME  CJOTJltT  OF  THE  UW ITED  STATES.     No.  7^.     OCTOBEK  TEKM,  1^20. 

James  J.  Walsh,  Collector  of  Internal  Revenue,  pUUntiff  in  error  v.  Frederick  F. 

Brewster, 

Error  to  tbe  District  Court  of  the  United  States  for  thA  District  of  OonsectlCBt. 

[March  28,  1921.] 

Mr.  Justice  Clabke  delivered  the  opinion  of  the  court : 

In  this  case  the  defendant  in  error  sued  the  plaintiff  in  error,  a  collector  of 
internal  revenue,  to  recover  Income  taxes  for  the  year  1916,  assessed  in  1918, 
and  which  were  paid  under  protest  to  avoid  penalties.  The  defendant  answered, 
the  case  was  tried  upon  an  agreed  statement  of  facts,  and  Judgment  was 
rendered  in  favor  of  the  taxpayer,  the  defendant  in  error.  The  case  is  properly 
here  by  writ  of  error.     Totane  v.  Eisner,  245  U.  S.  418. 

The  defendant  in  error  was  not  a  trader  or  dealer  in  stocks  or  bonds,  but 
occasionally  purchased  and  sold  one  or  the  other  for  the  purpose  of  changing 
his  investments. 

Three  transactions  are  involved. 

The  first  relates  to  bonds  of  the  International  Navigation  Ckwnpany,' pur- 
chased in  1909,  for  $191,000  and  sold  in  1916  for  tlie  same  amount. '  The 
market  value  of  these  bonds  on  March  1,  1913,  was  $151,845,  and  the  tax  In 
disimte  was  assessed  on  the  difference  between  this  amount  and  the  amount  for 
which  they  were  sold  in  1916,  viz,  $39,155. 
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The  trial  court  h^d  that  this  apparent  gain  was  capital  assets  and  not 
taxable  Income  nnder  the  sixteenth  amendment  to  the  Constitution  of  the  United 
States,  and  rendered  judgment  in  favor  of  the  defendant  in  error  for  the 
amount  of  the  tax  which  he  had  paid. 

The  ground  upon  which  this  part  of  tlie  judgment  was  justified  below  is 
held  to  be  erroneous  in  No.  6Cfe,  Merchants  Loan  and  Trust  Company,  as 
Trustee  v.  Julius  F.  Smietanka,  Collector  of  Internal  Revenue,  .this  day  de- 
dided,  but,  since  the  owner  of  the  stock  did  not  realize  any  gain  on  his  original 
investment  by  the  sale  in  1916,  the  judgment  was  right  in  this  respect,  and 
under  authority  of  the  opinion  and  judgment  in  No.  663,  Goodrich  v.  Edwards, 
Collector,  also  rendered  this  day,  this  part  of  the  judgment  is  aftlrmed. 

The  second  transaction  involved  the  purchase  in  1902  and  1903  of  bonds  of 
the  International  Mercantile  Marine  Company  for  $231,300,  which  were  sold 
in  1916  for  $276450.  This  purchase  was  made  through  an  underwriting  agree- 
ment such  that  the  purchaser  did  not  receive  any  interest  upon  the  amount 
l>ald  prior  to  the  allotment  to  him  of  the  bonds  in  1906,  and  he  claimed  that 
interest  upon  the  investment  for  the  time  which  so  elapsed  should  be  added  as 
a  part  of  the  cost  to  him  of  the  bonds.  But  this  claim  was  properly  rejected 
by  the  trial  court  under  authority  of  Hays  v.  Gauley  Mountain  Coal  Company, 
247  U.  S,  189. 

It  is  stipulated  that  the  market  value  of  these  bonds  on  March  1,  1913,  was 
$164,480,  and  the  collector  assessed  the  tax  upon  the  difference  between  the 
selling  price  and  this  amount,  but  since  the  gain  to  the  taxpayer  was  only  the 
diiference  between  his  investment  of  $231,300  and  the  amount  realized  by  the 
sale,  $276,150,  under  authority  of  No.  663,  Goodrich  v.  Edwards,  Collector,  this 
day  decided,  he  was  taxable  only  on  $44,850. 

The  district  court,  however,  held  that  any  gain  realized  by  the  sale  was  a 
mere  conversion  of  capital  assets  and  was  m3t  income  which  could  lawfully  be 
taxed.  In  this  respect  tlie  court  fell  into  error.  The  tax  was  properly  assessed, 
but  only  upon  the  diff^ence  between  the  purchase  and  selling  price  of  the 
bonds  as  stated. 

The  third  transaction  related  to  stock  In  the  Standard  Oil  Company  of  Cali- 
fornia, received  throu^  tlie  same  stock  dividend  involved  in  Eisner  v.  Macowr 
fter,  252  U.  S.  180.  The  district  court,  upon  authority  of  that  case,  properly 
lield  that  the  assessment  made  and  collected  upon  this  dividend  should  be  re- 
funded to  the  defendant  in  error. 

It  results  that  as  to  the  profit  realized  upon  the  second  transaction,  as  indi- 
cated in  this  opinion,  the  judgment  of  the  district  court  is  reversed,  but  as  to 
the  other  transactions  it  is  affirmed  for  the  reasons  and  upon  the  grounds 
bereln  stated. 

Judgment  reversed  in  part,  affirmed  in  part,  and  case  remanded. 

Mr.  Justice  Holmes  and  Mr.  Justice  Braftdeis,  because  of  prior  decisions  of 
the  court,  concur  only  in  the  judgment. 


Sbctiok  202^  Article  1561:  Basis  for  deter-  18-21-1604 

mining  gam  or  loss  from  sale.  O.  D.  897 

(Also  Section  213(a),  Article  49.) 

Requisition  of  property  by  the  Government  in  1917  for  war  uses 
and  payment  therefor  oi  a  price  named  by  the  Commission  of  the 
War  I)epartment  is  considered  a  sale  or  other  disposition  of  property 
as  referred  to  in  section  2(c)  of  the  Revenue  Act  of  1916  which  sec- 
tion was  not  amended  by  the  Revenue  Act  of  1917. 

In  such  a  case  the  taxpayer  may  make  application  for  the  establish- 
ment of  a  replacement  fund  as  authorized  by  Treasury  Decision  2706, 
and  articles  49  and  50  of  Regulations  45. 


SofXTi^ON  202,  AoticixE  1561 :  Basis  for  determin-  23-21-1669 

ing  gain  or  loss  from  sale.  O.  D.  937 

(Also    Section    213(a).    Article    41;    Section 
214(a)8,  Article  163.) 
In  applying  the  third  method  outlined  in  A.  R.  M.  34  (C.  B.  2, 
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p.  31),  of  determining  value  as  of  March  1,  1913,  of  intangible  as- 
sets, individuals  or  partnerships  in  determining  net  earnings  should 
deduct  a  reasonable  amount  on  account  of  the  salaries  of  owners 
actively  engaged  in  the  business. 


Section  202,  Article  1561 :  Basis  for  determin-  24-21-1682 

i^g  gain  or  loss  from  sale.  O.  D.  945 

A  taxpayer  purchased  land  from  his  mother,  the  consideration 
being  a  certain  amount  in  cash  and  his  promise  to  support  her  for 
life.  In  further  consideration  he  took  out  a  life  insurance  policy, 
payable  to  his  mother  if  he  should  predecease  her,  and  it  is  assumed 
payable  to  his  estate  or  a  beneficiary  designated  by  him  in  the  event 
that  he  survives  her.  He  sold  this  land  for  a  stipulated  amount.  The 
question  presented  is  what  basis  should  be  used  in  determining  gain 
or  loss  resulting  from  the  sale,  the  suggestion  being  made  that  such 
basis  may  be  determined  by  ascertaining  fi*om  life  tables  the  ex- 
pectancy of  life  of  the  mother  and  multiplying  the  number  of  years 
m  such  expectancy  of  life  by  the  cost  of  a  year's  maintenance,  the 
amount  so  obtained  to  be  added  to  the  amount  of  the  cash  payment 
made. 

Held,  that  the  plan  outlined  establishes  in  part  the  cost,  and  that 
since  the  son  was  obligated  to  take  out  an  insurance  policy  on  his 
life  for  the  purpose  of  securing  the  maintenance  of  his  mother  in 
case  of  his  death,  during  her  life,  he  is  entitled  to  consider  as  the 
remainder  of  the  cost  of  the  land  the  premiums  paid  or  to  be  paid 
by  him  upon  such  policy  during  the  life  expectanc}^  of  his  mother. 
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Section  202,  Article  1561:  Basis  for  deter-  26-21-1699 

mining  gain  or  loss  from  sale.  O.  D.  955 

(Also  Section  201,  Article  1518.) 

Where  a  corporation  was  organized  subsequent  to  February  28,  • 
1913,  the  basis  for  determining  the  gain  or  loss  from  the  sale  or  real 
estate  acquired  by  the  corporation  in  exchange  for  its  stock  is  the 
cost  of  the  real  estate  to  the  corporation.  The  cost  price  of  the  prop- 
erty to  the  corporation  is  the  market  value,  on  the  date  of  the  ex- 
change, of  the  stock  exchanged  therefor.  The  difference  between  the 
amount  received  by  the  corporation  upon  the  sale  of  the  real  estate 
and  this  cost  price,  proper  adjustments  being  made  for  depreciation 
and  for  amounts  expended  by  the  corporation  for  permanent  im- 
provements, is  taxable  income  or  a  deductible  loss,  as  the  case  may 
be.  If  the  stock  had  no  established  market  value  at  the  time  of  the 
exchange,  the  actual  intrinsic  value  of  the  assets  of  the  company  at 
1  that  time  should  be  determined  and  the  liabilities  deducted^  The  re-  ^ 
suiting  net  worth  represents  the  total  value  of  the  outstanding  stock.  ^ 
The  value  of  each  share  may  be  found  by  dividing  such  net  worth  by 
the  total  number  of  shares  outstanding.  Treasury  stock  for!  this 
purpose  is  not  to  be  considered  as  outstanding.  Indeterminirig  net 
worth  for  the  purpose  of  fixing  the  fair  market  value  of  the  stock  at 
the  time  of  the  exchange,  the  property  given  in  for  such  stock  should 
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l>e  incliuled  in  the  assets  at  its  fair  market  value  at  the  time  when 
exchanged  for  the  stock.  What  the  fair  market  value  of  the  property 
was  at  that  time  is  a  question  of  fact  to  be  established  by  any  appro- 
priate evidence  which  is  available.  Among  other  things  there  may 
be  submitted  as  evidence  of  such  value  the  sales  price  of  like  property 
in  sales  occurring  in  the  same  locality  at  that  time  and  an  appraisal 
made  by  a  disinterested  person  familiar  with  real-estate  values  in  the 
localitv  and  with  conditions  affecting  such  values  at  that  time. 

Each  and  every  distribution  made  bv  the  corporation  to  its  stock- 
holders during  tne  taxable  year  will  Jbe  deemed  to  have  been  made 
from  earnings  or  profits  of  the  corporation  to"^  the  extent  that  the 
corporation  had  such  earnings  and  profits  on  hand  at  the  time  the 
distribution 'was  made.  Any  distribution  in  excess  of  the  earnings 
and  profits  of  the  corporation  on  hand  at  the  date  of  distribution 
represents  a  return  of  capital  to  the  stockholders,  and  if  such  return 
of  capital  added  to  any  amounts  of  capital  previously  returned  to 
the  stockholders  does  not  equal  the  cost  to  them  of  their  stock  it  will 
not  be  subject  to  either  the  normal  tax  or  surtax  in  their  hands;  If 
at  the  time  of  any  distribution  the  stockholders  had  received  a  re- 
turn of  capital  in  an  amount  equal  to  the  cost  of  their  stock,  the  en- 
tire amount  distributed  to  them  in  excess  of  the  earnings  and  profits 
of  the  corporation  on  hand  at  the  date  of  distribution  represents  tax- 
able income  to  them  subject  to  both  normal  tax  and  surtax  at  the  rates 
for  the  taxable  year.  In  case  of  the  subsequent  liquidation  of  the 
corporation  or  the  sale  by  the  stockholders  oi  their  stock  upon  which 
they  have  had  any  return  of  capital,  the  amount  so  returned  to  them 
must  be  added  to  the  amount  received  in  liquidation  or  to  the  selling 
price,  as  the  case  may  be,  for  the  purpose  of  determining  the  gain  or 
loss  arising  to  them  from  the  transaction. 


Section  202,  Article  1562:  Sale  of  property  12-21-1616 

acquired  by  gift  or  bequest.  O.  D.  847 

A  taxpayer  inherited  an  undivided  interest  in  a  piece  of  property. 
He  sold  his  interest  to  his  sisters  for  an  amount  less  than  the  value 
at  which  it  was  appraised  for  inheritance  tax.  The  sale  price  was 
approximately  one-third  less  than  the  price  which  it  is  estimated 
that  the  property  would  have  brought  at  a  forced  sale. 

The  difference  between  the  fair  market  value  of  the  property  at 
the  date  of  acquisition  and  the  selling  price  (with  proper  adjustments 
for  depreciation  and  im,provements)  does  not,  under  the  facts  in  the 
case,  represent  a  loss  properly  deductible  from  gross  income,  but  is 
rather  in  the  nature  of  a  gift  to  his  sisters. 


Section  202,  Article  1663 :  Exchange  of  prop-  6-21-1414 

ertv.  O.  D.  783 

The  pix>visions  of  section  202(b)  of  the  Revenue  Act  of  1918,  re- 
lating to   reorganizations,   consolidations,   and   mergers^  are  new. 
These  provisions  are  not  contained  in  any  of  the  prior  income  tax 
Acts  and  they  are  not  declaratory  of  the  rule  existing  under  the  previ-  ^ 
ous  Acts.    They  apply  to  the  determination  of  gain  or  loss  from 
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exchanges  of  stock  or  securities  in  connection  with  reorganizations, 
^consolidations,  or  mergers,  occurring  only  in  1918  and  subsequent 
"years.  It  has  been  the  uniform  practice  of  the  Department  under 
the  prior  income  tax  statutes  in  dealing  with  all  exchanges  of  stock 
in  one  corporation  for  stock  in  another  corporation  to  recognize  the  m 
different  entities  and  to  regard  the  stock  received  in  exchange  as  m 
essentially  different  property  from  that  disposed  of.    Under  those  ! 

statutes  this  office  has  consistently  held  that  gain  or  loss  arises  from 
such  transactions  if  the  stock  received  in  the  exchange  has  a  market 
value  even  though  the  aggregate  par  value  of  the  stock  received  in 
the  exchange  is  not  greater  than  the  aggregate  par  value  of  the  stock 
parted  with. 


Section   202,   Articub   1563:  Exchange  of 
property. 

(See  13-21-1528;  sec.  201,  art.  1544.)     Securities  of  one  corpo- 
ration converted  into  those  of  a  new  and  distinct  corporation. 


Section  202,  Akticub  1566 :  Exchange  of  prop-  23-21-1670 

erty  and  stock.  O.  D.  938 

In  1917  a  domestic  corporation  purchased  tangible  property  in  a 
foreign  country  for  a  stated  sum  in  the  currency  of  that  country  at 
an  exchange  rate  of  $0.20.  Later  in  the  same  year  the  property  was 
transferred  to  a  newly  organized  corporation  of  the  same  foreign 
country  in  exchange  for  its  capital  stock  of  a  total  par  value  equal 
to  the  same  amount  as  the  cost  of  the  tangible  property,  the  rate  of 
exchange  at  the  t?me  of  the  transfer  being  $0.30. 

Held,  that  gain  or  loss  was  realized  by  the  domestic  corporation 
through  the  exchange  of  the  property  for  stock  of  the  new  foreign 
corporation  in  the  amount  that  the  fair  market  value  of  such  stock 
in  American  money  at  the  time  of  such  exchange  was  greater  or  less 
than  tlie  cost  of  the  property  in  American  money. 


Section  202,  Article  1569 :  Exchange  of  stock  22-21-1660 

for  other  stock  of  greater  par  value.  O.  D.  932 

A  received  in  the  case  of  a  consolidation  of  corporations  in  1920 
new  stock  with  a  par  value  in  excess  of  the  par  value  of  the  old 
^'  stock  exchanged,  but  the  market  value  of  the  new  stock  was  less  than 
V.    the  cost  in  1918  of  the  stock  exchanged. 

Held,  that  he  sustained  no  deductible  loss.     Paragraph  2,  sub- 
division (b),  section  202,  of  the  Revenue  Act  of  1918,  refers  only  to 
^   55^    a  possible  gain  in  connection  with  a  reorganization,  merger,  or  con-       ^i 
solidation.    There  is  no  provision  of  law  permitting  the  deduction  of       ^ 
a  loss  under  such  circumstances. 

B,  in  the  case  of  a  consolidation  in  1920,  received  new  stock  having 
an  aggregate  par  value  less  than  the  par  value  of  the  stock  exchanged, 
^     3  '  but  having  a  market  value  in  excess  of  the  cost  of  the  old  stock  in        ^ 
rAi  1918.    Held,  that  this  case  falls  within  the  provisions  of  article  1567 
^  of  Regrulations  45. 
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SECTION  203.— INVENTORIESr 

Section  203,  Abticle   1581:  Need  of  inven-  12-21-1517 

tories.  O.  D.  848 

A  taxpayer,  engaged  in  the  real  estate  business,  is  not  permitted  to 
inventory  real  es&te  which  is  held  for  sale  for  the  purpose  of  calcu- 
lating net  income  subject  to  Federal  income  tax. 


Section  203,  Akticug  1581 :  Need  of  inventories.  24-21-1683 

A.  R.  M.  129 

Held,  that  the  M  Ck)mpany  can  not  take  into  its  Inventory  as  of 
December  31,  1918,  certain  goods  delivered  in  the  year  1918  under 
a  bona  fide  sale  subject  to  a  condition  which  was  fully  taken  care 
of  in  a  compromise  resale,  thereby  establishing  a  basis,  in  the  tax- 
able year  1919,  for  determining  loss. 

The  Committee  has  had  under  consideration  the  request  for  a  rul- 
ing on  a  claim  filed  by  the  M  Company  for  alleged  inventory  loss. 

This  claim  is  one  of  many  filed  by  a  number  of  taxpayers  arising 
out  of  the  action  of  the  United  States  Army  in  commandeering  in 
the  year  1918  certain  quantities  of  canned  goods,  subject  to  price 
fixing  and  allotment  by  the  United  States  Food  Admini^ration. 

In  the  instant  case,  a  tentative  price  was  fixed  by  the  Food  Ad- 
ministration, but  this  was  subsequently  increased.  The  shipments 
were  to  be  made  subject  to  an  initial  inspection  and  the  Government 
had  until  July  1, 1919,  to  make  final  inspection  as  to  quality.  Under 
the  terms  of  Food  Administration  Bulletins  No.  10  and  No.  11  there 
was  the  following  provision : 

Goods  guaranteed  against  spoils  and  swells  until  July  1,  1919.  Spoiled  or 
swelled  goods  are  to  be  held  subject  to  seller's  order. 

In  the  instant  case  all  shipments  that  were  allotted  by  the  Food 
Administration  were  made  in  the  year  1918  and  paid  for  by  the 
United  States  Army,  subject  to  the  above  guarantee. 

In  May,  1919,  on  reexamination  and  inspection  of  a  part  of  the 
goods  so  shipped,  it  was  found  by  the  inspectors  of  the  Army  that  a 
certain  p<Htion  or  the  goods  were  spoiled  and  swelled  and  not  suitable 
for  use  of  the  United  States  Army,  and  in  order  to  finally  dispose  of 
the  matter  without  considerable  expense  and  loss,  it  was  agreed  in  a 
bill  for  resale  duly  executed  by  the  representatives  of  the  Army  and 
the  taxpayer,  that  the  taxpayer  i^oula  take  back  the  goods  which  it 
had  delivered  and  pay  to  the  United  States  the  provisional  price  for 
each  and  every  case  less  certain  deductions  by  way  of  allowance  for 
concession  to  cover  the  cost  of  new  cases,  recasing,  relabeling,  stencil- 
ing, marking,  etc.  These  allowances  were  definitely  stated  at  varying 
rates  per  case. 

Claim  has  been  submitted  by  the  taxpayer  in  the  following  lan- 
guage: 

Claim  is  hereby  made  for  adjustment  of  1918  taxes  based  upon  the  rejection 
of  ^nned  goods  sold  to  the  United  States  Army  in  1918,  by  reducing  the  rejected 
gbods  to  a  valuation  of  cost  as  at  December  31,  1918.  Tlie  sales  were  canceled 
by  the  GoYemment,  and  having  been  canceled,  the  profit  taken  into  acronnt  at 
the  tax  rates  of  1918  should  also  be  canceled,  the  goods  rejected  be  revalued  at 
cost  as  at  December  31,  1918.     Sheet  No.  1  of  Form  1120  is  submitted  as  an 
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amended  return,  to  which  is  attached  a  statement  of  the  manner  in  which  the 
taxable  income  previously  reported  has  been  reduced  to  tiie  taxable  income 
upon  which  the  revised  calculation  of  taxes  has  been  made.  Although  we  liave 
previously  valued  such  goods  as  we  may  have  had  at  the  close  of  a  year  at 
market  prices,  inasmuch  as  the  goods  in  question  were  rejected  by  the  Govern- 
ment, and  all  other  pacl^ers  similarly  affected  are  following  the  above  procedure, 
it  would  result  in  great  Injustice  to  this  company  if  not  allowed  to  reduce  the 
rejected  goods  to  a  valuation  of  cost,  as  of  December  31,  1918.  There  are  still 
outstanding  upwards  of  100  cases  of  rejected  goods  upon  which  the  Army  has 
been  unable  to  give  us  an  exact  statement,  which  we  will  be  required  to  reclaim 
when  the  exact  quantities  are  determined,  and  we  wish  to  reserve  the  right  to 
amend  our  claim  when  final  statement  is  available  from  the  Army. 

The  field  auditor  of  the  inventory  section,  who  has  made  a  careful 
investigation  of  all  of  these  claims,  recommends  that  the  claims  be 
allowed  on  the  ground  that  the  contention  of  claimant  is  well  founded 
and  that  he  should  be  permitted  to  consider  the  sale  canceled  as  of 
1918,  thereby  restoring  the  goods  to  inventory  as  of  the  close  of  that 
year  and  file  amended  returns  to  conform  therewith.  The  chief  of 
the  inventory  section  of  the  Income  Tax  Unit  does  not  concur  in  the 
findings  of  the  auditor  on  the  ground  that  a  bona  fide  sale  was 
effected,  and  that  any  loss  sustained  by  the  taxpayer  should  be 
considered  as  a  loss  for  the.  taxable  year  in  which  the  returned 
goods  are  resold. 

It  is  clearly  evident  that  the  resale  of  these  goods  to  the  taxpayer 
was  in  the  nature  of  a  compromise.  It  is  aomitted  in  the  bill  of 
resale  that  all  of  the  goods  were  not  inspected  and  that  of  those 
inspected  only  a  certain  portion  was  found  to  be  bad.  The  Gov- 
ernment did  not  have  the  facilities  for  repacking  after  inspection, 
nor  could  the  goods  be  immediately  consumed.  Consequently,  con- 
siderable loss  would  have  resulted  from  a  complete  inspection.  It 
would  appear,  however,  that  subject  to  this  condition  of  rejection 
the  sale  which  was  consummated  in  the  first  instance  by  the  tax- 
payer was  a  closed  transaction.  While  the  price  paid  for  the  goods 
was  somewhat  below  the  market  price,  it  was  nevertheless,  subject  to 
adjustment  based  on  final  consideration  by  the  Food  Administra- 
tion. It  is  evident  that  resale  to  the  taxpayer  at  original  purchase 
prices  less  certain  definite  concessions  was,  in  substance,  a  compro- 
mise sale  and  was  a  new  transaction.  As  of  December  31,  1918,  the  ; 
goods  in  question  were  not  the  property  of  the  taxpayer.  They  had 
been  shipped  out  by  him,  and  he  was  eventually  paid  in  accordance 
with  the  terms  of  purchase.  It  does  not  seem  possible,  therefore,  to 
consider  this  stock  as  a  part  of  the  inventory  of  taxpayer  as  of 
December  31,  1918,  particularly  when  it  is  shown  that  aU  of  the 
goods  purchased  by  the  Government  under  these  contracts  have  not 
been  returned  to  taxpayer  or  accounted  for. 

It  is  clear  the  M  Company  had  the  opportunity  in  the  taxable  year 
1919  to  determine  its  loss  by  a  subsequent  sale  or  other  disposition  of 
the  goods  so  bought  back  from  the  Government. 

The  Committee  is  accordingly  of  the  opinion  that  two  transactions       A I 
are  involved  and  that  the  M  Company  can  not  take  into  its  inventory       ^] 
as  of  December  31.  1918,  any  goods  delivered  in  the  year  1918  imder 
a  bona  fide  sale  suDJect  to  a  condition  which  was  fully  taken  cai&i»f 
in  a  compromise  resale,  thereby  establishing  a  basis  in  the  taxable 
year  1919  for  determining  loss. 
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Section  203,  Articxe  1582:  Valuation  of  in-  1-21-1382 

ventories.  T.  D.  3108 

Aiticle  1582,  Regulations  45,  is  hereby  amended  to  read  as  follows: 

Abt.  1582.  Valuation  of  inventories. — Inventories  must  be  valued  at  (a) 
cost  or  (5)  cost  or  market,  as  defined  in  arttele  1684  as  n mended,  whict&ev^  is. 
lower.  (See  article  1585  for  inwntories  by  dealers  in  securities.)  Whichever 
basis  is  adopted  must  be  applied  consistently  to  the  entire  inventory.  A  tax- 
payer may,  reganlless  of  his  past  i)ractice,  adopt  the  basis  of  "  cost  or  market, 
w^hichever  is  lower"  for  his  1920  inventory,  provided  a  disclosure  of  the  fact 
and  that  it  represents  a  change  are  made  in  the  return.  Thereafter  changes 
can  be  made  only  after  permission  is  secured  from  the  Commissioner.  In- 
ventories should  be  recorded  in  a  legible  manner,  properly  computed  and  sum- 
marized, and  should  be  preserved  us  a  part  of  the  accounting  records  of  the 
taxpayer.  €roo<Is  taken  in  the  inventory  which  have  been  so  intermingled  that 
they  can  not  be  identified  with  specific  invoices  will  be  deemed  to  be  the  goods- 
most  recently  purchased. 

Approved,  December  30,  1920. 


Sectiox  203,  Article  1582 :  Valuation  of  inventories. 

(See  10-21-1491;  sec.  212,  art.  22.)  Inventories  of  foreign  ex- 
change. 

Section  203,  Article  1582:  Valuation  of  in-  17-21-1590 

ventories.  O.  D.  888 

A  desiier  Bxay  value  used  or  seoondhBncl  automobiles  included  in 
a  elosiag  iaventory  ©n  the  basis  of  cost  or.market,.whichever  is  lower^ 
in  accordance  with  article  1582  of  Regulations  45,  if  he  can  furnish 
satisfactory  evidence  of  the  market  value  of  such  secondhand  auto- 
mobiles at  the  date  of  the  inventory ;  otherwise  they  must  be  valued 
at  cost. 

Article  1584  of  Regulations  45  defines  the  term  ''  market "  and  con- 
tains the  latest  ruling  of  the  Department  as  to  the  method  of  de- 
termining the  market  value  in  valuing  an  inventory  on  the  basis  of 
•'  cost  or  market,  whichever  is  lower." 


Section  203,  AR'ncLE  1582 :  Valuation  of  in-  20-21-1631 

ventories.  A.  R.  R.  506 

Ueaunmended,  tluit  the  action  of  tlie  Income  Tax  Unit  in  refus- 
ing to  accept,  for  tax  purposes,  nn  amended  inventory  taken  by  the 
M  Company,  as  of  December  31,  1919,  on  the  basis  of  cost  or 
market,  whichever  was  lower,  and  computing  taxable  net  income 
<m  the  basis  of  an  original  inventory  taken  as  of  the  said  date  on 
the  basis  of  cost,  l>e  reversed. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  refusing  to 
accept  for  tax  purposes  an  inventory  rendered  on  the  basis  of  cost  or 
market,  whichever  was  lower,  for  the  year  1919. 

The  records  show  that  the  M  Company  is  a  corporation  trading  in 
various  supplies  and  rendering  its  returns  on  a  calendar-year  basis. 

At  the  beginning  of  the  year  1919  it  contracted  for  a  large  supply 
of  a  certain  commodity  at  a  definite  price.  Soon  thereafter  the  price 
dropped  very  materially  and  all  sales  of  this  commodity  during  the 
year  were  made  at  a  loss.    On  December  31,  1919,  an  inventory  was 
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taken  at  cost,  which  had  been  the  usual  custom,  and  the  books  were 
closed  on  that  basis.  In  preparing  the  corporation's  tax  returns 
for  the  year  1919,  the  firm  of  accountants  havmg  the  work  in  charge 
amended  the  inventory  by  taking  this  particular  commodity  on  hand 
as  of  December  31,  1919,  at  market,  that  being  the  only  inventory 
item  on  which  the  market  was  lower  than  cost.  This  reduced  the 
total  of  the  inventory  by  x  dollars,  which  was  changed  against  the 
amount  of  surplus  shown  by  the  books  as  they  had  been  closed. 
The  revenue  agent  who  investigated  the  1919  return  refused  to  accept 
the  amended  inventory  and  made  up  an  amended  tax  return  on  tlie 
basis  of  the  original  inventory  for  the  stated  reason  that — 

They  have  at  all  times  taken  their  inventory  on  coat  basiii,  anU  tlus  inventory 
was  so  takes  except  the  commodity  in  question. 

The  Income  Tax  Unit  sustained  the  revenue  agent  in  his  adjust- 
ment of  the  matter,  and  it  is  from  this  action  the  company  now 
appeals. 

The  appellant  company  contends  that  prior  to  the  close  of  the 
year  1919  inventories  bad  always  been  taken  at  cost  for  the  reason 
that  the  cost  of  all  its  inventory  items  was  less  than  market,  and  that 
prior  to  the  close  of  1919  it  had  no  election  and  exercised  no  option 
in  taking  its  inventories  on  the  basis  of  cost;  and  it  claims  that 
under  the  provisions  of  section  203  of  the  Revenue  Act  of  1918, 
which  reads: 

That  whenever  in  the  opinion  of  the  Commissioner  the  use  of  inventories  is 
necessary  in  order  clearly  to  determine  the  incoBae  of  aoy  taxpayer,  inventories 
shall  be  taken  by  such  taxpayer  upon  such  basis  as  the  Cammissiop^r«  with  the 
approval  of  the  Secretary,  may  prescribe  as  conforming  as  nearly  as  may  be 
to  the  best  accounting  pnictice  in  the  trade  or  business  and  as  most  clearly  re- 
flecting the  income. 

and  article  1582  of  Regulations  45  (original  edition)  which  reads,  in 
part,  as  follows : 

A  taxpayer  may,  regardless  of  his  past  practice,  adopt  the  Imsis  of  "  cost  or 
market,  whichever  is  lower,"  for  his  1918  inventory,  provided  a  disclosure  of  tho^ 
fact  and  that  it  represents  a  change  is  made  in  the  return.  Thereafter  changes 
can  be  made  only  after  permission  is  secured  from  the  Conunrissioner. 

it  was  entitled  to  adopt,  as  it  did.  an  inventory^  taken  at  the  close  of 
1919  on  the  basis  of  cost  or  market,  whichever  was  lower,  and  use 
same  in  the  preparation  of  its  1919  tax  return. 

During  a  hearing  which  was  granted  by  this  Committee  on  April 
15,  1921,  to  a  representative  of  the  taxpayer,  it  was  stated  that  at  the 
time  the  1919  inventory  was  taken  for  the  purpose  of  closing  the 
books  for  that  year  the  taxpayer  was  unaware  that  it  had  the  option 
to  change  from  a  strictly  cost  to  a  cost  or  market  basis,  and  there- 
fore such  inventory  was  taken  on  the  basis  of  cost,  but  that  in  the 
preparation  of  its  1919  tax  return  an  amended  inventory  taken  on 
the  basis  of  cost  or  market,  whichever  was  lower,  was  used,  an  adjust- 
ment made  on  its  books  and  a  notation  made  on  the  return,  diselosing 
the  fact  that  a  change  in  inventory  basis  had  been  made.  A 

It  appears  from  the  records  in  the  case  that  at  the  close  of  the  ^^ 
year  1918  the  market  on  all  inventory  items  of  the  M  Company  was 
higher  than  cost,  and  it  was  not  until  the  close  of  1919  that  conditions 
were  such  as  would  have  permitted  the  c(Mnpany  to  exercise  an  option 
to  change  from  the  cost  basis  to  cost  or  market,  whichever  was  lower, 
and  at  the  close  of  that  year  market  was  lower  than  cost  with  regard 
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to  only  one  item^  namely,  the  commodity  in  question,  upon  which  a 
coDsidenible  loss  had  ad;ually  been  snsiainedf  during  the  year  1919 
through  sales  made  at  less  than  cost  and  upon  which  further  losses 
were  sustained  in  the  following  year. 

In  the  opinion  of  the  Committee  no  question  could  now  be  raised 
as  to  the  acceptance  of  the  inventoa:y  tfiken  at  cost  or  market,  which- 
ever was  lower,  bad  the  appellant  company  taken  its  original  1919 
inventory  on  that  basis,  and  it  is  not  thought  that  its  failure  to  exer- 
cise an  option  to  which  it  was  then  entitled,  but  of  which  it  was  not 
aware,  should  now  preclude  acceptance  of  an  inventory  adjusted  on 
that  basis  in  the  preparation  of  the  company's  1919  tax  return  if, 
as  stated  by  the  taxpayer's  representative,  that  return  bore  a  notation 
disclosing  the  fact  that  the  cost  or  market,  whichever  is  lower,  basis 
had  been  adopted.  The  Committee  has  given  careful  consideration  to 
the  question  involved  and  has  reached  the  conclusion  that  since  the 
M  Company  prior  to  the  close  of  1019  had  no  real  election,  and  was 
forced  to  take  its  in\'entory  on  either  basis  at  cost,  since  cost  was 
lower  than  market,  it  should  be  permitted  to  exercise  the  option 
which  it  had  at  the  close  of  1919  to  take  its  inventory  on  the  cost  or 
market  basis,  whichever  was  lower,  and  its  inventory  taken  on  that 
basis  as  of  December  31,  1919,  accepted,  and  the  Committee  so 
recommends. 

Sectiqn  20^,  Abtigejb  1582 :  Valuation  of  inventories. 

(See  22-21-1667;  sec.  326,  art.  838.)  Valuation  by  mining  cor- 
poration of  inventory  of  metals  on  hand  and  not  sold. 


Section    203,    Abticle    1584:    Inventories    at  1-21-1383 

market  T.  D.  3109 

Article  1584,  Regulations  45,  as  amended  by  T.  D.  3047,  is  hereby 
amended  to  read  as  follows : 


t) 


Art.  1584.  Inventories  at  mnrfcct. — Lender  onllnary  circumstances,  "  market 
means  the  current  bid  prict?  ppe\'aUfng  at  the  date  of  the  Inventory  for  the  par- 
ticular merchandise  in  the  volume  in  which  ordinarily  purchased  by  the  tax- 
payer. This  method  of  valuation  is  applicable  in  the  cases  (a)  of  goods  pur- 
chased and  on  hand,  (6)  of  basic  elements  of  cost  (materials,  labor,  and  bur- 
den) in  goods  in  process  of  manufacture,  and  (c)  of  tiiiislied  goods  on  hand; 
exclustve,  however,  of  goods  on  hand  or  in  process  of  manufacture  for  delivery 
upon  firm  sales  contracts  at  fixed  prices  entered  into  before  the  date  of  the 
Inyentory,  which  goods  must  be  inventoried  at  cost.  Where  no  open  market 
quotations  are  available,  the  taspiiyer  must  use  such  evitlcnce  of  a  fair  mar- 
ket price  at  the  date  or  dates  nearest  the  inventory  as  may  be  available,  such 
as  sped  lie  transactions  In  reasfinable  volume  entere<l  into  in  good  faith,  or 
eompensatioD  paid  for  cancellation  of  contracts  for  purchase  commitments. 
Wbere,  owing  to  abnormal  conditions,  the  tiixpayer  has  regularly  sold  such 
merchandise  at  prices  lower  than  the  current  bid  price  as  above  detinod,  the 
inventory  may  be  valued  at  such  prices,  and  the  correctness  of  such  prices  will 
be  detcM'mlDed  by  reference  to  the  actual  siiles  of  the  taxpayer  for  a  reasoiuible 
period  before  and  after  the  date  of  the  inventory.  Prices  which  var>^  nuitorially 
from  the  actual  prices  so  ascertained  will  not  be  accepted  as  reflecting  IJie 
market  and  the  penalties  prescribed  for  filing  false  and  fraudulent  returns  may 
be  assei-ted.  Goods  in  process  of  manufacture  may  be  valued  for  i>un>oses  of 
the  inventory  on  the  lowest  of  the  following  bases:  (1)  The  rephicenicnt  or 
reprodactioQ  cost  prevailing  at  the  date  of  the  inventory;  or  (12)  the  proper 
proportiooate  part  of  the  actual  finished  cost ;  or,  under  abnormal  conditions, 
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(3)  the  proper  proportionate  part  of  the  sales  price  of  the  finished  product,  a<>- 
count  being  taken  in  all  cases  of  the  proportionate  part  of  the  total  cost  of 
•basic  elements  (materials,  labor,  and  burden)  represented  in  such  goods  in 
process  of  manufacture  iit  the  stages  at  which  they  are  found  on  the  date  of 
the  Inventory.  The  Inventories  of  taxpayers  on  whatever  basis  taken  will  be 
subject  to  Investigation  by  the  Commissioner,  and  the  taxpayer  must  satisfy 
thie  ComniissioDer  of  the  correttness  «of  the  prices  adopted.  He  must  be  pre- 
pared to  show  both  the  cost  and  the  market  price  of  ^each  article  included  in 
the  inventory.  It  is  recogntaed  that  in  the  lottser  part'of  1918,  by  reason  among 
other  things  of  governmental  control  not  having  been  relinquished,  conditions 
were  abnormal  and  in  many  commodities  there  was  no  such  scale  of  trading 
as  to  establish  a  free  market.  In  such  a  case,  when  a  market  was  established 
during  the  succeeding  year,  a  claim  may  be  filed  for  any  loss  sustained  in 
accordance  with  the  provisions  of  section  214(a)12  or  section  234(a)  14  of  the 
statute.  See  articles  261-268. 
Approved,  December  30,  1920. 

Section  203,  Article  1584 :  Inventories  at  market. 

(See  18-21-1609 ;  sec.  214 (a)  12,  art.  268.)  Claim  for  loss  when  in- 
ventory at  close  of  1918  was  taken  on  basis  of  "  asking  price  "  because 
there  was  in  fact  no  market  price. 


Section  203,  Article  1585 :  Inventories  by  7-21-1442 

dealei*s  in  securities.  Mim.  2703 


•    I 


Provi^4lons  of  Treasury   Decision   S108  nmetidlng  article   1582, 
Regulations  45,  are  applicable  to  dealere  in  securitiefi.   -    •  •      , 

inquiries  are  being  received  as  to  whether  the  provi^iong  .Qf  Treas- 
ury Decision  3108  amending  article  1582  of  Regulations  45  are  ap- 
plicable to  dealers  in  securities. 

The  Treasury  decision  mentioned  states  that  "  a  taxpayer  may,  re- 
gardless of  his  past  practice,  adopt  the  basis  of '  cost  or  market  which- 
ever is  lower '  for  his  1920  inventory,  provided  a  disclosure  of  the  fact 
and  that  it  represents  a  change  are  made  in  the  return."  This 
language  is  intended  to  include  a  dealer  in  securities,  as  defined  in 
article  1585,  as  well  as  any  other  taxpayer  who  uses  inventories  in 
connection  with  the  computation  of  his  taxable  income. 


Section  203,  iVjiTiCLE  1586 :  Inventories  of  live-  1-21-1384 

stock  raisers  and  other  farmers.  T.  D.  3104 

Regulations  45  are  hereby  amended  by  inserting  after  article  1585 
a  new  article  to  be  known  as  article  1585(a)  which  shall  supersede 
Treasury  Decision  3011,  and  shall  read  as  follows : 

Art.  1585(a).  Inventories  of  live-stock  raisers  and  other  farmers. — (1)  Fann- 
ers may  change  the  basis  of  their  returns  from  that  of  receipts  and  disburse- 
ments to  that  of  an  inventory  basis,  which  necessitates  the  use  of  opening  and 
closing  Inventories  for  the  year  In  which  the  change  is  made.  There  should  be 
included  In  the  opening  inventory  all  farm  products  (Including  live  stock) 
purchased  or  raised  which  wore  on  hand  at  the  date  of  the  inventory,  and 
there  nmst  be  submitted  with  the  return  for  the  current  taxable  year  an  ad- 
justment sheet  for  1917  and  each  year  thereafter  (prior  to  the  year  In  which 
the  change  is  made)  based  on  the  inventory  methotl ;  upon  the  amount  of  which 
adjustments  the  tax  shall  be  assessed  and  paid  (If  any  be  due)  at  the  rate  of 
tax  in  effect  for  each  respective  year.  Where  It  is  impossible  to  render  com- 
plete inventories  from  the  beginning  of  the  taxable  year  1917,  the  D^artuient 
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will  accept  estimates  which  in  its  opinion  substantially  reflect  the  income,  on 
the  inventory  basis,  for  the  year  1917  and  thereafter;  but  Inventories  must 
not  Include  real  estate,  buildings,  i>ermanent  improvements,  or  any  otlier 
assets  subject  to  depreciation. 

(2)  Because  of  the  difficulty  of  ascertaining  actual  cost  of  live  stock  and 
other  farm  products,  farmers  who  render  their  retunis  upon  an  inventory  basis 
may  at  their  option  value  their  inventories -for^  the*  turKCnt  taxable  year: accord- 
ing to  the  "  farm-price  method."  .of  detecmining, costs,. which  provides  for  a  valiue 
tion  of  inventories  <it  viarktt  fmice  lefis  cost  of  fiMrketing.  If  the  use  of  the 
••  farm-price  method  "^  of  valuing-  inventories  for  any  taxable  year  involves  a 
change  in  method  of  pricing  inventories  from  that  employed  in  prior  years, 
the  opening  inventory  for  the  taxable  year  in  which  the  change  is  made  should 
be  brought  in  at  the  same  value  as  the  closing  inventory  for  the  preceding  tax- 
able year  (this  being  the  same  in  effect  as  valuing  the  opening  inventory  on 
the  new  basis  and  crediting  income  with  the  excess  valuation  brought  in).  If 
such  valuation  of  the  opening  inventory  for  the  taxable  year  in  which  the 
change  is  made,  results  in  an  abnormally  large  income  for  that  year,  there  may 
be  submitted  with  the  return  for  such  taxable  year,  an  adjustment  sheet  for 
1917  and  each  year  thereafter  (prior  to  the  year  in  which  the  change  is  made), 
baseil  on  the  "  farm-price  method  "  of  valuing  inventories ;  upon  the  amount  of 
which  adjustments  the  tax  shall  be  assessed  and  paid  as  provided  in  paragraph 
(1>  hereof. 

(3)  Where  returns  have  been  made  in  which  the  taxable  net  income  has  been 
e<»mputed  upon  incomplete  inventories,  the  abnormality  must  be  corrected  by 
submitting  with  the  return  for  the  current  taxable  year  an  adjustment  sheet  for 
1917  and  each  year  thereafter  (prior  to  the  year  in  which  the  change  is  made), 
upon  which  such  adjustments  shall  be  made  as  are  necessary  to  bring  the  clos- 
ing inventory  for  the  preceding  year  into  agreement  with  the  opening  complete 
inventory  for  the  current  taxable  year;  upon  the  amount  of  which  adjustments 
the  tax:.^haU' be. assessed  and  paid  as  pravided  in  pt^ragraph   (1)  hereof. 

Approved,  Decen4)er27v  1020.     ,  ..--  ,   .  -     . 

NoTB. — Article  158o(a)  as  amended  liy  T.  D.  3104  was  reuuml)ered  article 
15Se  In  RcjjtiWrons  45,  1920  edition.       — .  •  :     . 


Section  203,  Article  1586:  Inventories  of  live-  7-21-1443 

stock  raisers  and  other  farmers.  O.  D.  802 

Treasury  Decision  3104  does  not  require  adjustment  of  taxes  for 
years  prior  to  1917,  in  cases  in  which  farmers  change  to  the  inventory 
basis  in  rendering  their  income  tax  returns  for  tlie  current  taxable 
year  because  in  most  cases  records  for  such  prior  years  are  not  avail- 
able. If,  however,  adequate  records  for  the  years  1915  and  1916  are 
available,  adjustments  may  be  made  for  those  years  also. 


Section  203,  Akticle  1586:  Inventories  of  live-  11-21-1504 

stock  raisers  and  other  farmers.  O.  D.  841 

It  is  not  contemplated  by  Treasury  Decision  3104  that  farmers 
must  obtain  formal  permission  in  order  to  change  the  basis  of  their 
returns* from  that  of  receipts  and  disbursements  to  that  of  an  inven- 
tory basis.  The  use  of  opening  and  closing  inventories  for  the  year 
in  which  the  change  is  made  is,  however,  necessary,  and  there  must 
be  submitted  with  the  return  for  the  current  taxable  year  an  adj  ust- 
ment  slieet  for  1917  and  each  year  thereafter  (prior  to  the  year  in 
which  the  change  is  made)  based  on  the  inventory  method,  upon  the 
amount  of  which  adjustments  the  tax  shall  be  assessed  and  paid  (if 
any  be  due)  at  the  rate  of  tax  in  effect  for  each  respective  year. 
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Section  203,  Article  1586 :  Inventories  of  live-  23-21-1671 

stock  raisers  and  other  farmers.  O.  D.  939 

Article  1586  of  Regulations  45  (1920  edition)  revokes  all  previous 
rulings  and  instructions  inconsistent  therewith.  Where  a  cnange  is 
made  by  farmers  in  the  basis  of  making  their  returns  from  that  of  ^ 
cash  receipts  and  disbursements  to  that  of  an  accrual  basis  with  in-  ^ 
ventories,  many  items  of  gross  income  and  deductions  may  be  dupli- 
cated or  entirely  omitted  as  a  result  of  the  change  unless  an  adjust- 
ment is  made  ot  the  net  income  for  the  prior  years,  and  it  is  the  pur- 
pose of  the  provisions  of  article  1586  requiring  an  adjustment  sheet 
from  the  beginning  of  the  taxable  year  1917  to  reduce  any  discrep- 
ancies caused  by  such  omissions  and  duplications  to  a  minimum. 
It  is  also  necessary  from  an  administrative  standpoint  that  a  uniform 
procedure  be  followed  in  such  cases.  It  is  therefore  not  permissible 
for  farmers  in  changing  to  the  inventory  basis  of  making  theil'  re- 
turns to  make  adjustments  by  calculating  their  net  income  for  the 
current  taxable  year  without  taking  as  a  credit  the  inventory  of  live 
stock,  crops,  and  other  products  at  the  beginning  of  the  year  in  ac- 
cordance with  the  instructions  on  page  4  of  Form  1040-F. 


SECTION  204.— NET  LOSSES. 

Section  204,  Article  1601 :  Scope  of  net  losses. 

(See  21-21-1655;  sec.  301,  art.  711.)     Excess  profits  tax  on  net 
income  deteiinined  by  the  application  of  section  204. 


Section  204,  Article  1603 :  Allowance  of  net  13-21-1529 

loss.  O.  D.  855 

(Also  Section  330,  Article  933.) 

The  M  Company  operated  as  a  partnership  until  June  30,  1919, 
on  which  date  it  was  incorporated. 

The  accounting  period  of  the  partnership,  as  well  as  that  of  the 
corporation,  was  a  calendar  year.  During  the  calendar  year  1918 
the  partnership  earned  a  net  income,  and  during  the  period  from 
January  1  to  June  29,  1919,  it  suflFered  a  net  operating  loss.  The 
corporation  also  suffered  a  net  operating  loss  durmg  the  period  from 
June  30  to  December  31,  1919.  Held,  that  since  neither  the  net  oper- 
ating loss  sustained  by  the  partnership  nor  the  net  operating  loss 
suffered  by  the  corporation  was  a  loss  for  a  full  taxable  year,  neither 
organization  is  entitled  to  deduct  the  amount  of  its  net  loss  from  the 
net  income  for  either  the  preceding  or  succeeding  taxable  year  as 
provided  by  section  204(b)  of  the  Revenue  Act  of  1918. 

If,  however,  the  organization  is  qualified  and  elects  to  take  advan- 
tage of  the  provisions  of  section  330  of  the  Revenue  Act  of  1918  and 
article  933  of  Regulations  46,  it  is  then  entitled  to  seek  relief  under 
section  204  by  applying  the  total  net  operating  loss  sustained  during 
the  entire  year  19i9  against  the  net  income  of  the  year  1918  and 
applying  the  excess,  if  any,  of  the  1919  loss  over  1918  net  income 
against  the  net  income  of  the  year  1920. 


* 
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Section  204,  Aeticle  1603 :  Allowance  of  net  14-21-1539 

loss.  O.  D.  860 

There  is  no  provision  in  the  law  whereby  income  received  in  a  year 
subsequent  to  1920,  may  be  reduced  on  account  of  a  loss  sustained  for 
any  taxable  year  beginning  after  October  31,  1918,  and  ending  prior 
to  January  1,  1920,  the  period  prescribed  by  section  204  oi  the 
Revenue  Act  of  1918. 

Part  II. — Individuals. 

SECTION  210.— NORMAL  TAX. 

Section  210,  Airrici^  3:  Persons  liable  to  tax.  24-21-1684 

(Also  Section  261,  Article  1132.)  T.  D.  3178 

(Ct.  D.  14) 

INCOME  TAX— REVENUE  ACTS  OF  1916,   1917,   1018— DECISION   OV  C0T:RT. 

1.  United  States  PoasEssioNS — Constitutional  Provisions  Affecting 

Revenue  Legislation. 

The  power  of  Congress,  in  the  enactment  of  revenue  legislation  applicable  to 
the  possessions  of  the  United  States,  is  not  restricte<l  by  the  uniforiulty  and 
apportionment  provisions  of  the  Constitution,  as  it  acts  In  the  premises  under 
the  authority  of  paragraph  2,  section  3,  article  IV,  of  the  Constitution,  which 
elothes  Congress  with  power  to  make  all  needful  rules  and  regulations  respect- 
ing the  territory  or  other  property  belonging  to  the  United  States. 

2.  Persons  Taxable  Unuer  Hevenue  Act  of  1918. 

The  Revenue  Act  of  1918  taxes  the  income  of  every  individual,  a  citizen  or 
resident  of  the  United  States,  without  respect  to  whetlier  such  individual  had 
been  subject  to  taxation  under  the  Revenue  Acts  of  1916  and  1917;  Congress 
did  not,  by  using  the  words  **  in  lieu  of"  in  the  Revenue  Act  of  1918,  mean  to 
tax  only  those  incomes  of  individuals  who  had  been  subject  to  taxation  under 
the  two  prior  Acts. 

3.  Repeal  of  Revenue  Act  of  1916,  as  Amended,  as  Applik-d  to  Philippinr 

Islands. 

The  Revenne  Act  of  1916,  as  amended  by  the  Revenue  Act  of  1917,  was  not 
repeale<l,  in  so  far  as  it  applied  to  the  Philippine  Islands,  by  tlie  Revenue  Act 
of  1918,  but  was  continued  in  force,  except  as  might  be  otherwise  provide<l  by 
the  local  legislature. 

4.  United   States   Citizens   Resident   in    I*hilippine   Islands — Liability   to 

Tax. 

A  citizen  of  the  United  States  who  resided  in  the  Philippine  Islanils  during 
the  year  1918  is  subject  to  the  tax  imposed  by  the  Revenue  Act  of  1918. 

5.  Credit  for  Taxes  Paid  in  Philippine  Islands. 

A  citizen  of  the  United  States,  resident  in  the  Philippine  Islands,  is  entitled 
to  a  credit  for  the  amount  of  taxes  paid  to  the  Philip])ine  Islands  during  thi^ 
calendar  year,  under  section  222  of  the  Revenue  Act  of  1918. 

Treasury  Department, 
OpFicaB  OF  Commissioner  of  Internal  Revenue, 

Washington^  I).  C, 

To  collectors  of  iTUemal  revenue  and  others  concerned : 

The  appended  decision  of  the  United  States  Circuit  Court  of 
Appeals  for  the  Ninth  Circuit,  in  the  case  of  W.  II,  Lawrence 
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HuNt,  Judge :  By  the  statutes  above  cited  Congress  extended  the  provisions 
of  the  Revenue  Law  of  1916  to  the  Philippine  Islands,  and  authorized  the 
assessment  and  levies  to  be  made  by  the  administrative  internal  revenue  officers 
of  the  Philippine  Government,  but  instead  of  requiring  the  taxes  when  col- 
lected to  be  paid  into  the  Treasury  of  the  General  Government  of  the  United 
States,  directed  that  they  should  accrue  to  the  general  government  of  the 
rhilippine  Islands.  A  like  policy  obtained  and  still  obtains  as  to  Porto  Rico. 
The  purpose  of  such  legislation  was  to  enable  the  governments  of  tliose  islands, 
respectively,  to  have  sufficient  revenue  to  meet  their  needs  and  to  receive  the 
money  through  the  most  direct  channels,  and  not  have  to  await  appropriation 
by  Congress.  The  policy  was  not  new.  For  example,  in  the  Island  of  Porto 
Rico,  ever  since  tlie  institution  of  civil  government  in  May,  IdOO,  customs  dutie^i 
collected  have  been  turned  over  to  the  Insular  treasury  by  the  Collector  of 
Customs  for  the  Island  to  be  expended  as  required  by  law  for  the  government 
and  benefit  of  the  Island  "  instead  of  being  paid  into  the  Treasury  of  the 
United  States/'  Act  of  Congress,  April  12,  1900,  Supplement  R.  S.  U.  S.,  vol. 
2,  p.  1128. 

The  power  of  Congress  in  the  imposition  of  taxes  and  providing  for  the 
collection  thereof  In  the  possessions  of  the  United  States  is  not  restricted  by 
Constitutional  provision,  section  8,  arfcicle  1,  which  may  limit  its  general 
power  of  taxation  as  to  uniformity  and  apportionment  when  legislating  for 
the  mainlnnd  or  United  States  proper,  for  it  acts  in  the  premises  under  the 
authority  of  paragraph  2,  section  3,  Article  IV  of  the  Constitution,  which 
clothes  Congress  with  power  to  make  all  needful  rules  and  regulations  respect- 
ing the  territory  or  other  property  belonging  to  the  United  States.  Binns  v. 
United  States,  194  U.  S.  486 ;  Downes  v.  BidweU,  182  U.  S.  244. 

When  Congress  enacted  the  Revenue  Law  of  October  3,  1917,  by  section  5  it 
saw  fit  to  ijrovide  expressly  that  the  provisions  of  the  title  should  not  extend 
to  the  Philippines  or  Porto  Rico,  and  the  local  legislatures  were  given  power 
to  amend,  alter,  modify  or  repeal  the  income  tax  laws  in  force  in  the  Islands, 
respectively.  The  result  was  that  under  the  Act  of  1916  the  entire  net  income 
of  every  individual,  a  citizen  or  resident  of  the  Unlt«l  States,  resident  in  the 
Philippines,  became  taxable  thereunder,  but  subject  to  the  jurisdiction  of  the 
Philippines  in  respect  to  tax  matters.  But  Congress,  acting  doubtless  under 
the  after-war  needs,  by  the  Revenue  Act  of  1918,  changed  the  situation  and 
made  the  net  income  of  every  individual  citizen  of  the  United  States  taxable 
no  matter  where  he  resides.  In  the  place  of  the  taxes  lmpose<l  by  the  Act  of 
1916  (subdivision  a,  section  1),  and  by  the  Act  of  1917  (section  1),  the  net 
income  of  "  every  individual "  was  subject  to  the  rate  prescribed  (section  210)  ; 
and  in  place  of  taxes  imposed  by  subdivision  <b)  section  1  of  the  Act  of  1916, 
and  section  2,  of  the  Act  of  1917.  but  in  addition  to  the  normal  tax  impose<l 
by  section  210  of  the  Act  the  surtaxes  prescribeil  should  be  collected. 

The  compr^ensiveneas  of  the  1918  Act  is  as  great  as  language  could  make 
it,  for  it  applied  to  the  income  of  every  Individual,  changing  the  rates  and 
obviously  imposing  taxes  at  the  new  rates  where  no  tax  could  have  been  Im- 
I)osed  prior  to  the  1918  Act. 

We  are  unable  to  infer  that  by  using  the  words  **  in  lieu  of,"  Congress  meant 
to  tax  only  those  incomes  of  individuals  who  had  been  subject  to  taxation 
under  the  two  prior  Acts.  It  is  more  reasonable  to  hold  that  where  the  indi- 
vidual was  liable  under  the  prior  Act  of  1916,  the  new  Act  of  1918  became  the 
controlling  standard.  Where,  by  the  Act  of  1917,  he  was  relieved  of  the  in- 
creased rates  of  that  Act,  but  had  been  subject  to  tlie  1916  Act,  he  was  cov- 
ered by  the  provisions  of  the  1918  Act,  and  in  the  event  he  was  never  before 
included  he  became  liable  under  the  very  broad  terms  of  tlie  Act  of  1918.    Sec- 
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Hon  200,  snpra»  of  the  Act  of  IdlS.  also  leads  to  the  couclusious  Uidicated.  The 
laaguage  there  used  discrinunates,  by  xnakiBg  hadividuals  who  arc  citizens 
of  a  possession  of  tlie  United  States,  yet  not  otherwise  citizens  of  the  United 
States,  and  who  are  not  residents  of  the  United  States,  subject  to  be  taxed 
only  as  to  income  derived  from  sources  within  the  United  States.  Unless  such 
a  person  has  income  so  derived  he  Is  not  subject  to  the  Act. 

In  the  repealing  clauses  of  the  Act  of  1918,  as  quoted  in  the  statement  of 
the  case,  the  Act  of  1916,  as  amended  by  the  Act  of  1917,  In  force  in  the  Phil- 
ippines, was  continued  in  force,  except  as  might  be  otherwise  provided  by  the 
local  legislature.  As  a  general  statute  of  the  United  States  there  was  clear 
repeal,  but  as  to  the  Philippines  the  Act  of  1916  was  kept  alive,  as  direct  leg- 
islation by  Congress  with  respect  to  the  local  affairs  of  the  Island  and  not  as 
a  general  statute  of  the  United  States. 

A  citizen  of  the  United  States  residing  in  the  Philippines  becomes  subject 
to  the  income  tax  law  under  the  Act  of  1918.  By  section  261,  supra,  of  that 
Act,  the  tax  shall  be  levied,  collected,  and  paid  in  accordance  with  the  Act  of 
1916,  as  amended,  returns  to  be  made  and  taxes  to  be  i)aid  under  Title  I  of 
the  Act  by  "  every  individual  who  is  a  citizen  or  resident "  of  the  Island,  the 
local  legislature  having  power  as  already  defined.  The  citizen  of  the  United 
States  residing  in  the  Island  Is  in  much  the  same  position  as  a  citizen  of  a 
State  where  there  Is  a  State  income  tax.  The  fact  of  residence  in  the  Philip- 
pines avails  him  no  more  than  would  the  fact  of  residence  in  a  State. 

Section  222  of  the  Act  of  1918  in  providing  for  credits  for  taxes  makes  the 
taxes  computed  under  Part  II  of  the  title  subject  to  a  credit  (1)  in  tlie  case 
of  a  citizen  of  the  United  States  the  amount  of  any  income  taxes  paid  during 
the  taxable  year  to  any  foreign  counti*y  upon  income  derived  from  sources 
therein,  **  or  to  any  possession  of  the  United  States."  It  is  argued  that  a  citi- 
aen  of  the  United  States  resident  of  the  Islands  is  not  subject  to  taxation  under 
the  1918  Act  because  the  return  to  the  *'  possession  "  is  not  a  return  under  the 
Act  of  1916,  though  it  is  a  return  under  a  local  Act.  Section  222  allows  to 
one  residing  in  the  Philippines  a  credit  upon  the  tax  computed  under  Part  II 
of  the  1918  Act,  but  there  is  nothing  to  indicate  that  there  is  exemption  to  the 
citizen  residing  in  the  Islands.  He  may  have  paid  to  the  Island  treasury  such 
amounts  as  are  due,  but  still  be  liable  to  the  United  States  for  a  sum  in  excess 
of  that  ijaid  in  the  Islanda 

The  regulations  of  the  Treasury  Department  (Regulations  45.  articles  1131, 
1132)  have  been  framed  upon  the  construction  which  we  have  adopted;  and 
as  credit  appears  to  have  been  given  to  plaintiff  for  the  amount  of  taxes  Avhich 
he  had  already  jMiid  in  the  Philippines,  we  think  he  can  not  complain  of  the 
judgment  rendered  against  him. 

The  judgment  is  affirmed. 

Section  210,  Article  4 :  Who  is  a  citizen.  14r-21~1540 

O.  D.  861 

A  naturalized  citizen  of  the  United  States  who  takes  an  oath  of 
allegiance  to  a  fdreign  government  has,  under  section  2  of  the  Act 
of  March  2,  1907,  expatriated  himself.  He  does  not  become  re- 
patriated b«»cise  of  the  fact  that,  subsequently,  he  applies  to  an 
American  consul  for  registration  as  an  American  citizen  residing 
abroad,  and  his  registration  is  accepted  by  the  Department  of  State. 

Section  4  of  the  Act  of  May  9,  1918,  provides  lor  the  resiunption 
of  American  citizenship  by  a  person  thus  expatriated,  upon  his 
taking  the  oath  of  allegiance  to  the  United  States  prescribed  by  the 
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naturalization  law  and  regulations,  which  latter  provide  for  the 
express  renunciation  of  foreign  allegiance.  The  oath  of  allegiance 
taken  upon  registration  as  an  American  citizen  residing  abroad  is 
not  the  one  prescribed  by  the  naturalization  law  and  regulations 
and  does  not  have  the  effect  of  repatriation. 


V 


SECTION  211.— SURTAX. 

Section  211,  Article  11 :  Surtax. 

(See  7-21-1462;  sec.  223,  art.  401.)     Computation  of  surtax  when 
a  joint  return  is  filed  by  husband  and  wife. 


SECTION  212.— NET  INCOME  DEFINED. 

Section  212,  Article  22:  Computation  of  net  2-21-1386 

income.  O.  D.  772 

The  rate  of  discount  accepted  by  the  Bureau  as  applicable  to 
Canadian  currency  as  at  December  31,  1919,  is  0.0826. 


1  I 


Section  212,  Article  22 :  Computation  of  net  7-)21-\1444 

income.  /  ,        .      .  OrX).>803 

The  following  rates  have  been  accepted  by  the  Burenu  of  Internal 

Revenue  as  the  current  or  market  rates  of  exchange  prevailing  as  of 
December  31,  1920: 

London 3.535  (dollars  to  £  sterling). 

Austmlia 3.55  (dollars  to  £  sterling). 

New  Zealand 3.55  (dollars  to  £  sterling). 

Purls .0595  (cents  to  franc). 

Belgium .0022  (cents  to  franc). 

Milan .0347  (cents  to  lira). 

Zurich .1528  (cents  to  franc). 

Madrid .1355  (cents  to  peseta). 

Stockholm .20  (cents  to  krone). 

Christiania .1535  (cents  to  krone). 

Coi>enhagen .1535  (cents  to  krone). 

Amsterdam .3145  (cents  to  guilder). 

Buenos  Aires .7510  (cents  to  peso). 

Montevideo .7462  (cents  to  centavo). 

Colombia : 

Bogota .8620  (cents  to  Colombian  dollar). 

Barranqulla .8474  (cents  to  Colombian  dollar). 

Cartegenn .8474  (cents  to  Colombian  dollar). 

Medellin .8474  (cents  to  Colombian  dollar). 

Lima 4.42  (dollars. to  Peruvian  £). 

Bolivia .277  (cents  to  boliviano). 

Mexico  City .4925  (cents  to  pesa).  ^^ 

Yokohama .48  (cents  to  yen).  A 

Calcutta .265  (cents  to  rupee).  ^' 

Singapore .42  (cents  to  Singapore  dollar). 

Dutch  East  Indies .3145  (cents  to  florin). 

Germany .01365  (cents  to  mark). 

Poland .(X)16  (cents  to  mark). 

Austria .0024  (cents  to  krone). 

Cssechoslovakia .0115  (cents  to  krone). 
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Jugoslavia .007  (cents  to  krone). 

Greece .074  (cents  to  drachma). 

Romania .0126  (cents  to  leu). 

Bulgaria .0115  (cents  to  lev). 

Serbia .0274  (cents  to  dinar). 

Finland .032  (cents  to  markka). 

Canada .  86  (cents  to  Canadian  dollar). 


Section  212,  Article  22:  Computation  of  net 
income. 

(See  7-21-1450;  sec.  222,  art.  383.)    Interest  and  proceeds  in  Ger- 
man marks  from  sale  of  securities  in  Germany. 


Section  212,  Akticle  22:  Computation  of  net  10-21-1491 

income.  O.  D.  834 

(Also  Section  203,  Article  1582.) 

A  dealer  in  foreign  exchange — that  is,  one  who  regularly  engages 
in  the  purchase  and  resale  to  customers  of  foreign  money  with  a 
view  to  the  gains  and  profits  that  may  be  derived  therefrom — who,  in 
his  books  of  account  regularly  inventories  unconverted  foreign  money 
on  hand  either  (a)  at  cost  or  (b)  at  cost  or  market  value  whichever 
is  lower,  may  make  his  return  upon  the  basis  upon  which  his  accounts 
artkej^t.'  •  ■  '  ..'.■•. 

^  A  tixWayer  who  is  not  a  dealer  in  foreign  exchange  but  merely  pur- 
chases loreigii  money  on  his  own  account  or  as  an  incident  of  his 
principal  business  may  not  inventory  such  unconverted  f  orei^  money 
at  the  close  of  his  taxable  year.  Ine  realization  of  the  gam  or  loss 
is  postponed  until  the  foreign  money  is  disposed  of  or  converted. 


Section  212,  Article  22:  Computation  of  net  16-21-1574 

^  income.  A.  R.  M.  121 

Held,  that  a  wholesale  liqnor  dealer  who,  for  years  prior  to  1918, 
exercised  the  option  of  Including  excise  taxes  in  cost  of  merchandise 
in  calculating  inventory,  may  not  amend  such  inventory  and  treat 
such  taxes  as  business  expenses  for  1918. 

The  Committee  has  had  under  consideration  a  request  for  an 
opinion  as  to  the  proper  treatment  for  income  tax  purposes  of  excise 
taxes  paid  during  the  year  1918  by  A. 

A  memorandum  of  January  31,  1921,  contains  the  following  state- 
ment of  facts : 

On  May  — ,  1919,  the  M  Company  sent  to  this  office  a  telegram  in  which  the 
following  questions  were  asked: 

Wholesale  liquor  dealer  has  heretofore  included  excise  taxes  in  cost  of 
merchandise.  In  calculating  inventory  at  December  31,  1918,  may  policy  be 
changed  to  exclude  excise  tax  from  inventory  and  consider  such  taxes  as  ex- 
penses for  year?  If  change  in  policy  is  i)ermis8ible  must  January  1,  1918,  inven- 
tory be  valued  on  same  basis?  Would  n mended  returns  for  1917  and  prior  years 
be  required? 

In  a  telegram  dated  May  — ,  1919,  these  questions  were  answered  by  this 
office  as  follows: 
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Wholesale  Uqnor  dealer  who  exercised  option  to  include  excise  taxes  in  coet 
of  merchandise  in  calculating  inventory  may  not  now  amend  such  inventory 
and  treat  the  taxes  as  business  expenses. 

Upon  receipt  of  the  telegram  of  Biay  — ,  the  company  sent  a  telegram  to  this 
office,  reading  as  follows: 

YcHir  telegram  replying  our  wire  apparently  misinterprets  facts  involved. 
According  to  the  books  December  31,  1918,  inventory  calculation  does  not  in- 
clude excise  tax;  whereas  January  1,  1918,  Inventory  does  include  excise  tax 
with  the  result  that  excise  taxes  paid  during  tlie  year  are  considered  as  busi- 
ness expenses.  Will  return  based  on  books  be  accepted  without  amending  re- 
turns for  1917  and  prior  years  V 

On  May  — ,  1919,  tlie  following  telegram  was  sent  by  this  office  in  reply  to 
the  company's  last  mentioned  t^egram: 

Your  telegram  May  — .  Return  for  1918  based  on  taxpayer's  books  will  Ik* 
accepted.    Amended  returns  for  prior  years  not  necessary. 

It  appears  that  the  wholesale  liquor  dealer  referred  to  in 'the  telegram  from 
tlie  M  Company  was  A,  who  during  tlie  year  1918  conducted  a  wholesale  liquor 
business  as  sole  proprietor.  A  report  of  Supervising  Revenue  Agent  C,  dated 
January  — ,  1920,  based  upon  an  investigation  made  by  Internal  Revenue  In- 
spector D,  for  the  years  1916  to  1918,  discloses  that  A  in  rendering  his  income 
tax  return  for  1918»  acted  upon  the  ruling  contained  in  the  last  mentioned  trfe- 
gram  from  this  office  and  deducted  from  gross  Income  as  a  business  expense, 
excise  taxes  paid  during  1918  amounting  to  10^  dollars,  with  the  result  tliat 
none  of  the  excise  taxesi  so  paid  were  added  to  the  cost  of  the  goods  included  In 
the  closing  inventory  for  1918,  thus  reducing  his  tax  liability  for  that  year  by 
approximately  8j?  dollars,  from  what  it  would  have  been  had  he  followed  his 
previous  practice.  The  audit  of  the  revenue  agent's  report  also  reveals  that 
without  making  any  adjustment  in  the  inventory  for  1917  by  reason  of  the 
change  in  the  m(H:hod  of  treating  the  excise  taxes  paid,  A  has  apparently  over- 
paid the  amount  of  tax  due  from  him  for  1917  by  w  dollars.  It  also  appears 
that  an  adjustment  of  the  net  Income  and  the  tax  for  1917  upon  the  basis  of 
treating  fhe  excise  tax  paid  during  that  year  as  a  business  expense,  would  in 
all  probability  show  even  a  greater  overpayment  for  1917. 

Section  212  of  the  Revenue  Act  of  1918  provides  that-^ 

(b)  The  net  Income  shall  be  computed  upon  the  basis  of  the  taxpayer's  annual 
accounting  period  (fiscal  year  or  calendar  year,  as  the  case  may  be)  in  accord- 
ance with  the  method  of  accounting  regularly  employed  In  keeping  the  books  of 
such  taxpayer;  but  if  no  such  method  of  accounting  has  been  so  employed,  or 
if  the  method  employed  does  not  clearly  reflect  the  income,  the  computation  shall 
be  made  upon  such  basis  and  in  such  manner  as  in  the  opinion  of  the  Commis- 
sioner does  clearly  reflect  the  income.    ♦     ♦     ♦ 

Article  22  of  Regulations  45  (1990  edition)  provides: 

•  *  *  If  the  method  of  accounting  regularly  employed  by  him  (taxpayer) 
In  keeping  his  books  clearly  reflects  his  income,  It  is  to  be  followed  with  respect 
to  the  time  as  of  which  items  of  gross  income  and  deductions  are  to  be  accounted 
for.     ♦     •     ♦ 

Article  23  of  the  said  regulations  states: 

Approved  standard  methods  of  aecotintlng  will  ordinarily  be  regarded  as 
clearly  reflecting  income.  A  method  of  accounting  will  not,  however,  be  re- 
garded as  clearly  reflecting  income  unless  all  Items  of  gross  income  and  all  de- 
ductions are  treated  with  reaiionable  comristency.  ♦  ♦  •  For  the  taxable 
year  1918,  the  true  income,  computed  under  the  Revenue  Act  of  1918  and — 
where  the  taxpayer  keeps  books  of  account — in  accordance  with  the  method  of 
accounting  regularly  employed  in  keeping  such  books,  shall  in  all  cases  be 
enteral  in  the  return,  even  though  this  results  in  apparent  omissions  or  duplica- 
tions of  particular  items  of  income  or  expense. 
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Article  132  of  the  said  regulations  provides  that — 

•  •  •  business,  license,  privilege,  excise  and  stamp  taxes  paid  to  internal 
revenue  collectors,  are  deductible  as  taxes  imposed  by  the  authority  of  the 
United  States,  provided  they  are  not  added  to  and  made  a  part  of  the  expenses 
d  the  buainesft  or  the  cost  of  articles  of  merchandiae  with  respect  to  which 
they  are  paid,  in  which  case  they  can  not  be  separately  deducted. 

In  the  ease  imder  eoiiBkieratioai  the  taxpi^yer  prior  to  1918  exercised 
an  option  whidi  he  had  ol  including  excise  taxes  paid  during  a  tax- 
able year  in  the  cost  of  the  merchandise  with  respect  to  which  they 
were  paid,  which  method  of  accounting  is  not  in  opposition  to  that 
generally  approved  of  by  recognized  accounting  authorities  and,  if 
consislently  followed^  such  method  will  truly  reflect  the  income  of  the 
business  for  each  taxable  year,  whereas  if  the  ruling  set  forth  in  office 
telegram  last  mentioned  and  SMidressed  to  the  M  Company  is  applied 
in  the  preparation  of  the  taxpayer's  personal  income  tax  return  for 
the  year  1918,  a  change  in  accounting  methods  is  effected  which  has 
a  very  material  effect  upon  the  amount  of  income  to  be  returned  for 
that  year,  and  a  gross  distortion  of  income  returnable  for  tax  pur- 
poses as  between  the  years  1917  and  1918  results  unless  amendecl  re- 
toras  for  the  years  prior  to  1918  are  required. 

In  view  of  the  fact  that  A  in  preparing  his  personal  tax  returns 
for  the  years  prior  to  1918  exercised  his  option  to  include  excise  taxes 
in  the  cost  of  merchandise  in  calculating  inventories,  the  Committee 
is  of  the  opinion  that  he  is  not  entitled  to  treat  such  taxes  paid  during 
the  year  1918  as  business  expenses  in  rendering  his  personal  tax  re- 
turn for  that  year,  and  therefore  it  recommends  that  the  ruling  set 
forth  in  the  said  office  telegram  last  mentioned,  be  reversed,  and  that 
the  taxpayer  be  required  to  file  an  amended  return  in  accordance 
with  the  method  of  accounting  followed  during  prior  years. 


SBcnoir  212,  Article  22 :  Computation  of  n^  16-21-1575 

incOTne.  O.  D.  876 

The  rate  of  exchange  on  Rio  de  Janeiro,  Brazil,  accepted  by  the 
Bureau  of  Internal  Revenue  as  the  current  or  market  rate  of  ex- 
change prevailing  as  of  December  31, 1920,  is  $0.1333=1  Government 
paper  milreis. 


Section  212,  Article  22 :  Computation  of  net  18-21-1605 

income.  O.  D.  898 

The  currmt  or  market  rate  of  exchange  on  Shanghai,  China,  as  of 
December  31,  1920,  is  $0.7725=1  tacl. 


Section  212,  ARnci.B  22 :  Computation  of  net  20-21-1632 

income.  O.  D.  913 

The  rate  of  exchange  on  Manila,  P.  I.,  accepted  by  the  Bureau  of 
Internal  Revenue  as  tne  eurn*nt  or  market  rate  of  exchange  prevail- 
ing as  of  December  31,  19*20,  is  $0.46=1  peso. 
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Wholesale  liquor  dealer  who  exercised  option  to  include  excise  taxes  in  cost 
of  merchandise  in  calculating  Inventory  may  not  now  amend  such  inventory 
and  treat  the  taxes  as  business  expenses. 

Upon  receipt  of  the  telegram  of  May  — ,  the  company  sent  a  telegram  to  this 
office,  reading  as  follows: 

Your  telegram  replying  our  wire  apparently  misinterprets  facts  involved. 
According  to  the  books  December  31,  1918,  inventory  calculation  does  not  in- 
clude excise  tax;  whereas  January  1,  1918,  inventory  does  include  excise  tax 
with  the  result  that  excise  taxes  paid  during  the  year  are  considered  as  busi- 
ness expenses.  Will  return  based  on  books  be  accepted  without  amending  re- 
turns for  1917  and  prior  years? 

On  May  — ,  1919,  tlic  following  telegram  was  sent  by  this  office  in  reply  to 
the  company's  last  mentioned  telegram: 

Your  telegram  May  — .  Return  for  1918  based  on  taxpayer's  books  will  ho 
accepted.    Amended  returns  for  prior  years  not  necessary. 

It  appears  that  the  wholesale  liquor  dealer  referred  to  in 'the  telegram  from 
the  M  Company  was  A,  who  during  the  year  1918  conducted  a  wholesale  liquor 
business  as  sole  proprietor.  A  report  of  Supervising  Revenue  Agent  C,  dated 
January  — ,  1920,  based  upon  an  investigation  made  by  Internal  Revenue  In- 
spector D,  for  the  years  1916  to  1918,  disposes  that  A  in  rendering  his  income 
tax  return  for  1918,  acted  upon  the  ruling  contained  in  the  last  mentioned  tele- 
gram from  this  office  and  deducted  from  gross  income  as  a  business  expense, 
excise  taxes  paid  during  1918  amounting  to  lOa?  dollars,  with  the  result  that 
none  of  the  excise  taxes  so  paid  were  added  to  the  cost  of  the  goods  included  in 
tiie  closing  inventory  for  1918,  thus  reducing  his  tax  liability  for  that  year  by 
approximately  8x  dollars,  from  what  it  would  have  been  had  he  followed  his 
pluvious  practice.  The  audit  of  the  revenue  agent's  report  also  reveals  that 
without  making  any  adjustment  in  the  inventory  for  1917  by  reason  of  the 
change  in  the  method  of  treating  the  excise  taxes  paid,  A  has  apparently  over- 
paid the  amount  of  tax  doe  from  him  for  1917  by  x  dollars.  It  also  appears 
that  an  adjustment  of  the  net  income  and  the  tax  for  1917  upon  the  basis  of 
treating  £he  excise  tax  paid  during  that  year  as  a  business  expense,  would  in 
all  probability  show  even  a  greater  overpayment  for  1917. 

Section  212  of  the  Revenue  Act  of  1918  provides  that— 

(b)  The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer's  annual 
accounting  period  (fiscal  year  or  calendar  year,  as  the  case  may  be)  In  accord- 
ance with  the  method  of  accounting  regularly  employed  in  keeping  the  books  of 
such  taxpayer;  but  if  no  such  method  of  accounting  has  been  so  employed,  or 
if  the  method  employed  does  not  clearly  reflect  the  income,  the  computation  shall 
be  made  upon  such  basis  and  in  such  manner  as  in  the  opinion  of  the  Commis- 
sioner does  clearly  reflect  the  income.    *    ♦    ♦ 

Article  22  of  Regulations  45  (1920  edition)  provides: 

*  ♦  ♦  If  the  method  of  accounting  regularly  employed  by  him  (taxpayer) 
in  keeping  his  books  clearly  reflects  hfs  income,  it  is  to  be  followed  with  respect 
to  the  time  as  of  which  items  of  gross  income  and  deductions  are  to  be  accounted 
for.     ♦     ♦     ♦ 

Article  23  of  the  said  regulations  states: 

Approved  standard  methods  of  accounting  will  ordinarily  be  regarded  as 
clearly  reflecting  incMne.  A  method  of  accounting  will  not,  however,  be  re- 
garded as  clearly  reflecting  income  unless  all  items  of  gross  income  and  all  de- 
ductions are  treated  with  resBonable  consistency.  ♦  ♦  •  For  the  taxable 
year  1918,  the  true  income,  computed  under  the  Revenue  Act  of  1918  and — 
where  the  taxpayer  keeps  books  of  account — in  accordance  with  the  method  of 
accounting  regularly  employed  in  keeping  such  l)ooks,  shall  in  aU  cases  be 
entered  in  tiio  return,  even  though  this  results  in  apparent  omissions  or  duplica- 
tions of  particular  items  of  income  or  expense. 
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order  that  such  depreciation  may  be  allowed.  It  was  further  sub- 
mitted that  other  corporations  keep  as  many  ledgers  as  they  see  fit 
and  that  the  Bureau  should  accept  this  record  and  controlling  ledger 
as  part  of  the  banks'  books  for  tne  purpose  of  computing  net  income 
subiect  to  income  and  profits  taxes. 

The  accountant  was  advised  at  this  hearing  that  the  Bureau  could 
not  approve  any  specific  method  of  accounting ;  neither  could  it  ap- 
prove as  such  the  depreciation  record  and  controlling  ledger  sub- 
mitted by  his  firm  in  connection  with  the  audit  of  the  current  books 
of  certain  national  and  State  banks.  The  accountant  then  admitted 
that  the  point  at  issue  was  not  a  question  as  to  whether  the  Bureau 
should  accept  the  particular  records  submitted  by  his  firm  in  a  num- 
ber  of  cases,  but  was  one  of  principle  which  should  be  considered  by 
the  Conmiittee. 

It  appears  that  national  banks  are  required  to  submit  to  the  Comp- 
troller of  the  Currency  periodically^  reports  of  their  financial  condi- 
tion and  that  State  banks  are  required  to  report  periodically  in  the 
same  way  to  State  Banking  Commissioners.  These  reports  are  made 
up  from  the  current  books  of  the  banks  and  do  not  accurately  show 
the  investment  in  banking  house  furniture  and  fixtures ;  neither  do 
they  show  the  correct  unaivided  profits.  These  statements  are  sub- 
mitted under  oath  and  the  State  officials  and  the  Comptroller  of  the 
Currency  will  not  permit  banks  to  adjust  on  their  books  the  invest- 
ment account  (banking  house  furniture  and  fixtures)  even  though 
the  national  bank  examiner  or  State  bank  examiner  has  arbitrarfly^ 
written  down  such  assets  upon  the  books  of  the  bank. 

In  passing  upon  this  question  the  Committee  feels  that  it  is  neces- 
sary to  review  the  provisions  of  the  law  and  the  regulations  with 
respect  to  deductions  on  account  of  depreciation  and  the  require- 
ments with  respect  to  the  method  of  accounting.  Section  12(a) 
of  the  Revenue  Acjb  of  1917  allows  corporations  certain  deductions 
in  computing  net  income  and  paragraph  (2)  of  that  section  reads 
in  part  as  follows : 

All  losses  actually  sustained  and  charged  oft  within  the  year  and  not  com- 
pensatetl  by  insurance  or  otherwise,  including  a  reasonable  aUowance  for  the 
exhaustion,  wear  and  tear  of  property  arising  out  of  Its  use  or  employment  in 
the  business  or  trade ;    ♦    ♦    ♦ 

Article  159,  paragraph  480,  Regulations  33,  revised,  reads  as  fol- 
lows: 

Within  the  purview  of  this  item  depreciation,  to  an  amount  measuring  the 
decline  in  value  due  to  exhaustion,  wear  and  tear  of  property  arising  out  of 
its  use,  is  a  loss.  This  loss,  in  order  to  constitute  an  allowable  deduction  from 
gross  income,  must  be  charged  off.  The  particular  manner  in  which  the 
amount  shall  be  charged  ofl!  is  not  material,  except  that  the  amount  measuring, 
a  reasonable  allowance  for  depreciation  must  be  either  deducted  directly  from 
the  book  value  of  the  assets  or  credited  to  a  depreciation  reserve  account,  and 
as  such  shall  be  reflected  in  the  annual  balance  sheet. 

Under  the  foregoing  quoted  provisions  of  the  1917  statute  the 
question  arose  as  to  whether  a  corporation  could  be  allowed  a  de- 
auction  on  account  of  depreciation  where  such  depreciation  was  not 
actuaUi/  charged  of  within  the  year.  The  Solicitor,  in  passing  upon 
this  question  in  Law  Opinion  498  (not  in  bulletin  service),  after 
reviewing  the  law  and  regulations  on  this  subject,  held  that  deprecia- 
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Section  212,  Article  22 :  Computation  of  net  23-21-1672 

income.  O.  D.  940 

(Also  Section  214(a)4,  5,  6,  Article  141.) 

A  corporation  at  the  time  of  closing  its  books  for  the  taxable  year 
had  an  asset  of  x  poimds- storliag  represented  by  advances  made  in 
cash  to  its  London  representative  for  the  pnrehaae-of  raw  material 
in  the  London  market.  The  purchases  had  not  been  made  at  the 
time  of  the  closing  of  the  boote. 

The  rate  of  exchange  at  the  time  of  closing  the  books  was  lower 
than  at  the  date  the  exchange  was  purchased. 

Held,  that  the  taxpayer  did  not  sustain  a  loss  as  contemplated  by 
the  statute  by  reason  of  the  fact  that  the  price  which  the  taxpayer 
paid  for  the  pounds  sterling  exceeded  the  market  value  of  such 
pounds  at  the  close  of  the  taxpayer's  year. 


Section  212,  Article  23 :  Bases  of  computation. 

(See  10-21-1503;  sec.  214(a)  3,  art.  131.)     Meaning  of  "paid," 
section  12(a)  Revenue  Act  of  1916  as  amended. 


SscnniON  212,  ARTi)ca4E  28 :  Bases  of  computation. 

(See  17-21-1688;  sec.  200,  art.  1628.)     Income  representing  com^ 
missions  deducted  from  installment  payments. 


Section  212,  Article  23 :  Bases  of  computation. 

(See  20-21-1637;  sec.  214(a)  1,  art.  105.)     Salaries  voted  subse- 
quent to  close  of  taxable  year  1917  and  deducted  in  1917  return. 


Section  212,  Article  24 :  Methods  of  accounting.  6-21-1415 

A.  R.  R.  377 

The  Committee  has  had  under  consideration  the  appeal  of  a  firm 
of  accountants  representing  a  number  of  national  and  State  banks, 
from  a  ruling  of  the  Income  Tax  Unit.  The  ruling  contained  in  the 
oi&ce  letter  on  which  the  appeal  is  based,  after  stating  the  facts, 
reads  as  follows : 

You  are  therefore  advised  that  depreciation  deductions  which  banks  seek  to 
make  on  the  strength  of  charges  entered  on  the  ledger  accounts  contained  in 
the  above-mentioned  controlling  ledger  can  not  be  allowed. 

A  hearing  was  granted  on  this  appeal  at  which  the  banks  were 
represented  by  one  of  the  said  firm  of  accountants,  and  some  stress 
was  laid  upon  the  depreciation  record  and  controlling  ledger  for 
banks  prepared  by  the  accountants.  It  was  urged  that  depreciation 
charged  off  on  this  record  and  controlling  ledger  meets  all  the  re- 
quirements of  the  law  and  regulations  with  respect  to  charging  off 

*s  deduction  within  the  year  on  the  books  of  the  corporation  in 
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order  that  such  depreciation  may  be  allowed.  It  was  further  sub- 
mitted that  other  corporations  keep  as  many  ledgers  as  they  see  fit 
and  that  the  Bureau  should  accept  this  record  and  controlling  ledger 
as  part  of  the  banks'  books  for  tne  purpose  of  computing  net  income 
subiect  to  income  and  profits  taxes. 

The  accountant  was  advised  at  this  hearing  that  the  Bureau  could 
not  approve  any  specific  method  of  accounting ;  neither  could  it  ap- 
prove as  such  the  depreciation  record  and  controlling  ledger  sub- 
mitted by  his  firm  in  connection  with  the  audit  of  the  current  books 
of  certain  national  and  State  banks.  The  accountant  then  admitted 
that  the  point  at  issue  was  not  a  Question  as  to  whether  the  Bureau 
should  accept  the  particular  records  submitted  by  his  firm  in  a  num- 
ber of  cases,  but  was  one  of  principle  which  should  be  considered  by 
the  Committee. 

It  appears  that  national  banks  are  required  to  submit  to  the  Comp- 
troller of  the  Currency  periodicall}^  reports  of  their  financial  condi- 
tion and  that  State  banks  are  required  to  report  periodically  in  the 
same  way  to  State  Banking  Commissioners.  These  reports  are  made 
up  from  the  current  books  of  the  banks  and  do  not  accurately  show 
the  investment  in  banking  house  furniture  and  fixtures;  neither  do 
they  show  the  correct  undivided  profits.  These  statements  are  sub- 
mitted under  oath  and  the  State  officials  and  the  Comptroller  of  the 
Currency  will  not  pennit  banks  to  adjust  on  their  books  the  invest- 
ment account  (banking  house  furniture  and  fixtures)  even  though 
the  national  bank  examiner  or  State  bank  examiner  has  arbitrarny^ 
written  down  such  assets  upon  the  books  of  the  bank. 

In  passing  upon  this  question  the  Committee  feels  that  it  is  neces- 
sary to  review  the  provisions  of  the  law  and  the  regulations  with 
respect  to  deductions  on  account  of  depreciation  and  the  require- 
ments with  respect  to  the  method  of  accounting.  Section  12(a) 
of  the  Revenue  Acjt  of  1917  allows  corporations  certain  deductions 
in  computing  net  income  and  paragraph  (2)  of  that  section  reads 
in  part  as  f ofiows : 

All  losses  actually  sustained  and  charged  off  within  the  year  and  not  com- 
pensatwl  by  insurance  or  otlienvise,  including  a  reasonable  allowance  for  the 
exhaustion,  wear  and  tear  of  property  arising  out  of  its  use  or  employment  In 
the  business  or  trade ;    *    *    * 

Article  159,  paragraph  480,  Regulations  33,  revised,  reads  as  fol- 
lows: 

Within  the  purview  of  this  item  depreciation,  to  an  amount  measuring  the 
decline  in  value  due  to  exhaustion,  wear  and  tear  of  property  arising  out  of 
its  use,  Is  a  loss.  This  loss,  in  order  to  constitute  an  allowable  deduction  from 
gross  income,  must  be  charged  off.  The  particular  manner  in  which  the 
amount  shall  be  charged  off  is  not  material,  except  that  the  amount  measuring 
a  reasonable  allowance  for  depreciation  must  be  either  deducted  directly  from 
the  book  value  of  the  assets  or  credited  to  a  depreciation  reserve  account,  and 
as  such  shall  be  reflected  in  the  annual  balance  sheet. 

Under  the  foregoing  quoted  provisions  of  the  1917  statute  the 

3uestion  arose  as  to  whether  a  corporation  could  be  allowed  a  de- 
uotion  on  account  of  depreciation  where  such  depreciation  was  not 
actually  charged  off  within  the  year.  The  Solicitor,  in  passing  upon 
this  question  in  Law  Opinion  498  (not  in  bulletin  service),  after 
reviewing  the  law  and  regulations  on  this  subject,  held  that  deprecia- 
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tion  actually  sustained  by  a  corporation  witlodn.  a  tax  year  need  not 
he  ohdrged  o^  within  the  year  in  order  to  he  allowed  as  a  deduction 
from  gross  zncome^  hut  must  he  cTuarged  of  hefore  the  deduction 
could  he  allowed.  This  same  question  was  again  presented  to  the 
Solicitor  under  the  Eevenue  Act  of  1916,  and  in  Law  Opinion  547 
(not  in  bulletin  service)  he  confirmed  the  ruling  laid  down  in  Law 
Opinion  498,  and  held  that — 

Whenever  a  corporation  baa  clearly  smffeied  aUowable  depreciatkm  wliich 
has  not  been  charged  off  on  its  books  and  on  reopenAtvg  iU  books  charges  off 
such  deprecnatUm  by  proper  entries,  it  is  entitled  to  the  benefit  of  the  deduction 
of  such  depreciation  subject  to  the  general  provisions  of  law. 

^  Section  234  (a)  7,  Eevenue  Act  of  1918,  provides  that  a  corpora- 
tion may  deduct  depreciation  in  computing  its  net  income,  and  reads 
as  follows: 

(7)  A  reasonable  aUowance  for  the  exhaustion,  wear  and  tear  of  property 
used  in  trade  or  business,  including  a  reasonable  allowance  for  obsolescence. 

The  foregoing  provision  of  law  does  not  require  that  depreciation 
be  charged  off  on  the  books  of  a  corporation  within  the  taxable  year 
in  order  to  constitute  an  allowable  deduction,  but  the  interpretation 
placed  upon  this  section  by  the  Bureau  is  found  in  article  169,  Bega- 
lations  45,  which  reads  as  follows; 

A  depreciation  allowance,  in  order  to  constitute  an  allowable  deduction  from 
gross  Income,  must  be  charged  oft  The  particular  manner  in  which  it  shall 
be  charged  oiK  is  not  material,  except  that  the  amount  measuring  a  reason- 
able aUowance  for  depreciation  must  be  either  deducted  directly  from  the  book 
value  of  the  assets  or  jweferably  credited  to  a  depreciation  reserve  account, 
which  must  be  reflected  in  the  annual  balance  sheet.  The  allowance  should  be 
computed  and  charged  off  with  express  referwice  to  specific  items,  units,  or 
groups  of  property,  each  item  or  unit  being  considered  separately  or  specifically 
included  in  a  group  with  others  to  whicii  the  same  factors  apply.  The  taxpayer 
should  keep  such  records  as  to  each  item  or  unit  of  depreciable  property  as  wiU 
permit  the  ready  verification  of  the  factors  used  in  computing  the  allowance 
for  each  year  for  each  item,  unit,  or  groupi 

No  specific  requirements  are  found  anywhere  in  the  law  with  re- 
spect to  anv  specific  method  or  system  ox  bookkeeping  to  be  used  by 
taxpayers,  but  section  212  (b) ,  Revenue  Act  of  1918,  has  some  bearing 
on  this  subject  and  reads  in  part  as  follows: 

The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer's  annual 
accounting  period  (fiscal  year  or  calendar  year,  as  the  case  may  be)  in  accord- 
ance with  the  method  of  accounting  regularly  employed  in  keeping  the  books 
of  such  taxpayer;  but  if  no  such  method  of  accounting  has  been  so  employed, 
or  if  the  method  employed  does  not  clearly  reflect  the  income,  the  computation 
shall  be  made  upon  such  basis  and  in  such  manner  as  in  the  opinion  of  tlie 
Commissioner  does  clearly  reflect  the  income.     *     ♦     * 

Article  24,  Kegulations  45,  also  has  some  bearing  on  this  subject, 
and  reads  in  part  as  follows : 

It  is  recognizefl  that  no  uniform  method  of  accounting  can  be  prescribed  ftwr 
all  taxpayers,  and  the  law  contemplates  that  each  taxpayer  shall  adopt  surfi 
forms  and  systems  of  accounting  as  are  in  his  Judgment  best  suited  to  his  pur- 
pose. Each  taxpayer  is  required  by  law  to  make  a  return  of  his  true  income. 
He  must,  therefore,  maintain  such  accoimting  records  as  will  enable  him  to  do 
BO.     *     ♦     ♦ 

Section  239  of  the  Revenue  Act  of  1918  reads  in  part  as  follows: 

That  every  corporation  subject  to  taxation  under  this  title  and  every  per- 
sonal service  corporation  shall  make  a  return,  stating,  specifically  the  items  of 
its  gross  income  and  the  deductions  and  credits  allowed  by  this  title.    •    ♦     * 
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were  formally  closed  as  of  that  date.  No  reauest  for  permission  to 
change  from  a  fiscal  year  to  a  calendar  year  oasis  was  made  by  the 
corporation  prior  to  July  6, 1920,  and  therefore  the  Committee  recom- 
mends that  the  original  return  filed  by  the  company  on  a  calendar 
year  basis  for  1917  be  accepted,  and  that  returns  to  cover  the  period 
sul^equent  to  December  31,  1917,  be  accepted  only  when  filed  on  the 
basis  of  fiscal  years  ended  October  31. 


Section  212,  Article  25 :  Accounting  period.  21-21-1646 

A.  R.  R.  501 

Recommended,  in  the  appeal  of  the  M  Company,  that  the  actioi 
of  the  Income  Tax  Unit  in  reqniring  amended  returns  to  be  filed 
for  1918,  1919,  and  1920  on  the  basis  of  a  fiscal  year  ending  August 
31  be  reversed ;  that  the  penalties  for  delinquency  recommended  by 
tlie  revenue  agent  be  not  assessed;  that  the  returns  filed  by  the 
corporation  for  the  calendar  years  1918,  1919,  and  1920  be  accepted 
on  that  basis ;  and  that  the  corporation  be  permitted  to  file  its  re- 
turns for  1921  on  the  basis  of  a  calendar  year. 

The  Committee  has  had  under  consideration,  the  appeal  of  the  M 
Company,  which  was  organized  in  1899  and  was  the  successor  of  a 
copartnership  organized  in  1894  under  the  same  name.  The  corpora- 
tion is  engaged  in  business  as  factors  and  has  regularly  filed  its  tax 
returns  for  the  years  1909  to  1920,  inclusive,  on  the  calendar  year 
basis. 

It  appears  that  the  corporation  has  regularly  closed  and  ruled 
down  its  books  on  August  31  of  each  year  for  business  reasons  and 
that  it  has  also  regularly  closed  its  books  on  December  31  of  each 
year,  but  did  not  rule  down  such  books.  A  financial  statement  has 
always  been  prepared  at  the  close  of  each  calendar  year,  and  it  is 
from  this  statement  that  the  returns  have  been  made  and  filed  on  the 
basis  of  the  calendar  year. 

In  February,  1921,  an  investigation  was  made  of  the  tax  liability 
of  the  corporation  for  the  taxable  years  1917  to  1920,  inclusive,  and 
additional  taxes  and  penalties  in  the  amount  of  x  dollars  have  been 
recommended  by  the  revenue  agent.  The  investigation  made  by  the 
revenue  agent  disclosed  the  fact  that  the  corporation  had  regularly 
closed  its  books  on  August  31,  and  as  a  result  of  this  disclosure  the 
corporation  was  requested  to  file  amended  returns  on  the  fiscal  year 
basis  ending  August  31.  This  the  corporation  declined  to  do,  and 
contended  that  inasmuch  as  its  books  were  closed  on  December  31  of 
Bach  year  and  returns  had  been  filed  on  that  basis  such  returns  should 
be  accepted,  subject  to  audit  by  the  Unit,  as  reflecting  the  correct  net 
income. 

The  question  here  presented  to  the  Committee  for  consideration  is 
whether  this  corporation  should  be  required  to  file  amended  returns 
on  the  basis  of  a  fiscal  year  ending  August  31,  or  whether  the  returns 
as  filed  on  the  calendar  year  basis  should  be  accepted  as  covering 
the  annual  accounting  period,  and  also  complying  with  the  provi- 
sions of  section  212(b)  of  the  Revenue  Act  of  1918  which  reads,  in 
part,  as  follows : 

Tlie  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer's  annual 
accounting  period  (fiscal  year  or  calendar  year,  as  the  case  may  be),  In  accord- 
ance with  the  method  of  accounting  regularly  employed  in  keeping  the  books 
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basis  of  fiscal  years  ending  October  31,  1918,  and  1919,  instead  of 
upon  the  calendar  year  basis. 

It  appears  from  the  records  in  the  case  that  the  M  Company  was 
organized  in  July,  1917,  as  the  successor  to  a  corporation  of  the 
same  name  whose  fiscal  year  ended  on  October  31  of  each  year. 
The  new  corporation  adopted  such  fiscal  year  as  its  own  and  took 
exact  inventories  and  closed  its  books  on  October  31  of  each  j^ear, 
which  inventories  were  carried  forward  as  a  running  book  inventory 
so  that  figures  were  available  as  of  the  first  of  each  month. 

The  M  Company  now  states : 

The  new  corporation  on  its  organization  did  not  request  the  permission  of 
the  Department  to  file  upon  a  fiscal  year,  and  accordingly  returns  were  filed 
for  1017  and  1918  upon  the  basis  of  a  calendar  year.  In  preparing  the  return 
for  the  calendar  year  1919,  however,  the  company  secured  the  assistance  of  a 
firm  of  accountants  who  advised  them  that  under  the  Act  of  1918  the  return 
should  be  filed  upon  a  fiscal  year,  and  at  their  suggestion  a  letter  (dated 
Apr.  15,  1920)  was  prepared  and  sent  to  the  Department  requesting  permis- 
sion to  file  for  a  fiscal  year  ending  October  31.  This  permission  was  granted, 
and  accordingly  an  amended  return  for  the  year  ending  October  31,  1918,  was 
prepared  and  filed,  and  a  return  for  the  year  ending  October  31,  1919,  was  filed. 

The  company  now  contends  that  the  accountants  were  in  error  in 
advising  it  to  file  returns  on  the  basis  of  a  fiscal  year  ending  Octo- 
ber 31 ;  that  its  original  returns  were  properly  filed  on  the  calendar 
year  basis  and  should  be  accepted.  The  corporation  frankly  states 
that  during  November  and  December  of  1918  it  suffered  a  large  loss, 
that  during  the  first  10  months  of  1919  it  made  very  large  profits, 
and  if  its  tax  is  to  be  determined  on  the  basis  of  a  fiscal  year  ending 
October  31  a  peculiar  hardship  to  the  company  will  result. 

The  records  further  show  that  in  July,  1919,  the  corporation 
adopted  a  new  set  of  by-laws  which  included  the  following : 

Article  X.  Fiscal  year. — The  fiscal  year  of  the  corporation  shall  bejrln  on 
January  first  and  end  on  December  thirty-first  in  each  year. 

This  case  is  similar  to  that  covered  by  Committee  Recommenda- 
tion 342  (C.  B.  3,  p.  81),  except  that  in  the  latter  the  taxpayer 
changed  its  accounting  period  from  a  fiscal  year  to  calendar  year 
basis  prior  to  the  passage  of  the  Eevenue  Act  of  1918,  and  closed  its 
books  on  the  latter  basis.  As  has  been  shown,  the  M  Company  did 
not  make  such  change  until  July,  1919,  subsequent  to  the  passage  of 
the  said  Act. 

What  was  stated  in  Recommendation  342  relative  to  returns  filed 
on  a  calendar  year  basis  for  years  prior  to  1918  applies  with  equal 
force  to  the  return  filed  on  a  calendar  year  basis  for  the  year  1917 
by  the  M  Company.  Since,  however,  that  company  did  not  change 
its  accounting  period  prior  to  the  passage  of  the  Kevenue  Act  of  1918, 
and  did  not  formally  close  its  books  as  of  December  31,  1918,  it  did 
not  fix  an  annual  accounting  period  on  the  basis  of  a  calendar  year  in 
accordance  with  the  requirements  of  article  25,  Regulations  45.  As 
stated  in  that  article : 

A  taxpayer  having  an  existing  accounting  period  which  is  a  fiscal  year  within 
the  meaning  of  the  statute  not  only  needs  no  permission  to  make  his  return 
on  the  basis  of  such  a  taxable  year,  but  is  required  to  do  so,  regardless  of  the 
former  basis  of  rendering  returns. 

From  date  of  organization  up  to  July,  1919,  the  fiscal  year  of  the 
M  Company  as  established  by  its  by-laws  closed  on  October  31  of 
each  year,  exact  inventories  were  taken,  and  the  company^s  books 
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were  formally  closed  as  of  that  date.  No  request  for  permission  to 
change  from  a  fiscal  year  to  a  calendar  year  basis  was  made  by  the 
corporation  prior  to  July  6, 1920,  and  therefore  the  Committee  recom- 
mends that  the  original  return  filed  by  the  company  on  a  calendar 
year  basis  for  1917  be  accepted,  and  that  returns  to  cover  the  period 
subsequent  to  December  31,  1917,  be  accepted  only  when  filed  on  the 
basis  of  fiscal  years  ended  October  31. 


Section  212,  Abticxe  25 :  Accounting  period.  21-21-1646 

A.  R.  R.  501 

Recommended,  in  the  appeal  of  the  M  Company,  that  the  actloi 
of  the  Income  Tax  Unit  in  requiring  amended  returns  to  be  filed 
for  1918,  1019,  and  1920  on  the  basis  of  a  tiscal  year  ending  August 
31  be  reversed ;  that  the  penalties  for  delinquency  recommended  by 
the  revenue  agent  be  not  assessed;  that  the  returns  filed  by  the 
corporation  for  the  calendar  years  1918,  1919,  and  1920  be  accepted 
on  that  basis ;  and  that  the  corporation  be  permitted  to  file  its  re- 
turns for  1921  on  the  basis  of  a  calendar  year. 

The  Committee  has  had  under  consideration,  the  appeal  of  the  M 
Company,  which  was  organized  in  1899  and  was  the  successor  of  a 
copartnership  organized  in  1894  under  the  same  name.  The  corpora- 
tion is  engaged  in  business  as  factors  and  has  regularly  filed  its  tax 
returns  for  the  years  1909  to  1920,  inclusive,  on  the  calendar  year 
basis. 

It  appears  that  the  corporation  has  regularly  closed  and  ruled 
down  its  books  on  August  31  of  each  year  for  business  reasons  and 
that  it  has  also  regularly  closed  its  books  on  December  31  of  each 
year,  but  did  not  rule  down  such  books.  A  financial  statement  has 
always  been  prepared  at  the  close  of  each  calendar  year,  and  it  is 
from  this  statement  that  the  returns  have  been  made  and  filed  oil  the 
basis  of  the  calendar  year. 

In  February,  1921,  an  investigation  was  made  of  the  tax  liability 
of  the  corporation  for  the  taxable  years  1917  to  1920,  inclusive,  and 
additional  taxes  and  penalties  in  the  amount  of  x  dollars  have  been 
recommended  by  the  revenue  agent.  The  investigation  made  by  the 
revenue  agent  disclosed  the  fact  that  the  corporation  had  regularly 
closed  its  books  on  August  31,  and  as  a  result  of  this  disclosure  the 
corporation  was  requested  to  file  amended  returns  on  the  fiscal  year 
basis  ending  August  31.  This  the  corporation  declined  to  do,  and 
contended  that  inasmuch  as  its  books  were  closed  on  December  31  of 
each  year  and  returns  had  been  filed  on  that  basis  such  returns  should 
be  accepted,  subject  to  audit  by  the  Unit,  as  reflecting  the  correct  net 
income. 

The  question  here  presented  to  the  Committee  for  consideration  is 
whether  this  corporation  should  be  required  to  file  amended  returns 
on  the  basis  of  a  fiscal  year  ending  August  31,  or  whether  the  returns 
as  filed  on  the  calendar  year  basis  should  be  accepted  as  covering 
the  annual  accounting  period,  and  also  complying  with  the  provi- 
sions of  section  212(b)  of  the  Revenue  Act  of  1918  which  reads,  in 
part,  as  follows : 

Tlie  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer's  annual 
accounting  period  (fiscal  year  or  calendar  year,  as  the  case  may  be),  in  accord- 
ance with  the  metho<l  of  accounting  regularly  employed  in  keeping  the  book? 


fi  213(a)]  72 

duly  granted  must  be  made  by  the  taxpayer  directly  interested  or  by 
his  duly  authorized  attorney  or  agent,  if  the  request  is  made  by  an 
attorney  or  agent,  the  authority  to  act  for  the  taxpayer  must  be 
shown. 

The  permission  to  make  the  change  is  not  a  mere  option  which  the 
taxpayer  may  exercise  or  ignore  as  he  desires.  Taxpayers  should  be 
advised  that  where  a  change  is  authorized  future  returns  must  be 
filed  in  accordance  therewitli. 


SECTION  21.3(a).— GROSS  INCOME  DEFINED: 

INCLUSIONS. 

Section  213(a),  Article  31:  What  included  in  7-21-1445 

gross  income.  O.  D.  804 

Where  an  individual  takes  out  a  policy  of  insurance  in  favor 
of  his  estate  which  is  assigned  to  a  corporation  as  security  for  money 
advanced  without  interest  or  other  charge  to  pay  a  premium  thereon, 
and  upon  the  death  of  the  insured  the  corporation  deducts  the 
amount  of  the  indebtedness  from  the  proceeds  of  the  policy  paid 
to  it  as  assignee,  and  turns  the  balance  over  to  the  executor  of  the 
estate,  the  corporation  should  not  for  income  tax  purposes  include 
the  proceeds  of  the  policy  in  its  gross  income.  The  function  of  the 
corporation  was  merely  that  of  an  intermediary  in  the  collection 
of  the  proceeds  of  the  policy. 


« 


Section  213(a),  Article  31 :  What  included  in 
gross  income. 

(See  15-21-1561;  sec.  213(b),  art.  74.)  Profit  by  a  bank  upon 
county  warrants  purchased  at  a  discount  from  persons  to  whom 
issued. 

Section  213(a),  Article  31:  What  iiu'lu<led  in 
gross  income. 

(See  19-21-1625;  sec.  223,  art.  401.)  (iross  income  in  returns  of 
community  income. 

Section  213(a),  Article  31 :  What  included  in  23-21-1674 

gross  income.  .         Mim.2791 

(Also  Section  250,  Article  1(M)5.) 

taxation  of  gains  from  the  sale  of  capital  assets. 

It  appears  that  some  taxpayers  in  preparing  their  income  and  a 
profits  tax  returns  for  1920  omitted  from  gross  income  all  gains  de-  ^ 
rived  from  the  sale  of  capital  assets.  The  majority  of  taxpayers  so 
proceeding  relied,  perhaps,  on  the  decision  of  the  District  Court  of 
the  United  States  for  the  District  of  Connecticut  in  the  case  of 
Brewster  v.  Walsh.  268  Fed.,  207.  This  case  was  appealed  to  the 
Supreme  Court  of  the  United  States  and  by  that  court  overruled  in 
part.    The  Supreme  Court  held  that  the  gain  derived  from  the  sale 
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of  capital  assets  was  income  subject  to  tax,  but  that  where  property 
was  purchased  prior  to  March  1,  1913,  and  sold  subsequent  to  that 
date  there  was  no  gain  unless  the  sale  price  exceeded  the  original 

«  investment. 

The  Bureau  did  not  acquiesce  in  the  decision  of  the  lower  court, 
but  consistently  held  that  the  gain  derived  from  the  sale  of  capital 
assets  constituted  taxable  income.     Consequently,  if  a  taxpayer,  in 

?ireparing  his  tax  return,  omitted  from  gross  income  the  gain  derived 
rom  the  sale  of  capital  assets,  and  failed  to  make  a  full  disclosure  of 
the  facts  pertaining  to  the  transaction,  the  Bureau  holds  he  is  guilty 
of  negligence  or  fraud,  as  the  case  may  be,  for  making  the  under- 
statement 

The  collector  should,  so  far  as  possible,  expedite  the  examination 
of  the  returns  as  filed,  to  discover  those  cases  in  which  the  taxpayer 
omitted  from  gross  income  the  gain  derived  from  the  sale  of  capital 
assets  and  made  a  full  disclosure.  If  a  full  disclosure  was  made, 
negligence  will  not  be  imputed  to  the  taxpayer.  These  returns  should 
be  reported  to  the  Commissioner  on  Form  23-A  in  the  usual  manner 
prior  to  the  serving  of  notice  and  demand.  After  the  Commissioner 
has  assessed  the  tax  on  the  basis  of  the  collectors'  lists,  the  collectors 
shall  immediately  serve,  upon  Form  17,  notice  and  demand  for  the 
additional  tax  due,  and  after  the  ten-day  period  proceed  to  collect 
the  tax,  plus  interest  and  the  penalty  for  delinquency,  as  provided 
for  in  Section  250(e)  of  the  Kevenue  Act  of  1918,  by  distraint  if 
necessary. 

This  mimeograph  supersedes  Mini.  2739.    (Bui.  14^21,  p.  6.) 


» 


Section  213(a),  Article  31 :  Wliat  included  in  25-21-1691 

gross  income.  Sol.  Op.  110 

(Also  Sertion  215,  Article  293.) 

IM.OMK  TAX:  SECTIOX  213(a),  UEVENUE  ACT  OF  1018— DIVIDENDS. 

Where  a  corporation  le^aUy  declares  and  pays  a  dividend  which 
Is  later  voluntarily  returned  by  the  stockholders  in  order  to  avoid 
impairment  of  Its  capital,  the  amount  of  such  dividend  (1)  is  sub- 
ject to  surtax  In  the  year  in  which  received  by  an  individual  stock- 
holder, and  (2)  belnj?  a  contribution  to  capital,  may  not  be  deducted 
from  gross  in(»orae  of  the  stockholder  in  the  year  in  which  repaid 
to  the  corporation. 

Opinion  is  reauested  as  to  whether  certain  dividends  received  in 
February,  1918,  by  the  stockholders  of  the  M  Company,  and  subse- 

Suently  returned  by  them  to  the  corporation  are  subject  to  surtax  for 
le  year  in  which  received.  At  the  time  of  the  declaration  of  the 
dividend  the  corporation  had  earnings  and  profits  accumulated  since 
February  28,  1913,  out  of  which  the  dividend  could  be  paid.  In 
December,  1919,  additional  income  and  excess  profits  taxes  were  found 
to  be  due  from  this  corporation  for  the  year  1917,  the  collection  of 
which  would  seriously  have  impaired  the  capital  of  the  corporation. 
It  was  therefore  agreed  at  a  meeting  of  the  stockholders,  held  in 
December,  1919,  that  the  dividends  previously  paid  should  be  re- 
turned to  the  corporation.  It  is  stated  tliat  the  amount  so  returned 
was  credited  to  the  accounts  of  the  respective  stockholdei's  and  that 
such  a  return  was  "  temporary,"  but  whether  or  not  such  was  tho 


J  213(a)]  74 

case  is  immaterial  inasmuch  as  the  corporation  might  or  might  not 
find  itself  in  a  position  to  redeclare  the  dividend  at  some  subsequent 
time. 

Although  similar  questions  to  the  one  under  consideration  were 
before  the  Solicitor  in  Solicitor's  Memoranda  222  and  627  (not  in        A 
Bulletin  service),  the  precise  question  involved  in  the  instant  case 
has  not  been  previously  considered  in  an  opinion  of  this  office. 

The  taxpayer  has  cited  a  memorandum  of  the  Advisory  Tax  Board 
in  which  it  was  held  that  a  rescinded  dividend  should  not  be  con- 
sidered income  to  the  stockholders  when  a  corporation  has  a  legal 
right  to  force  rescission  and  the  repayment  thereof  and  where  such 
repayment  has  been  actuallv  made  (T.  B.  M.  77,  C.  B.  1,  p.  25).  The 
same  board,  however,  in  T.  B.  R.  17  (C.  B.  1,  p.  294),  considering 
T.  D.  2791  (not  in  Bulletin  service),  which  provides  that  the  surplus 
and  undivided  profits  as  of  the  end  of  the  preceding  tax  year  must 
be  reduced  by  the  amount  of  and  as  of  the  date  or  dates  when  Federal 
income  and  excess  profits  taxes  become  due  and  payable  for  that  year, 
held  with  respect  to  a  true  Earned  surplus  that : 

A  tax  levied  as  these  taxes  are  for  a  definite  period  must  be  considered  as  a 
liability  which  has  fully  acc^med  at  the  end  of  that  period  and  if  not  already 
paid,  provision  for  its  payment  must  be  made  before  there  can  be  any  true 
surplus  or  undivided  profits.     ♦     ♦     ♦ 

The  amount  of  these  taxes  for  any  year  can  not  therefore  after  the  conclu- 
sion of  such  year  be  considered  as  a  part  of  the  suri^us  but  la  rather  in  tho 
nature  of  a  liability    ♦     ♦     •. 

It  might  be  inferred  from  these  rulings  that  no  dividend  may  be 
declared  from  surplus  and  undivided  profits  unless  a  reserve  fund  is 
established  for  the  payment  of  any  Federal  taxes  which  might  accrue 
for  the  year  prior  to  that  in  which  the  dividend  is  declared.  How- 
ever, such  a  principle  could  not  be  applicable  to  all  prior  years  in 
which  additional  assessments  might  be  made.  The  Commissioner  is 
empowered,  under  the  Revenue  Act  of  1918,  to  make  an  additional 
assessment  of  income  and  excess  profits  taxes  for  any  given  year  at 
any  time  within  five  years  after  the  return  was  due  or  was  made,  and 
in  the  case  of  a  false  or  fraudulent  return  with  intent  to  evade  the 
tax  the  amount  of  tax  due  may  be  determined  and  collected  at  any 
time  after  the  return  is  filed  (section  250(d)).  It  is  apparent,  there- 
fore, that  if  we  are  to  take  into  consideration  a  contingent  liability 
that  arises  by  reason  of  additional  assessment,  no  point  of  time  will 
arrive  at  which  directors  may  safely  say  that  earned  surplus  and 
undivided  profits  are  available  for  distribution  to  stockholders  in 
the  form  of  dividends. 

It  is  conceded  that  the  dividends  were  paid  and  received  in  good 
faith,  and  it  has  not  been  shown  that  the  declaration  thereof  was 
illegal.  The  corporation  is  an  Illinois  corporation,  and  the  Illinois 
statutes  provide  as  follows: 

Dividend  hy  insolvent  corporation — li-ahility  of  officers.  Section  19.  If  the 
directors  or  other  officers  or  agents  of  any  stock  corporation  shall  declare  and 
pay  any  dividend  when  such  corporation  is  insolvent,  or  any  dividend  the  pay- 
ment of  which  would  render  it  insolvent,  or  which  would  diminish  the  amount 
of  its  capital  stock,  all  directors,  oflicers,  or  agents  assenting  thereto  shall  be 
jointly  and  severally  liable  for  all  the  debts  of  such  cori>oration  then  existing 
and  for  all  that  shaU  thereafter  be  oontracted  wblle  tbey  sbaU  re(q;)ectivelir 
continue  in  office.     (111.  Stat  Ann.  par.  243a) 

This  statute  does  not  prohibit  declaration  and  payment  of  divi- 
dends from  capital  but  makes  the  assenting  directors  personally  liable 
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to  the  creditors  of  the  corporation.  A  statutory  liability  for  divi- 
dends paid  from  capital  stock  displaces  common-law  liability,  and  if 
the  statute  does  not  prohibit  such  dividends  they  may  be  declared 
and  paid  subject  to  the  statutory  liability.  (Cook  on  Corporations, 
7th  edition,  section  546.)  Even  if  the  diviaend  were  illegal,  how- 
ever, it  is  dou)dtful  whether  the  directors,  or  a  receiver,  of  the  cor- 
poration could  have  compelled  its  repayment.  In  McDonald^  Re- 
ceiver^ V.  Williams^  174  U.  S.  397,  under  a  statute  which  expressly 
prohibited  the  declaration  of  a  dividend  out  of  capital,  it  was  held 
that  the  receiver  could  not  recover  such  a  dividend  when  received 
by  a  stockholder  in  good  faith  believing  it  to  have  been  declared  out 
of  profits. 

It  appears,  therefore,  that  the  declaration  of  the  dividend  in  the 

{)resent  case  was  a  legal  declaration  and  that  the  directors  had  no 
egal  right  to  rescind  it  and  compel  its  repayment.  Hence  the  action 
ot  the  stockholders  in  unanimously  agreeing  to  repay  the  dividend 
was  a  new  and  independent  transaction  and  entirely  voluntary  on 
their  part. 

The  effect  of  a  voluntary  repayment  by  stockholders  of  a  legally 
declared  dividend  was  considered  in  T.  JB.  E.  42  (C.  B.  1,  p.  65), 
where  it  was  held  that : 

The  rights  of  the  stockholders  with  respect  to  the  dividend  became  fixed 
at  some  time  not  later  than  the  date  of  payment  thereof.  Such  rights  were  not 
sabject  to  any  liability  to  repay  amounts  received.  The  dividend,  therefore, 
became  during  the  calendar  year  191S  a  part  of  the  gross  Income  of  the  stock- 
holders. After  it  had  acquired  the  character  of  gross  income  the  stockholders 
could  not  by  voluntary  action  on  their  part  take  away  such  character.  The 
repayment  of  the  dividend  was  a  new  and  independent  transaction. 

This  ruling  is  applicable  to  the  present  case.  It  is  true  that  the 
individual  stockholders  might  have  considered  that  in  agreeing  to 
repay  the  dividend  they  were  in  effect  nullifying  it,  but  the  difficulty 
with  that  view  is  that  the  income  tax  had  already  accrued  on  the 
dividends  of  the  stockholders  and  could  not  be  atfected  by  the  sub- 
sequent agreement  of  the  stockholders.  Having  become  liable  to 
payment  of  the  tax,  they  could  not  escape  liability  by  an  agreement 
among  themselves. 

What  really  happened  in  the  present  case  was  that  the  stock- 
holders voluntarily  assessed  themselves  tlie  amount  of  the  dividend 
in  order  to  restore  capital  impaired  by  additional  Federal  taxes 
assessed  against  the  corporation  nearly  two  years  after  payment 
of  the  dividend.  The  amounts  so  paid  by  the  stockholders  constituted 
capital  expenditures  on  their  part  and  are  therefore  not  deductible 
from  gross  income. 

It  is  accordingly  held  that  where  a  corporation  legally  declares 
and  pays  a  dividend  which  is  later  voluntarily  returned  by  the  stock- 
holders in  order  to  avoid  impairment  of  its  capital  the  amount  of 
such  dividend  (1)  is  subject  to  surtax  in  the  year  in  which  received 
by  an  individual  stockholder  and  (2)  being  a  contribution  to  capital 
may  not  be  deducted  from  gross  income  of  the  stockholder  in  the 
year  in  which  repaid  to  the  corporation. 

Carl  A.  Mafbb, 
Solicitor  of  Internal  Revenue. 
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Section   213(a),  Article  32:  Compensation  1-21-1370 

for  pei-sonal  services.  O.  D.  763 

(Also  Section  201,  Article  1541.) 

Where  a  corporation  offers  its  employees  the  opportunity  to  pur- 
chase shares  oi  its  stock,  and  the  title  to  the  stock  remains  in  the 
corporation  until  it  is  fully  paid  for,  it  is  held  that  the  so-called 
dividends  credited  to  the  account  of  the  employee  purchasing  the 
stock  as  part  payment  for  the  stock  are  not  in  fact  dividends,  as 
dividends  can  not  legally  be  declared  on  unissued  or  treasury  stock. 
The  amounts  so  credited,  which  are  measured  by  the  dividends 
declared  on  the  outstanding  stock,  constitute  additional  compensa- 
tion to  the  employees  and  taxable  as  such. 

Where  other  amounts  in  the  nature  of  special  allowances  are,  upon 
the  fulfillment  of  certain  conditions,  credited  to  the  account  of  such 
subscriber  as  part  of  the  payment  for  his  stocky  and  where  provision 
is  made  for  the  payment  of  certain  amounts  m  the  event  the  sub- 
scriber does  not  default  in  any  payment  on  the  stock  being  pur- 
chased and  complies  with  certain  other  conditions,  it  is  held  that  such 
amounts  are  in  the  nature  of  additional  compensation. 

It  is  held,  further,  however,  that  as  the  mterest  of  the  subscriber 
is  merely  a  contingent  interest  which  may  be  defeated  by  failure  to 
execute  the  terms  of  the  agreement  upon  which  the  stock  is  issued, 
the  so-called  dividends  and  special  allowances  credited  to  the  account 
of  the  subscriber  do  not  constitute  taxable  income  to  such  sub- 
scriber until  the  terms  of  the  agreement  have  been  completed. 


Section  213(a),  Article  32:  Compensation  8-21-1403 

for  personal  services.  T.  D.  3112 

Concerning  Federal  taxation  as  income  of  amounts  withheld 
from  tlie  salaries  of  Government  employees,  and  of  annuities  paid 
to  retired  employees. 

The  amounts  deducted  and  withheld  from  the  basic  salary,  pay,  or 
compensation  paid  to  employees  in  the  civil  service  of  the  united 
States,  in  accordance  with  the  provisions  of  the  Act  approved  May 
22,  1920,  should  be  reported  by  such  employees  for  income  tax  pur- 
poses. The  total  compensation  of  the  employees  should  be  reported 
m  gross  income  and  no  corresponding  deduction  can  be  taken  for 
the  amounts  withheld,  inasmuch  as  such  amounts  are  payments  made 
toward  the  purchase  of  annuities  provided  for  in  the  Act  and  are 
not  allowable  deductions  for  income  tax  purposes. 

The  annuities  paid  to  retired  employees  are  subject  to  tax  to  the 
extent  that  the  aggregate  amount  of  the  payments  exceeds  the 
amounts  withheld  from  the  compensation  of  the  employees. 

Approved:  January  10, 1921. 


Section  213(a),  Article  32 :  Compensation  for  6-21-1426 

personal  services.  O.  D.  791 

(Also  Section  201,  Article  1541.) 

A  corporation  issued  in  the  name  of  its  employees  shares  of  its 
stock  as  compensation  for  services  rendered.     The  employees  exe- 
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cuted  the  certificate  of  transfer  on  each  share  of  stock  purporting  to 
transfer  the  stock  to  the  principal  owners  of  the  stock  of  the  cor- 
poration, designated  trustees.  The  conditions  of  the  purported  is- 
suance and  transfer  of  the  stock  were  that  it  should  be  held  by  the 
trustees  until  the  dividends  thereon,  paid  regularly  to  the  trustees, 
should  equal  the  par  value  of  the  stock,  after  which  the  dividends 
and  stock  were  to  oecome  the  property  of  the  employees.  In  case  of 
resignation  or  discharge  of  an  employee  prior  to  the  time  of  receiv- 
ing title  to  the  stock,  he  was  to  receive  the  dividends  paid  to  the 
trustee  on  account  of  the  stock  issued  in  his  name,  and  in  case  of  his 
death  they  were  to  be  paid  to  his  next  of  kin. 

Held,  tnat  title  to  the  stock  and  to  the  so-called  dividends  did  not 
vest  in  the  employees  until  the  conditions  imposed  by  the  agreement 
between  the  corporation  and  emj)loyees  were  fulfilled.  Consequently 
the  payments  made  to  the  principal  owners  of  the  stock  of  trie  cor- 
poration, the  amount  of  which  was  measured  by  the  dividends  paid 
on  the  outstanding  stock,  are  not  dividends  as  defined  by  section 
201(a)  of  the  Eevenue  Act  of  1918,  but  the  amount  thereof  is  addi- 
tional compensation  for  services  rendered,  and  constitutes  income 
to  the  employees  in  the  year  in  which  the  title  vested  in  them,  sub- 
ject both  to  normal  tax  and  surtax. 

When  title  to  the  stock  vests  in  the  employees  they  should  return 
as  taxable  income  the  fair  market  value  of  such  stock  at  that  time. 
Any  dividends  thereafter  paid  by  the  corporation  would  be  true 
dividends  as  defined  by  section  201(a)  and  subject  only  to  surtax. 


Secfion  213 (a) j  Akticle  32 :  Compensation  for  9-21-1475 

personal  services.  O.  D.  823 

If  an  employee  leaves  the  civil  service  of  the  United  States  before 
he  is  eligible  to  retirement  under  the  Act  of  May  22,  1920,  and  re- 
ceives the  amount  of  salary  withheld,  together  with  interest,  he 
should  report  only  the  amount  of  interest  received  by  him  as  income 
for  the  year  in  which  received. 


Section  213(a),  Abticle  32:  Compensation  for  11-21-1505 

personal  services.  A,  R.  M.  116 

(Also  Section  301,  Article  711.) 

REVENUE  ACT  OF  1917. 

Held,  that  the  item  of  9x  dollars,  representing  commissions  on 
renewal  insurance  premiums  paid  to  the  estate  of  A  in  1917,  and 
the  subsequent  payments  made  to  A's  widow  for  a  period  of  five 
years,  constitute  taxable  income  to  her,  and  that  such  payments 
are  not  subject  to  the  excess-profits  tax  imposed  for  that  year. 

Advice  is  requested  as  to  whether  the  commissions  on  renewal  in- 
surance premiums  paid  to  the  estate  of  A  in  1917  constitute  taxable 
income  xor  that  year,  and  whether  these  commissions,  if  held  to  be 
taxable,  are  subject  to  the  excess-profits  tax  as  well  as  to  the  income 
tax. 

It  appears  that  A  died  in  April,  1917;  that  B,  widow  of  A,  was 
named  executrix  of  his  estate ;  that  a  single  return  was  filed  for  the 
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full  calendar  year  1917,  in  wkich  was  included  an  item  of  9^0  dollars 
paid  to  the  estate  by  the  M  Company^  and  that  a  claim  for  the  ref undo- 
ing of  X  dollars,  individual  income  tax  for  1917,  has  been  filed  by  the 
executrix* 

A  entered  into  the  employ  of  the  M  Company,  engaged  in  the  in- 
surance business^  in  1897  and  took  diarge  of  a  certain  branch  of  such 
business.  He  was  permitted  to  solicit  business  on  his  own  account 
and  the  company  agreed  to  pay  him  certain  rates  of  conmiission  on 
such  business.  A  verbal  agreement  was  entered  into  at  that  time  to 
the  e2ect  that  in  the  event  of  his  death  the  M  Company  would  con- 
tinue to  conduct  such  business  as  he  had  originated  for  his  own  ac- 
count the  sam«  as  if  it  were  their  own  business,  and  that  the  company 
would  pay  to  his  estate  for  a  period  of  five  years  after  his  death  the 
siune  rates  of  commission  they  were  paying  him  during  his  Lifetime, 
in  consideration  of  which^  at  the  expiration  of  the  five-year  period, 
the  business  was  to  becoixie  the  business  of  the  corporation.  Some 
time  during  the  year  1912  this  verbal  agreement  was  amended  and 
confirmed  by  a  letter,  which  reads  as  follows : 

Is  1±e  evoit  of  your  d^ath  or  Incapacity  it  ts  our  desire  that  your  family 
sImU  share  in  the  commissUm  whicii  we  receive  upon  business  originated  by  yoa 
and  upon  which  yon  now  receive  cominLssion ;  therefore,  In  event  of  such  death 
or  incapacity,  we  wiU  pay  to  B,  your  widow*  or  your  son,  the  same  rate  of  com- 
mission as  you  are  now  receiving  on  such  business,  for  such  period  as  we  are 
able  to  retain  the  renewals  of  same,  but  not  esceeding  five  years  after  such 
death  or  IncapaiCity. 

In  event,  however,  of  reduction  in  the  going  rate  of  commission  by  insurance 
companies  or  underwriting  associations,  below  the  rates  now  generally  paid  to 
agents  and  brokers,  it  is  understood  that  we  may  nialie  a  proportionate  reduction 
in  the  commissions  allowed  your  family. 

A  statement  has  been  secured  by  the  Unit  from  the  M  Company 
to  the  effect  that  the  amount  of  9a?  dollars  was  actually  paid  to  B  in 
1^17  and  was  deducted  as  an  expense  in  the  corporation  s  return  for 
that  year.  B,  as  eicecutrix  for  the  estate,  included  this  amount  in  a 
single  return  filed  for  the  full  calendar  year  1917  and  has  paid  the 
income  tax  thereon. 

It  now  appears  that  the  return  filed  by  B,  as  executrix  for  the  es- 
tate, for  the  full  calendar  year  1917  was  in  error  and  that  an  amended 
return  has  been  filed  for  A,  deceased,  for  the  period  January  1  to 
April,  1917,  the  date  of  his  death,  and  a  return  has  been  filed  tor  the 
estate  for  the  remainder  of  the  calendar  year  in  which  B  has  included 
the  item  of  ^x  dollars. 

Under  the  letter  quoted  above,  it  appears  that  the  item  of  9sr  dol- 
lars received  by  B  was  not  income  of  the  estate  but  was,  in  fact,  in- 
come to  her  and  should  have  been  included  in  her  personal  return 
for  1917. 

Section  2(a)  of  the  Berenue  Act  of  191&  as  ami^ided  provides — 

That,  subject  only  to  such  exemptions  and  deductions  as  are  hereinafter 
allowed,  the  net  income  of  a  taxable  person  shall  include  gains,  profits,  and  in- 
come derived  from  ♦  ♦  ♦  or  gains  or  profits  and  income  derived  from  any 
source  whatever. 

It  has  been  the  consistent  ruling  of  the  Bureau  that  pensions  are 
to  be  accounted  for  as  income.  Article  108,  Regulations  45,  provides 
that  a  corporation  may  deduct  the  amount  of  the  salary  of  an  officer 
or  employee  when  it  is  paid  for  a  limited  period  after  his  death  to  his 
widow  or  heirs  in  recognition  of  the  services  rendered  by  the  indi- 
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vidual.  Thid  rulifig  recognizes  that  the  payment  is  an  ordinary  and 
necessary  business  expense  of  the  corporation  paying  same  and  that 
it  is  paid  in  recognition  of  services  rendered. 

It  has  also  been  the  consistent  ruling  of  the  Bureau  that  renewal 
insurance  premiums  constitute  taxable  income  and  it  is  the  judgment 
of  the  Conmiittee  in  the  instant  case  that  even  though  6  rendered  no 
service  to  the  M  Company,  the  payments  made  under  the  contract 
entered  into  between  the  company  and  A^  whereby  B  acquired  a  right 
to  receive  the  renewal  premiums  in  question  for  a  period  of  five  years 
after  the  death  of  her  husband,  constitute  taxaole  income  in  her 
hands. 

In  view  of  the  foregoing  it  is  held  that  the  item  of  9x  dollars,  com- 
missions on  renewal  insurance  premiums  paid  to  B  in  1917,  constitute 
taxable  income  and  must  be  iocluded  in  her  personal  return  for  that 
year.  This  item,  however,  is  not  subject  to  the  excess-profits  tax 
unposed  by  the  Revenue  Act  of  1917. 


Sbction  21S(a),  Asticle  32:  Compensation  for  14-21-1543 

personal  services.  Sol.  Op.  97 

(Also  Section  213(b),  Article  72.) 

IHCOMB  TAX— aBCnON*  213(a>,  2ia(b).  BBVBNUB  ACT  €V  1918. 

Taxability  of  Compensation  RECEi\'ia>  Unihcb  the  Vocatk»vai,  Rkhabixitation 

Act. 

Compensatioii  potd  to  or  in  bebelf  of  disdMirged  soldierak  Sftikyrs, 

or  members  of  the  Army  and  Navy  Nurse  Corps,  provided  for  in  the 
Vocational  Rehabilitation  Act  and  amendments  thereto,  is  fncome 
subject  to  tax.  Such  inccMne  includeBy  besides  money  pay  meats,  the 
value  of  courses  pursued,  aU^  bookSy  material^  ete^  which  are  fur- 
nished without  charge  to  and  become  the  property  of  the  recipients, 
and  are  not  included  in  the  eost  of  such  courses. 

The  question  is  presented  as  to  whether  OHnp^isation  received  by 
discharged  soldiers,  while  under  voeational  training,  is  exempt  from 
Federal  inccxne  tax. 

It  has  been  heretoimre  held  that  retired  pay  of  Federal  and  other 
officers,  and  pensions  or  retiring  allowances  paid  by  the  United  States 
or  private  persons,  are  inccHoae  subject  to  tax.  Article  ^2,  Eegulations 
45.  Payments  made  under  the  Vocational  Behabilitation  Act  are 
similar  m  character.  They  are  made  for  services  rendered  the  Gov- 
omment  and  constitute  taxable  income  unless  expressly'  exempted. 

Exemption  f rosn  taxation  of  such  income  is  not  provided  for  in  the 
Bevenne  Act  of  1^18^  but  the  Unit  has  taken  the  position  that  the 
provision  contained  in  the  War  Kisk  Insurance  Act,  as  amended  by 
the  Act  of  June  ^.  1918,  40  ^at.  609,  exempting  from  all  taxation 
compensation  paid  ny  the  United  States  under  that  Act,  is  applicable 

•  to  the  compensation  paid  under  the  Vocational  Kehabilitation  Act 
of  June  ^,  1918,  40  Stat.  617,  as  amended,  because  the  latter  is  an 
amendment  of  the  former.  The  Act  of  June  27,  1918,  as  amended, 
contains  no  provision  against  taxation. 

The  Act  of  September  2, 1914, 38  Stat.  711,  authorized  the  establish- 
ment of  the  Bureau  of  War  Risk  Insurance,  and  provided  for  the  ex- 
port sliipping  trade  of  the  United  States  facilities  for  the  insurance 
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of  its  commerce  against  the  risks  of  war.  While  the  title  does  not  so 
state,  it  is  popularly  known  as  the  original  War  Risk  Insurance  Act 
and  was  confined  to  marine  insurance.  This  Act  underwent  minor 
amendments  on  August  11,  1916^  39  Stat.  514,  and  March  3, 1917,  39 
Stat.  1131,  and  a  more  substantial  amendment  on  June  12,  1917,  40 
Stat.  102,  which  provided,  among  other  things,  for  insuring  the  oflBi- 
cers  and  crews  of  American  merchant  vessels  against  loss  of  life  or 
personal  injury.  None  of  these  amendments  are  very  material  to  this 
inquiry  as  they  do  not  relate  to  vocational  training,  and  they  provide 
no  exemption  against  taxation. 

The  amendment  of  October  6,  1917,  40  Stat.  398,  is  still  more 
extensive.  It  added  a  number  of  new  sections  which  granted  family 
allowances,  provided  for  compulsory  allotments,  and  compensation 
for  death  or  disability.  The  only  mention  made  of  vocational  train- 
ing is  contained  in  section  304  of  article  III  thereof,  which  reads  as 
follows : 

That  in  cases  of  dismemberment,  of  injuries  to  siglit  or  hearing,  and  of  other 
injuries  commonly  causing  permanent  disability,  the  injured  person  shall  follow 
such  coui-se  or  courses  of  rehabilitation,  reeducation,  and  vocational  training 
as  the  United  States  may  provide  or  procure  to  be  provided.  Should  such  course 
prevent  the  injured  person  from  following  a  substantially  gainful  occupatiou 
while  taking  same,  a  form  of  enlistment  may  be  required  which  shall  bring  the 
Injured  person  into  the  military  or  naval  service.  Such  enlistment  shall  entitle 
the  person  to  full  pay  as  during  the  last  month  of  his  active  service,  and  his 
family  to  family  allowances  and  allotment  as  hereinbefore  provided,  in  lieu  of 
all  other  compensation  for  the  time  being. 

In  case  of  his  willful  failure  properly  to  follow  such  course  or  so  to  enlist, 
payment  of  compensation  shall  be  suspended  until  such  willful  failure  ceases 
and  no  compensation  shall  be  payable  for  the  intervening  period. 

Section  311,  provides: 

That  compensation  under  this  article  shall  not  be  assignable,  and  shall  be 
exempt  from  attachment  and  execution  and  from  all  taxation. 

Section  304  contemplates  courses  in  rehabilitation,  reeducation  and 
vocational  training  primarily  for  discharged  soldiers,  sailors  and 
members  of  the  Army  and  Navy  Nurse  Corps.  But  no  right  vested 
in  any  person  by  virtue  of  this  section.  No  appropriation  was  made, 
the  courses  mentioned  were  not  provided  for,  and  it  was  only  in  the 
event  the  United  States  took  further  steps  to  carry  out  the  intention 
expressed  therein  that  any  benefits  would  result. 

A  further  amendment  of  this  Act  is  that  of  June  25,  1918,  40  Stat 
609.  Its  title  is  "An  Act  to  amend  an  Act  entitled  'An  Act  to 
authorize  the  establishment  of  a  Bureau  of  War  Risk  Insurance  in 
the  Treasury  Department,'  approved  September  second,  nineteen 
hundred  and  fourteen,  as  amended."  The  statement  that  this  is  an 
amendment  of  the  prior  Acts  will  be  noted.  This  is  consistent  with 
the  titles  of  all  the  Acts  mentioned  that  are  heretofore  stated  to  be 
amendments  of  the  original  War  Risk  Insurance  Act,  and  all  are  so 
connected  with  the  first  Act  that  there  can  be  no  question  that  all 
are  amendments  of  that  Act.  In  the  Act  of  June  25, 1918,  exemption  Sl- 
from  all  taxation  was  extended  to  payments  made  under  articles  II,  ^ 
III  and  IV  of  the  Act  of  September  2,  1914,  as  amended  by  the  Act 
of  October  6,  1917.  The  amendments  are  extensive  and  section  311 
of  the  latter  Act  was  repealed.  No  mention  is  made  of  vocational 
training  and  education. 

Tlie  Act  of  June  27,  1918,  40  Stat.  617,  is  known  as  the  Vocational 
Rehabilitation  Act  and  is  entitled  "An  Act  to  provide  for  vocational 
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rehabilitation  and  return  to  civil  employment  of  disabled  persons 
discharged  from  the  military  or  naval  forces  of  the  United  States, 
and  for  other  purposes."  Courses  in  vocational  rehabilitation  are 
provided  for  persons  "  disabled  under  circumstances  entitling  him, 
after  discharge  from  the  military  or  naval  forces  of  the  United 
Stat^,  to  compensation  under  article  III  of  the  Act "  of  October  6, 
1917,  under  certain  circumstances.  The  Federal  Board  for  Voca- 
tional Education  is  authorized  and  empowered  to  carry  out  the  pro- 
visions of  this  Act,  no  power  whatever  in  this  respect  being  lodged 
in  the  Bureau  of  War  Risk  Insurance.  The  Act  provides  the  neces- 
sary appropriations  for  the  purpose  of  carrying  out  the  provisions 
thereof.  Section  304  of  the  Act  of  September  2,  1914,  as  amended 
by  the  Act  of  October  6,  1917,  relating  to  vocational  training,  is  re- 
pealed. 

The  Vocational  Eehabilitation  Act  underwent  a  minor  amendment 
of  little  consequence  to  this  inquiry,  on  February  26,  1919,  40  Stat. 
1179,  and  an  important  amendment  on  July  11,  1919,  Public  No. 
11 — 66th  Congress.  The  titles  of  both  amendments  refer  to  the  Act 
of  June  27,  1918,  the  Vocational  Eehabilitation  Act,  and  neither 
refers  to  the  Act  of  September  2, 1914,  the  War  Risk  Insurance  Act, 
or  any  of  its  amendments.  In  the  amendment  of  July  11,  1919,  pro- 
vision was  made  for  the  payment  to  persons  entitled  to  and  pursuing 
courses  in  vocational  rehabilitation,  $80  per  month  for  a  single  per- 
son without  dependents,  and  for  a  person  with  dependents  $100  per 
mcmth,  plus  certain  family  allowances,  and  it  abolished  eligibility 
to  compensation  under  section  III  of  the  War  Risk  Insurance  Act 
as  the  test  of  eligibility  for  vocational  rehabilitation.  (These  amounts 
were  to  be  increased  to  not  more  than  $100  and  $120,  respectively, 
where,  in  the  opinion  of  the  board,  maintenance  and  support  of  per- 
sons entitled  to  vocational  training  is  above  the  average  and  com- 
paratively high.  Act  of  June  5,  1920,  Public  No.  264— 66th  Con- 
gress.) It  further  provides  that  no  compensation  under  article  III 
of  the  Act  of  October  6,  1917,  shall  be  paid  for  the  period  during 
which  any  such  person  is  being  furnished  a  course  in  vocational  re- 
habilitation and  support,  unless  such  person  is  entitled  under  article 
III  to  an  amount  in  excess  of  the  payments  made  to  him  by  the 
board,  whereupon  the  Bureau  of  War  Risk  Insurance  is  to  pay 
monthly  to  such  person  such  additional  amount  as  may  be  necessary 
to  equal  the  total  compensation  due  under  article  III. 

Although  the  War  Risk  Insurance  Act  is  referred  to  in  the  Voca- 
tional Rehabilitation  Act  and  at  least  one  of  the  amendments  thereof, 
the  Acts  are  dissimilar  and  have  different  objects  in  view.  They  are 
administered  by  different  bureaus,  which  function  independently, 
and  neither  of  which  is  related  to  or  has  jurisdiction  over  the  other. 
While  vocational  rehabilitation  and  training  is  referred  to  in  section 
304  of  the  Act  of  October  6,  1917,  it  was  a  mere  declaration  on  the 
part  of  Congress  to  provide  such  courses  of  training  and  make  cer- 
tain cash  payments  to  the  persons  entitled  thereto  for  maintenance 
and  support.  No  rights  or  benefits  accrued  thereunder  as  further 
action  on  the  part  of  Congress  was  necessary  to  make  that  section 
effective.  Doubtless  it  was  the  intention  at  first  to  place  vocational 
rehabilitation  under  the  Bureau  of  War  Risk  Insurance,  which  may 
account  for  section  304  being  placed  in  the  Act  of  October  6,  19lf. 
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But  if  that  were  the  intention  it  was  not  carried  out.  That  section, 
as  we  have  seen,  was  expressly  repealed  by  section  10  of  the  Act  of 
June  27,  1918,  which  proceeci^  as  a  new  and  independent  Act,  and 
there  is  nothing  in  the  new  Act  showing  it  was  the  intention  of  Con- 
gress to  amend  the  War  Bisk  Insurance  Act.  And  where  a  statute 
IS  repealed,  it  naust  be  considered  as  if  it  had  never  existed.  UarUm 
V.  Los  Afigeles  (Calif.)  51  Pac.  956.  It  is  significant  that  while  all 
the  titles  of  the  amendments  of  the  Act  of  September  2,  1914,  the 
original  War  Eisk  Insurance  Act,  refer  to  the  original  Act.  neither 
the  title  of  the  Act  of  June  27, 1918,  the  original  Vocational  Kehabili- 
tation  Act,  nor  the  titles  of  any  of  its  amendments^  make  reference 
to  it,  although  all  the  titles  of  the  amendments  of  the  Vocational  Be- 
habilitation  Act  state  they  are  amendments  of  the  Act  of  June  27, 
1918.  It  is  the  practice  in  framing  legislation,  which,  although  per- 
haps not  binding  on  Congress,  is  generally  followed  by  that  legisla- 
tive body,  that — 

The  title  of  an  amendatory  Act  mast  indicate  the  subject  of  the  amendment 
by  refeFence  to  the  Act  or  title  otf  the  Act  to  be  amended  or  the  substaiice 
thereof. 

It  is  a  rule  of  law  in  many  of  the  States.  Bonagur  v.  Orlandi^  101 
N.  Y.  Suppl.  115.  Galloway  v,  Memphis  (Tenn.)  94  S.  W.  75.  FUk 
v.  Stoekdale  (Mich.)  ()9  N.  W.  92.  O'Maray.  Wabash  R.  Co^  (Ind.) 
50  N.  E.  821.  It  is  a  rule  of  statutory  construction  that  only  amend- 
ments are  to  be  construed  together  with  the  original  Act  to  which 
they  relate  as  constituting  one  law.  People  v.  mieh.  CerU.  B.  Co. 
(Mich.)  108  N.  W.  772.  Woodall  v.  Boston  21  El.  R.  Co.  (Mass.)  78 
N.  £.  446.  Furthermore,  it  has  been  held  that  two  or  more  laws 
relating  to  the  same  subject,  or  different  parts  of  the  same  subject 
matter,  are  not  necessarily  amendatory  of  each  other.  School  Di- 
rectors V.  School  Directors  (111.)  28  N.  E.  49.  In  the  case  of  Thomas 
V.  State  (Ala.) ,  27  So.  S15,  the  court  went  so  far  as  to  hold  that  where 
the  title  to  a  new  Act  stated  it  was  an  amendment  of  a  prior  Act,  and 
the  body  of  the  Act  did  not  purport  to  amend,  but  procee<led  as  a  new 
and  inoependent  Act,  and  affected  only  one  of  the  eighteen  sections 
of  the  prior  Act,  it  was  not  an  amendment,  and  that  the  words  in  the 
title  to  the  effect  it  was  an  amendment  could  be  treated  as  surplusage. 

Fit)m  the  foregoing  it  is  clear  that  the  Vocational  Rehabilitation 
Act  is  not  an  amendment  of  the  War  Risk  Insurance  Act.  Nowhere 
does  it  purport  to  amend,  and  it  proeeeds  as  a  new  and  independent 
Act.  In  practically  every  instance,  the  former  refers  to  the  latter 
only  as  a  means  to  establish  the  eligibility  of  persons  entitled  to 
vocational  rehabilitation,  which  test  was  subs^uently  abolished. 
While  section  304  of  the  War  Risk  Insurance  Act,  as  amended,  had 
the  same  object  in  view,  and  the  purposes  of  the  Vocational  Rehabili- 
tation Act  might  have  been  accomplished  by  an  amendment  of  section 
304,  Congress  saw  fit  to  repeal  that  section  and  ^lact  entirely  new 
legislation,  indep^ident  and  complete  in  itself.  As  the  Vocational 
Rehabilitation  Act  contains  no  exemption  provision,  so  far  as  taxa- 
tion is  concerned,  and  it  is  in  no  way  affected  by  the  War  Risk  In- 
surance Act,  payments  made  under  which  are  exempt,  it  follows  that 
all  compensation  received  under  the  Vocational  Rehabilitation  Act 
must  be  returned  as  taxable  income.  This  includes  the  value  of 
courses,  also  books,  material,  etc.,  which  are  furnished  without 
charge  to  and  become  the  property  of  the  recipients,  and  are  not  in- 
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eluded  in  the  cost  of  courses,  the  value  of  such  beiiig  income  within 
the  meaning  of  section  213(a)  of  the  Kevenue  Act  of  1918,  and  article 
33  of  Begumtions  45,  as  amended  by  Treasury  Decision  2992. 

Carl  A.  Mafbs, 
Solicitar  of  Ifitemal  Reverme, 


Section  213 (a)  ^  AimciiE  32 :  Compensation  for  18-21-1606 

personal  services.  O.  D.  899 

It  is  well  settled  by  decisions  of  the  Supreme  Court  of  the  United 
States  that  territorial  courts  are  not  constitutional  courts  but  are 
legislative  courts  which  are  established  under  the  provisions  of  article 
IV,  section  III,  paragraph  II,  of  the  Constitution.  Judges  of  terri- 
torial courts  are  not  such  judges  as  are  referred  to  in  article  III  of 
the  Constitution  whose  salaries  are  exempt  from  income  tax  in  ac- 
cordance with  the  decision  in  Evatns  v.  Oore.  (T.  D.  3037  oontaining 
^e  opinion  in  the  case  of  Evans  v.  G&re  is  puoli^ed  in  Cumulative 
Bulletin  No.  3,  page  93.) 

Section  213(a),  Abticue  82:  Compensation  for  19-21-1616 

personal  services.  O.  D.  902 

The  Board  of  United  States  General  Appraisers  is  not  a  court  nor 
are  its  members  Federal  judges.  Therefore,  salaries  paid  the  mem- 
bers are  not  exempt  from  tax  under  the  Sevenue  Act  of  1918. 


Section  218(a) ,  Abticijb  82 :  Compensation  for 
personal  services. 

(See  23-21-1675;  sec.  213(b),  art  85.)    Compensation  paid  by  tiiie 
Federal  Government  to  an  officer  of  the  National  Guard* 


SEcmoN  213(a),  Articmi  32:  Compensation  26-21-1700 

for  personal  services.  O.  D.  956 

(Also  Section  213(b),  Article  87.) 

REVENUE  ACT   OF   1916   AS   AMENDED   AND  REVENUE   ACT    OF    1917. 

Before  1913  suit  was  brought  against  the  M  Company.  A  was 
engaged  by  the  corporation  as  one  of  its  attorneys  in  the  litigation. 
The  case  was  decided  in  favor  of  the  corporation  before  1913,  where- 
upon the  case  was  appealed  to  the  Supreme  Court.  Although  tlie 
question  of  attorneys'  fees  had  been  discussed  frequently,  definite 
action  thereon  was  deferred  until  the  litigation  was  concluded  in  a 

^ear  subsequent  to  1913.  In  1917  an  agreement  was  entered  into 
etween  the  company  and  its  attorneys  whereby  certain  certificates 
of  beneficial  interest  were  set  aside  by  the  company  as  compensation 
of  its  attorneys.  It  is  stated  by  A  that  of  the  certificates  so  set 
aside  some  were  for  a  specific  service  rendered  in  1917  and  that  the 
remainder  covered  the  services  rendered  from  a  year  prior  to  1913  to 
1916.  »' 
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The  question  presented  is  whether  the  compensation  received  by  A 
for  his  services  to  the  company  from  1909  to  1916  may  be  prorated 
over  those  years  and  only  a  proportionate  part  reported  in  gross 
income  for  each  of  the  years  1913  to  1916. 

Article  32  of  Regulations  45  provides  in  part  that  where  no  deter-  ^^' 
mination  of  compensation  is  haa  until  the  completion  of  the  services,  ^^ 
the  amount  received  is  income  for  the  taxable  year  of  its  determina- 
tion if  the  return  is  rendered  on  the  accrual  basis ;  or,  for  the  tax- 
able year  in  which  received  if  the  return  is  rendered  on  a  receipts 
and  disbursements  basis.  This  ruling  is  equally  applicable  under 
the  Revenue  Act  of  1916,  as  amended,  and  the  Revenue  Act  of  1917. 
(See  sections  1  and  8,  (g)  of  the  Revenue  Act  of  1916,  as  amended, 
and  Regulations  33,  revised,  paragraphs  52  and  171.)  Article  87 
of  Regulations  46,  provides  that  where  services  were  rendered  prior 
to  March  1,  1913,  but  paid  for  thereafter,  the  amount  received  is 
taxable  income  to  the  extent  of  the  excess  of  such  amount  over  the 
fair  market  value  on  March  1,  1913,  of  the  principal  of  the  claim 
and  any  interest  which  had  then  accrued,  and  that  for  this  purpose 
a  claim  means  a  right  existing  unconditionally  on  March  1,  1913, 
and  then  assignable,  whether  presently  payable  or  not.  This  rule  is 
also  equally  applicable  under  the  Revenue  Acts  of  1916  and  1917. 
(See  subdivisions  A  and  D  of  Title  1,  section  2  of  the  Act  of  October 
3,  1913 ;  sections  2  and  24  of  Title  I  of  the  Revenue  Act  of  1916,  as 
amended;  section  3  of  Title  I  of  the  Revenue  Act  of  1917;  and 
Treasury  Decisions  2723,  2729,  and  2730.)  There  is  nothing  in  the 
information  submitted  to  inaicate  that  the  determination  of  A's 
compensation  was  had  prior  to  1917  or  that  he  had  an  unconditional 
assignable  right  to  such  compensation  on  March  1, 1913. 

In  view  of  the  foregoing,  it  is  held  that  the  compensation  received 
by  A  for  the  services  rendered  by  him  to  the  M  Company  during  the 
years  prior  to  1913  to  1916  should  be  reported  in  gross  income  in  his 
return  for  the  year  in  which  it  was  determined,  or  was  received  by 
him,  according  to  the  basis  upon  which  his  returns  were  rendered, 
unless  it  can  be  satisfactorily  established  that  he  had  a  claim  for 
the  compensation  on  March  1, 1913,  within  the  meaning  of  article  87 
of  Regulations  45,  in  which  case  such  compensation  should  be  re- 
turned by  him  only  to  the  extent  of  the  ^ain  derived  from  the  con- 
version of  the  claim  into  money  or  its  equivalent,  in  accordance  with 
that  article. 

Section  213(a)'  Article  32:   Compensation  26-21-1701 

for  personal  services.  O.  D.  957 

Held,  that  pensions  paid  by  the  United  States  Government  to 
widows  of  soldiers,  as  such,  are  not  taxable  income  for  the  reason 
that  such  pensions  are  not  awarded  as  compensation  for  services  ren- 
dered to  the  United  States  Government  by  the  widows  and  are  mere 
gifts  or  gratuities.  ^\ 

Section  213(a),  Article  33:  Compensation  8-21-1469 

paid  other  than  in  cash.  O.  D.  814 

Where,  from  the  location  and  nature  of  the  work,  it  is  necessary 
that  employees  engaged  in  fishing  and  canning  be  furnished  with 
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lodging  and  sustenance  by  the  employer,  the  value  of  such  lodging 
and  sustenance  may  be  considered  as  being  furnished  for  the  conven- 
ience of  the  employer  and  need  not,  therefore,  be  included  in  com- 
puting net  income  of  the  employees. 


Section  213(a)  ^  Article  33:    Compensation  14r-2 1-1544 

paid  other  than  in  cash.  O.  D.  862 

Where  in  addition  to  the  salary  paid  a  clergyman  he  is  permitted 
to  use  the  parsonage  for  living  Quarters  free  of  charge  the  lair  rental 
value  of  the  parsonage  is  consiaered  a  part  of  his  compensation  for 
services  rendered  and  as  such  should  be  reported  as  income. 


Section   213(a),  Article  33:   Compensation 

paid  other  than  in  cash. 

(Sec  15-21-1566;  sec.  256,  art.  1072.)     Board  and  lodging  fur- 
nished as  part  compensation. 


Section   213(a),   Article  33:   Compensation  20-21-1633 

paid  other  than  in  cash.  O.  D.  914 

Whether  the  fair  rental  value  of  buildings  occupied  by  employees 
of  the  Indian  Service  should  be  included  in  the  compensation  of  such 
employees  in  computing  their  net  income,  depends  upon  the  manner 
in  wliich  such  rental  value  has  been  treated  by  the  Department  of 
the  Interior.  If  the  value  of  such  quarters  has  been  charged  to  the 
appropriation  from  which  the  compensation  of  such  employees  is 
paid  and  the  amount  covered  into  the  Treasury  as  miscellaneous  re- 
ceipts, then  such  rental  value  is  additional  compensation  to  the  em- 
ployees and  should  be  included  together  with  the  cash  compensation 
received  as  income.  If,  however,  the  Interior  Department  has  per- 
mitted the  employees  in  question  to  occupy  the  quarters  without 
making  the  rignt  to  use  such  Quarters  a  part  of  the  compensation  of 
such  employees,  in  such  case  the  fair  rental  value  of  the  quarters  is 
not  income  to  the  employees  and  should  not  be  included  with  their 
cash  compensation  in  computing  their  net  income,  it  being  held  that 
such  quarters  are  furnished  for  the  convenience  of  the  employer. 


Section  213(a),  Article   33:   Compensation  20-21-1634 

paid  other  than  in  cash.  O.  D.  915 

Where  the  employees  of  a  hospital  are  subject  to  immediate  serv- 
ice on  demand  at  any  time  during  the  twenty-four  hours  of  the  day 
and  on  that  account  are  required  to  accept  quarters  and  meals  at  the 
hospital,  the  value  of  such  quarters  and  meals  may  be  considered  as 
being  furnished  for  the  convenience  of  the  hospital  and  does  not 
represent  additional  compensation  to  the  employees.  On  the  other 
hand,  where  the  employees  are  on  duty  a  certain  specified  number  of 
hours  each  day  and  could,  if  they  so  desired,  obtain  meals  and  lodg- 
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ing  elsewhere  than  in  the  hospital  and  yet  perform  the  duties  re- 
quired of  them  by  such  hospital,  the  ratable  value  of  the  board  and 
lodging  furnished  is  considered  additional  compensation. 


Section    213  ^a).    Article    33:  Compensation  21-21-1647 

paid  other  tnan  in  cash.  O.  D.  921 

The  requirements  relative  to  the  computation  of  gross  income  of 
Army  officers  are  the  same  whether  they  are  stationed  at  an  Army 
post  where  quarters,  light,  and  heat  are  obtained  through  regular 
Army  channels  or  whether  they  are  stationed  awav  from  an  Army 
post  and  supplv  themselves  with  quarters,  light,  ancl  heat  from  f uncts 
allowed  them  for  such  purposes.  In  cases  where  the  quarters,  light, 
and  heat  are  furnished,  their  commuted  value  for  the  taxable  year 
must  be  included  in  gross  income.  Where  the  officer  is  allowed  certain 
commutation  in  lieu  of  quarters,  heat,  and  light,  the  entire  amount 
received  for  such  purposes  for  the  taxable  year  must  be  included  in 
gross  income. 

Section  213(a),  Artiole  36:  Long-term  con-  22-21-1661 

tracts.  O.  D.  933 

A  taxpayer,  having  once  made  his  election  under  article  36  of 
Regulations  45  to  prepare  his  return  so  that  the  gross  income  will  be 
arrived  at  on  the  basis  of  completed  work,  will  not  later  be  permitted 
to  file  amended  returns  for  the  purpose  of  reporting  income  computed 
upon  the  basis  of  the  expenses  incurred  on  such  contract  each  year 
during  the  performance  of  the  contract.    However,  he  may,  without 

Eermission,  report  his  income  from  contracts  thereafter  entered  into 
y  him  computed  upon  the  basis  of  expenses  incurred  on  such  con- 
tracts during  the  year. 


Section  213(a),  Article  41:  Sale  of  good  will. 

(See  23-21-1669 ;  sec.  202,  art.  1561.)  Salaries  of  owners  of  business 
in  determining  earnings  in  applying  third  method  outlined  in  A.  B. 
M.  34  (C.  B.  2,  p.  31.) 

Section  213(a),  Article  42:  Sale  of  personal  6-21-1427 

property  on  installment  plan.  O.  D.  792 

The  amount  to  be  deducted  from  gross  income  as  a  bad  debt  in 
cases  of  sales  of  personal  property  on  the  installment  plan  in  which 
the  unpaid  installment  obligations  of  the  purchaser  become  worth- 
less and  are  charged  off  and  the  property  is  not  recovered  by  the 
vendor  is  such  proportion  of  the  defaulted  payments  as  represents 
the  capital  investment,  that  is,  the  cost  of  the  goods  sold,  and  this  Aa 
amount  must  be  deducted  for  the  year  in  which  the  default  occurred.  ^ 
It  is  thought  that  this  rule  will  be  made  clear  if  the  accounting  pro- 
cedure suggested  in  O.  D.  623  (C.  B.  3,  p.  105)  is  followed  under  the 
conditions  given  in  the  following  example : 

Liet  it  be  assumed  that  the  taxpayer's  instaUment^  sales  (contracts)  for  the 
year  1919  were  $300,000  and  that  the  cost  of*  the  goods  sold  and  covered  bj  such 
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contracts  was  $100,000;  then  the  unrealized  gross  profits  would  be  $200,000  and 
tbe  rate  of  |>rofit  for  that  year  would  be  established  at  66§  per  cent. 

Let  it  be  assumed,  further,  that  during  the  years  1919  and  1920  the  cash  col- 
lections on  account  of  such  contracts  were  $^6,700;  then  the  entries  covering 
these  transactions  would  be  as  follows: 

Instiillinent  sales  contracts,  1919 $300, 000 

To  goods  sold  (coat  value) ^00,000 

To  unrealized  gross  profits  on  installment  sales  con- 
tracts, 1919 ^ 200, 000 

Rate  of  gross  profit — |  or  66^  per  cent. 

Unrealized  gross  profits  on  installment  sales  con- 
tracts, 1919 177, 800 

To  realized  profits  on  installment  sales  con- 
tracts    177, 800 

CSasti  collections  during  1919  and  1920  for  account 

of  1919 $266.  700 

I  thereof 177, 800 

At  the  close  of  1920  the  accounts,  as  affected  by  the  above  transactions,  would 
stand  as  below: 


DEBITS. 


Cash    $266,700 

Installment  sales  contracts, 

1919 33, 300 


CBEDITS. 


Goods  sold  (cost  value) $100,000 

Unrealized  gross  profits,  etc_      22,  200 
Idealized  profits,  etc 177,800 


300,000 


300.000 


Of  the  above  balance  of  $33,3(X)  to  the  debit  of  installment  sales  contracts, 
two-thirds,  or  $22,200  (shown  as  a  balance  to  the  credit  of  unrealized  gross 
profits),  is  to  be  accounted  for  and  taxed  as  profit  as,  when,  and  if  collected. 
I^ie  remaining  one-third  is  the  capital  investment  representing  the  cost  of  goods 
sold. 

But  let  It  be  assumed  that  the  whole  or  any  part  of  the  balance  of  the  in- 
stallment sales  contracts,  amounting  to  $33,300,  was  defaulted  in  1919  or  at 
any  later  time;  then  the  question  arises:  How  should  the  loss  occasioned  by 
such  defaults  be  treated  for  purposes  of  determining  the  income  and  excess 
profits  tax? 

The  answer  Is  that  the  proper  portion  (two-thirds  in  this  case)  of  the  amount 
of  the  defaulted  payments  should  be  charged  against  the  unrealized  profits  and 
the  balance  (in  this  case  one-third),  representing  the  cost  of  the  goods  sold, 
should'  be  allowed  to  the  taxpayer  as  a  deduction  for  losses  actually  sustained 
during  the  taxable  year. 

This  method  of  treatment  should  be  followed  whether  the  goods  are  or  are 
not  recovered.  If  the  goods  are  not  recovered,  it  correctly  reflects  the  facts 
without  further  entries  upon  the  books.  If  the  goods  are  recovered,  their  fair 
market  value  at  the  time  of  recovery  should  be  credited  as  realized  profits  for 
that  year,  with  a  corresponding  debit  to  the  account  of  goods  purchased.  The 
difference  (debit  balance)  between  the  two  accounts  of  goods  purchased  and 
goods  sold  should  reflect  the  value  of  the  physical  inventory  at  any  given  date. 


SECTION  213(a),  Article  42:  Sale  of  personal  6-21-1428 

property  on  installment  plan.  O.  D.  793 

Income  tax  mling  32-20-1118,  O.  D.  623  (C.  B.  3,  p.  105)  does  not 
contemplate  that  where  a  change  is  made  to  the  basis  of  reporting  the 
profit  6om  installment  sales  as  being  realized  as  at  the  date  of  the  col- 
lection of  the  outstanding  accounts,  any  part  of  the  unliquidated  in- 
stallment sal^  contracts  at  the  date  the  new  basis  is  adopted,  which 
are  to  be  carried  as  accounts  receivable  on  the  balance  sheet  at  the  be- 
ginning of  the  taxable  yf  ar  in  which  the  change  is  made,  should  be 
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exchuled  from  surplus  in  computing  invested  capital  for  the  taxable 
year.  One  of  the  purposes  of  the  provision  in  O.  D.  623  that  such 
unliquidaed  contracts  shall  be  carried  on  the  balance  sheet  as  at  the 
beginning  of  the  taxable  year  as  accounts  receivable  is  to  enable  the 
taxpayer  to  include  in  surplus  the  entire  amount  represented  by  such 
contracts  wliich  has  already  been  returned  as  gross  profit  for  the  prior 
years. 

>SEcnoN  213(a),  Article  42:  Sale  of  personal  8-21-1460 

property. on  installment  plan,  O.  D.  815 

In  cases  of  continuous  accounts  covering  sales  of  personal  property^ 
the  income  from  which  is  reported  on  the  installment  plan  as  pro^ 
vided  in  Treasury  Decision  3082  (C.  B.  3,  p.  107),  the  cash  payments 
received  should  be  allocated  in  accordance  with  the  generally  recog- 
nized principle  of  law  governing  such  cases,  that  is,  that  failing 
application  by  the  vendee,  the  cash  payments  should  be  applied  to  the 
earliest  items  of  the  account. 


« 


Section  213(a),  Article  42:  Sale  of  personal 
property  on  installment  plan. 

(See  11-21-1508;  sec.  214(a)  1,  art.  101.)  Deduction  of  selling 
expenses. 

Section  213(a),  Article  44 :  Sale  of  real  estate  10-21-1493 

involving  deferred  payments.  O.  D.  835 

In  1915  A,  B,  and  C  entered  into  a  partnership  agreement  for  the 
purpose  of  conducting  a  sawmill  business  under  the  firm  name  of  the 
M  partnership.  A  died  in  1920,  leaving  as  his  heirs,  a  widow  and 
four  adult  children,  who  shared  equally  in  his  estate.  By  mutual 
consent  the  widow  was  given  a  complete  power  of  attorney  to  act  as 
agent  of  all  the  heirs  with  respect  to  their  interests  in  the  estate  and 
under  that  arrangement  the  M  Company  was  continued  as  a  going 
concern. 

In  1920,  a  contract  was  entered  into  for  the  sale  of  the  property  of 
the  M  partnership  to  the  N  corporation.  In  accordance  with  the 
contract,  the  N  corporation  made  a  cash  payment  of  200a?  dollars 
down  and  obtained  possession  of  the  mill  plant  and  equipment,  a 
large  tract  of  land,  together  with  certain  leases  and  other  rights, 
and  all  the  timber  owned  by  the  M  partnership  on  certain  other 
sections  of  land.  The  contract  also  requires  the  N  corporation  to 
make  cash  payments  of  78aj  dollars,  74a?  dollars,  70a?  dollars,  and  66a? 
dollars  in  one,  two,  three  and  four  years,  respectively,  from  the  date 
of  the  contract,  and  it  is  provided  that  as  each  of  the  stipulated  pay- 
ments is  made,  there  will  be  released  to  it  all  the  timber  owned  by  the  ^ 
M  partnership  on  certain  other  specified  sections  of  land.  Upon  " 
making  the  last  payment  stipulatea  in  the  contract,  a  warranty  deed 
to  the  property  covered  by  the  contract  is  to  be  executed  and  delivered 
to  the  N  corporation.  A  bond  was  given  by  the  vendors  for  the 
execution  and  delivery  of  a  warranty  deed  to  the  property  upon  the 
fulfillment  by  the  vendee  of  its  part  of  the  agreement.    The  entire 
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transaction  is  covered  by  the  contract  and  the  bond,  the  obligations 
of  the  vendee  not  being  represented  by  notes  or  other  negotiable  paper 
in  any  form. 
Held,  that  the  sale  of  the  property  covered  by  the  contract  with 
J  the  N  corporation  should  be  considered  as  having  taken  place  only 
^  when  and  as  the  payments  stipulated  in  the  contract  are  made  ana 
the  property  is  released  to  that  company.  The  sale  of  each  parcel 
of  the  property  is,  therefore,  to  be  treated  as  a  separate  transaction. 
The  basis  for  determining  the  gain  derived  by  the  heirs  of  A  from 
the  sale  of  their  interest  m  each  parcel  of  the  property  is  the  value 
of  such  interest  as  appraised  for  the  purpose  of  the  Federal  estate 
tax,  and  in  order  that  the  amount  of  such  gain  may  be  determined, 
the  appraised  value  of  their  interests  in  all  the  property  covered 
by  the  contract  should  be  equitablv  apportioned  to  the  several  parcels. 
Inasmuch  as  the  sale  of  each  ot  the  parcels  constitutes  a  sale  for 
cash,  the  entire  profit  derived  from  such  sale  must  be  repoiiied  in 
gross  income  for  the  year  in  which  the  sale  of  the  parcel  occurs; 
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sales  of  real  estate  not  on  installment  plan.  O.  D.  842 

Under  the  terms  of  a  contract  for  the  sale  of  real  estate,  dated 
October,  1920,  a?  dollars  was  to  be  paid  upon  execution  of  the  con- 
tract as  earnest  money ;  Sx  dollars  upon  delivery  of  deed  in  January, 
1921 ;  and  *dix  dollars  to  be  paid  annually  thereafter  in  January,  lien 
notes  being  given  for  such  aeferred  payments.  The  total  sales  price 
is  18a?  dollars,  upon  which  the  taxpayer  expects  to  realize  a  profit  of 
4r  dollars. 

The  question  is  presented  as  to  how  the  profit  from  the  sale  should 
be  reported. 

Held,  that  as  possession  of  the  property  was  given  and  delivery  of 
the  deed  was  made  in  January,  1921,  the  sale  took  place  that  year, 
and  that  no  income  arising  from  the  sale  is  to  be  returned  for  1920, 
unless  the  sale  should  not  be  consummated,  in  which  case  the  w  dol- 
lars, earnest  money  forfeited  by  the  vendee,  would  be  income  to  the 
vendor  for  1920.  The  notes  secured  by  vendor's  lien  are  presumed  to 
be  equivalent  to  cash  to  the  extent  of  their  discount  value.  There- 
fore the  sale  is  to  be  considered  a  deferred  payment  sale  not  on  the 
instalment  plan,  und  the  profit  realized  should  be  included  as  income 
for  the  year  1921.  However,  if  the  taxpayer  can  show  that  the  notes 
can  not  be  sold  at  a  reasonable  discount,  the  sale  will  be  held  to  be  an 
installment  sale  and  he  may  report  as  income  each  year  from  the 
transaction  that  proportion  of  each  payment  actually  received  in 
that  year  which  the  entire  gross  pront  to  be  realized  bears  to  the 
gross  contract  price. 

Section  213(a),  Article  46:  Deferred  pay-  17-21-1591 

ment   sales   of  real   estate   not   on   install-  O.  D.  889 

ment  plan. 

Under  the  terms  of  a  contract  of  sale  of  land  near  develoi)ed  oil 
territory  one-half  of  the  consideration  was  to  be  paid  in  aash  and 
one-half  in  oil  at  the  market  price  after  the  land  is  developed.  The 
vendor  has  no  recourse  if  oil  is  not  found. 
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The  part  of  the  consideration  represented  by  the  right  to  receive 
oil,  in  case  oil  is  found,  has  not  a  definitely  ascertainable  value,  and 
hence  is  not  to  be  considered  the  equivalent  of  cash.  No  taxable  in- 
come will  be  realized  by  reason  of  the  sale  until  the  amount  received 
by  the  vendor  in  cash,  plus  the  cash  value  of  oil  received,  exceeds  the 
cost  of  the  property  or  value  as  of  March  1,  1913,  if  acquired  prior 
thereto.  

Sectiok  21S(a) ,  Abticle  48 :  Improvements  8-21-1474 

by  lessees.  Mim.  2714 

(Also  Section  214(a)  1,  Article  109.) 
(Also  Section  214(a)  8,  Article  164.) 

INCOME  TO  LESSOR  FROM   IMPROVEME^^TS  ERECTED  BY  THE  LESSEE  UPON 

LEASED  GROUND. 

Treasury  Decision  3062  (C.  B.  3,  pp.  109, 144, 171),  dated  Septem- 
ber 1, 1920,  dealing  with  the  question  of  the  realization  of  income  by 
a  lessor  from  the  erection  by  the  lessee  of  improvements  on  leased 
ground,  has  been  the  subject  of  many  inquiries.  It  is  deemed  advis- 
able, therefore,  to  state  the  reasons  for  its  promulgation  and  to 
demonstrate  the  proper  construction  of  it  by  application  to  a  specific 
case. 

On  February  6,  1917,  by  Treasury  Decision  2442  (not  in  bulletin 
service) ,  the  Bureau  held  that  where,  under  the  terms  of  a  rental  or 
lease  contract,  a  tenant  agrees  to  erect  a  buildinff  or  other  permanent 
improvement  upon  the  freehold  of  another,  the  building  or  improve- 
ments become  a  part  of  the  realty,  and  the  difference  between  the  cost 
of  the  improvements  and  the  allowable  depreciation  during  the  lease 
term  is  gain  or  profit  to  the  lessor  at  the  end  of  the  lease  term  and  is 
to  be  accounted  for  as  income  at  that  time. 

The  ruling  contained  in  Treasury  Decision  2442  was  adhered  to 
by  the  Bureau  and  was  embodied,  with  some  minor  changes,  in 
Regulations  33,  revised,  article  4,  paragraph  50,  and  in  Regulations 
46,  article  48.  The  Bureau  abandoned  this  ruling  only  when  forced 
to  do  so  by  the  courts.  In  the  case  of  Miller  v.  Gearin^  258  Fed.  225, 
the  Circuit  Court  of  Appeals  for  the  Ninth  Circuit  held  that  the 
value  of  improvements  erected  upon  leased  ground  by  a  lessee  is  not 
income  to  the  lessor  at  the  expiration  of  the  term  of  tfie  lease.  A  writ 
of  certiorari  was  sought  from  the  Supreme  Court  but  was  denied. 
Following  this  decision  came  the  case  of  Cryan  v.  Wardell^  263  Fed. 
248,  reaching  the  same  conclusion.  In  both  of  these  decisions  it  is 
held  that  the  value  of  improvements  erected  on  leased  ground  by  a 
lessee  is  not  income  of  the  lessor  at  the  termination  of  the  period  of 
the  lease,  and  it  is  stated,  obiter  dictum,  that  the  income,  if  any,  is 
realized  when  the  buildings  or  improvements  are  erected  and  title 
passes  to  the  lessor.    In  Muler  v.  Oeaiin^  supra,  the  court  said : 

The  lessor  acquired  nothing  in  1916  (the  year  of  the  termination  of  the  lease) 
save  the  possession  of  that  which  tor  many  years  had  been  her  own.  It  was 
not  a  gain  but  a  loss.  Assuming  that  the  building  was  income  derived  from  the 
use  of  the  property  we  think  it  clear  that  the  time  when  it  was  "  derived  "  was 
the  time  when  the  completed  building  was  added  to  the  real  estate  and  enhanced 
its  value 

And  in  Cryan  v.  ^Yardell^  supra,  it  is  stated : 

The  right  to  levy  the  tax  turns  upon  the  question:  When  did  title  to  this 
[^ building  vest  hi  plaintiff  and  become  a  part  of  her  property  tor  tiie  puipose  of 
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taxation?  I  am  of  opinion  that  under  well-settled  prinel];de&y  aptly  expressed 
in  section  1013,  Civil  Code  of  California,  the  moment  the  building  was  erected, 
which  the  terms  of  the  lease  show  was  to  become  and  remain  an  Integral  por- 
tion of  the  land  xxpoik  which  It  was  constructed,  the  title  thereto  vested  as  com- 
pietdy  in  plaintiff  as  though  constriacted  by  the  plaintiff  herself,  *  *  *.  It, 
therefore*  beouue,  upon  the  completion,  a  part  and  parcel  of  plaintiff*s  income- 
bearing  property,  and  was  subject  to  taxation  in  her  as  of  that  date. 

As  a  result  of  these  decisions,  the  office  modified  its  prior  rulings 
on  the  subject,  and  T.  D»  3062  was  accordingly  pronaulgated. 

The  adoption  in  T.  D.  3062  of  the  view  occasioned  by  the  above 
cited  decisions,  that  the  value  of  improvements  erected  on  leased 
ground  by  the  lessee  is  income  to  the  lessor  upon  the  passage  of  title, 
raised  the  further  question  as  to  the  measure  of  the  income  to  be  re- 
turned  by  the  lessor. 

Although  the  lessor  has  acquired  title  to  the  improvements  upon 
their  erection  by  the  lessee,  yet  it  is  obvious  that  the  lessor  has  not 
received  their  full  value,  as  measured  by  an  unrestricted  dominion 
over  them,  inasmuch  as  his  proprietorship  is  subject  to  the  exclusive 
right  of  the  lessee  to  their  possession  ana  use  during  the  term  of  the 
lease.  In  recognition  of  this  point  it  is  held  in  T.  D.  3062,  that  the 
lessor  must  indude  in  gross  inccnne  for  the  year  in  which  title  passes 
the  depreciated  value  of  the  improvements — that  is,  he  includes  in 
gross  income  the  estimated  present  value  to  him  of  the  improvements, 
the  possession  and  enjoyment  of  which  is  postponed  until  the  termi- 
nation of  the  period  of  the  lease.  To  compute  this  depreciated  value, 
the  value  of  the  land  free  from  the  lease  without  the  improvements 
is  subtracted  from  the  value  of  the  land  subject  to  the  lease  and  with 
the  improv^DQ^ita  Inasmuch  as  the  lessor  has  included  in  income 
only  the  depreciated  value  of  the  improvements,  in  effect  taking  his 
depreciation  deductions  in  advance,  he  is  entitled  to  no  depreciation 
deduction  with  respect  to  such  improvements  until  th^  expiration  of 
the  term  of  the  lease  when  he  ^ins  the  possession. 

The  following  example  is  given  to  illustrate  the  proper  construc- 
ticm  to  be  given  to  T.  D.  3062 : 

A,  in  1915,  leases  certain  land  to  B  for  20  yearsw  B  agrees,  in  part 
consideration  for  the  lease,  to  erect  on  the  leased  ground  a  building, 
specifications  agreed  upon,  of  an  estimated  life  of  25  years  and  to 
cost  $50,000,  which  building  is  not  to  be  subject  to  removal  by  B. 
The  building  is  completed  in  1920. 

A  realizes  income  in  1920,  the  year  in  which  title  to  the  building 

E asses.  The  measure  of  the  income  is  the  present  value  to  A  of  the 
uilding,  of  an  estimated  life  of  25  years  and  cost  of  $50,000,  the 
use  and  enjoyment  of  which  is  postponed  for  15  vears.  The  depre- 
ciated value  of  the  building  at  the  termination  oi  the  period  of  the 
lease  will  be  approximately  $20,000 — ^that  is,  cost  less  depreciation 
sustained.  The  mcome  of  A,  then,  is  the  discounted  value  of  $20,000 
receivable  at  the  end  of  15  years.  If  market  value  reflects  intrinsic 
value,  this  amount  should  equal  the  difference  between  the  value  of 
the  land  free  from  the  lease  without  the  buildings  and  the  value  of 
the  land  subject  to  the  lease  with  the  building.  However,  any  other 
evidence  available  should  be  considered  in  determining  tnis  present 
worth  to  the  taxpayer  of  the  legal  title  to  the  ^icumbered  building. 
Since  A  has  included  in  income  only  the  depreciated  value  of  the 
building,  he  is  entitled  to  a  depreciation  deduction  with  respect  to 
such  building  only  for  the  years  after  the  termination  of  the  period 
of  the  lease  when  A  has  come  into  possession.    This  depreciation  de* 
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duction  to  which  A  is  entitled  for  1935  and  subsequent  years  should 
be  computed  on  a  basis  of  the  estimated  remaining  life  of  the  build- 
ing and  a  "  cost "  value  e<}ual  to  the  market  value  placed  on  the  en- 
cumbered building  by  A  in  the  year  of  its  erection,  i.  e.,  the  annual 
depreciation  deduction  for  1935  and  subsequent  years  will  be  the 
quotient  obtained  by  dividing  (a)  the  value  of  the  improvements  to  A 
as  determined  by  him  when  the  same  completed  became  part  of  the 
realty,  by  (&)  the  number  of  years  in  the  estimated  remaining  Ufe 
of  the  improvements  from  the  termination  of  the  lease. 

In  anj  case  in  which  the  term  of  the  lease  is  greater  than  the  esti- 
mated life  of  the  improvement  no  income  shoula  be  accounted  for  by 
the  lessor  at  the  time  of  the  passage  of  title.  Also  if  the  improve- 
ments will  have  no  value  at  the  termination  of  the  lease,  as  is  often 
the  case  in  mining  leases,  no  income  is  realized  by  the  lessor. 


Section  213  (a) ,  Akticle  49 :  Compensation  for 
loss. 

(See  18-21-1604;  sec.  202,  art.  1561.)  Application  for  replacement 
fund  in  case  of  property  requisitioned  by  the  Government  iri  1917. 

Section  213 (a) ,  Article  49 :  Compensation  for  18-21-1607 

loss.  A.  R.  M.  122 

(Also  Section  214(a)  4,  5,  6,  Article  141.) 

Held,  that  an  amount  in  excess  of  recovery  for  loss  expended 
for  replacement  of  an  assest  t*  in  kind  "  is  not  deductible  as  a  loss 
when  the  entire  fund  so  recovered  is  equal  to  or  greater  than  the 
book  valye  of  the  asset. 

The  Committee  has  had  under  consideration  a  request  for  an  an- 
swer to  the  following  questions : 

Is  a  loss,  sustained  tlirough  the  replacement  of  property  for  which 
a  replacement  fund  is  established,  where  the  replacement  fund  is  not 
sufficient  to  fully  replace  the  lost  property,  deductible  as  a  loss? 

If  such  a  loss  is  deductible  should  it  be  allocated  to  the  year  in 
which  the  property  was  lost  or  to  the  year  in  which  the  replacement 
is  made? 

The  inquiry  is  made  because  of  article  94  of  Regulations  33,  revised, 
which  reads,  in  part,  as  follows: 

If  the  amount  recovered  is  less  than  the  damage  sustained  or  less  than  an 
amount  necessary  to  make  good  the  damage,  the  difference  between  the  actual 
amount  of  damage  sustained  and  the  amount  recovered  will  be  deductible  as 
a  loss. 

The  question  may  best  be  illustrated  by  the  following  examples : 

1.  When  recovery  "  is  less  than  damage  sustained :" 

Cost  of  asset $5, 000. 00 

Replacement  cost $5,  000.  00 

Recovery .$4,000.00 

Loss $1,000.00 

2.  When  recovery  is  "less  than  nn  amount  necessary  to  make  good  the 


.»» 


damage :' 

Cost  of  asset $5, 000. 00 

Replacement  cost ?11, 000. 00 


« 


Recovery $10,  000. 00 

Loss  (7) $1;  000. 00 


I 
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The  investment,  at  cost,  as  indicated  in  each  of  the  above  illustra- 
tions is  $5,000.  This  is  the  capital  sum  that  may  be  returnable 
through  depreciation  or  claimed  as  a  loss  if  the  asset  is  damaged  or 
destroyed.  In  the  recovery  for  loss  or  damage  there  is  necessarily  a 
conversion.  In  this  conversion  there  would  ordinarily  be  an  imme- 
diate profit  or  loss  determined  by  the  amount  of  recovery.  But 
under  Treasury  Decision  2706  (not  in  bulletin  service)  the  determina- 
tion of  the  profit  or  loss  is  deferred. 

This  decision  provides  that  an  amount  so  recovered  (by  requisition 
of  property  for  war  purposes  or  because  lost  or  destroyed  in  whole 
or  m  part  through  war  hazard)  may  be  set  aside  in  a  "  replacement 
fund  "  and  "  pending  the  disposition  thereof  the  accounting  for  gain 
or  loss  thereupon  may  be  deferred  for  a  reasonable  period  of  time." 
The  excess  of  the  arrunmt  so  recovered  "over  the  value  or  cost  of  the 
property,  except  so  far  as  actually  used  for  the  replacement  of  the 
property  in  kind,  is  subject  to  the  income,  war  income,  and  excess 
profits  taxes."  This  decision,  therefore,  provides  for  the  determina- 
tion of  gain  by  use  of  the  replacement  fund.  If  the  entire  fund  is 
expended  to  replace  in  kind  there  is  no  profit  or  loss  because  an  asset 
of  no  greater  or  lesser  value  has  been  acquired.  Substantially  there 
is  no  conversion — ^merely  a  substitution. 

Any  immediate  profit  measured  by  the  excess  of  the  fund  recovered 
over  the  asset  value  may  be  wiped  out  by  replacement  in  kind 
through  the  use  of  the  replacement  fund,  but  this  immediate  profit 
can  not  be  converted  into  a  loss  when  the  property  replaced  happens 
to  cost  more  than  the  fund  recovered. 

The  theory  of  Treasury  Decision  2706  is  substitution  in  kind — not 
conversion.  The  substitution  of  the  asset  "  in  kind  "  is  only  one 
transaction  and  the  profit  or  loss  is  measured  by  the  use  of  all  or  a 
part  of  the  replacement  fund — ^not  by  an  amount  in  excess  of  the  re- 
placement fund.  Thus,  if  the  recovery  (as  in  illustration  No.  1)  was 
$4,000  on  an  asset  valued  at  $6,000  and  it  cost  $5,000  to  replace  the 
asset,  the  deductible  loss  is  $1,000.  But  if  the  recovery  (as  in  illus- 
tration No.  2)  was  $10,000  the  immediate  profit  of  $5,000  can  not  be 
converted  into  a  loss  of  $1,000  if  it  cost  $11,000  to  replace  the  asvset. 
Any  expenditure  in  addition  to  the  amount  recovered  and  held  in  the 
replacement  fund  represents  the  conversion  of  a  current  asset  (cash) 
into  a  fixed  asset.  Office  Decision  697  (C.  B.  3,  p.  110)  supports  this 
conclusion.    It  reads  as  follows : 

Where  business  property  was  destroyed  by  fire  and  the  taxpayer  immediately 
replaced  such  property  with  proi)erty  of  substantially  the  same  kipd,  the  ex- 
cess of  the  cost  of  replacement  over  the  amount  of  insurance  received  as  com- 
pensation for  the  property  destroyed  cannot  be  talsen  as  a  loss.  It  is  treated 
as  a  capital  expenditure  which  is  recoverable  through  depreciation  deductions. 

The  Committee  accordingly  concludes  that  an  amount  in  excess 
of  recovery  for  loss  expended  for  replacement  of  an  asset  "  in  kind  " 
is  not  deductible  as  a  loss  when  the  entire  fund  so  recovered  is  equal 
to  or  greater  than  the  book  value  of  the  asset. 


Section  213(a),  Article  52:  When  included  8^-21-1461 

in  gross  income.  O.  D.  816 

The  M  Company  had  a  lar^e  number  of  cars  of  coal  diverted  by 
the  United  States  Fuel  Administration  for  account  of  the  United 
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States  Railroad  Administration  to  various  railroads.  The  coal  ^as 
purchased  by  the  M  Company  on  bona  fide  contracts  entered  into 
with  the  mines  prior  to  October  30,  1919,  and  was  shipped  to  tide- 
water for  export  on  bona  fide  contracts  entered  into  prior  to  that 
date.  Practically  all  of  this  coal  was  purchased  by  the  M  Company 
at  prices  in  excess  of  the  maximum  Government  price  in  effect  at 
that  time.  Settlements  with  the  railroads  which  ultimately  received 
the  coal  have  been  attempted.  The  railroads  have  assumed  to  set 
the  price  on  this  coal  and  have  made  remittances  to  the  M  Company, 
some  of  them  on  the  basis  of  the  maximum  Government  price  and 
some  on  the  basis  of  the  cost  price  to  the  M  Company.  These  ac- 
counts are  being  carried  on  the  books  of  the  M  Company  awaiting 
a  decision  of  the  Railroad  Administration  as  to  the  nnal  settlement 
of  the  bills. 

Held,  in  view  of  the  facts  submitted,  that  the  principle  laid  down 
in  the  last  two  sentences  of  article  52,  Regulations  45,  is  applicable 
in  this  case,  although  these  sentences  refer  to  the  unusual  conditions 
prevailing  at  the  close  of  1918.  The  M  Company  should  set  up  these 
accounts  in  a  "  Suspense  Account "  and  eliminate  them  from  its 
returns  for  1919  ana  1920,  pending  final  settlement.  There  should 
be  attached  to  such  returns  a  full  statement  of  the  facts  relative  to 
the  claims  of  the  company  on  account  of  the  diversion  of  the  coal. 
When  final  settlement  has  been  made,  amended  returns  for  the 
years  1919  and  1920  should  be  filed,  including  therein  the  income 
found  to  be  due  upon  such  final  settlement. 


Section  213(a),  Abticlb  52:  When  included  9-21-1476 

in  gross  income.  O.  D.  824 

A  corporation  engaged  in  the  exportation  of  merchandise  made 
heavy  shipments  to  foreign  countries  during  1919.  The  bill  of  lad- 
ing in  eacn  case  was  accompanied  with  a  draft  on  a  bank  located  in 
the  city  of  the  purchaser,  the  understanding  being  that  legal  title  to 
the  goods  should  not  pass  prior  to  the  acceptance  of  the  draft  by  the 
purchaser.  Many  of  the  drafts  so  sent  were  not  accepted  and  the 
goods  were  sold  to  persons  other  than  the  original  purchasers.  In 
numerous  cases  these  rejections  did  not  take  place  until  after  the  close 
of  the  corporation's  taxable  year  1919  and  notice  of  the  nonaccept- 
ance  was  not  received  prior  to  the  filing  of  the  company's  income  tax 
return  for  the  year  1919.  The  company  reported  in  its  return  for 
1919  the  profits  to  be  realized  upon  all  such  sales  made  within  the 
year  and  excluded  the  goods  so  sold  from  its  closing  inventory  for 
1919. 

Held,  that  since  title  to  the  goods  did  not  pass  until  the  acceptance 
of  the  drafts  by  the  foreign  purchaser  and  since  the  corporation  had 
no  assurance  that  the  sale  would  be  consummated,  no  part  of  the 
profit  to  be  realized  upon  anv  particular  sale  made  in  1919,  in  the 
manner  above  described,  should  nave  been  included  in  the  income  of  ^ 
the  corporation  for  that  year  if  at  the  end  of  the  taxable  year  1919  ^ 
the  company  was  not  in  receipt  of  notice  of  the  acceptance  of  the 
draft  accompanying  the  bill  of  lading  for  such  sale.  The  goods  so 
shipped  for  sale,  but  not  considered  as  having  been  actually  sold, 
because  of  the  nonacceptance  of  the  draft  or  because  of  the  non- 
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receipt  of  a  notice  of  the  nonacceptance  of  the  draft,  should  have 
been  included  in  the  closing  inventory  for  1919. 


Section  213(a),  Article  62 :  When  included  in  9-21-1477 

gross  income.  O.  D.  825 

Income  from  oil  royalties  must  be  returned  in  the  taxable  year 
received,  even  though  the  title  to  the  producing  land  is  in  litigation. 
If  any  part  of  the  royalty  income  is  ordered  by  the  court  to  be  paid 
oyer  to  another,  any  tax  previously  paid  thereon  will  be  credited 
against  any  income  tax  then  due  under  any  other  return  of  the  tax- 
payer, and  any  balance  of  the  excess  tax  paid  will  be  refunded  if 
proper  claim  for  such  refund  is  made. 


Section  213 (a) ,  Abticle  62 :  When  included  in  9-21-1478 

gross  income.  O.  D.  826 

The  M  Company  is  engaged  in  the  manufacture  and  sale  of  cer- 
tain goods  which  are  sold  to  the  consumer  directly.  Most  of  the 
firm's  customers  live  at  considerable  distances  from  the  factory,  so 
that  it  is  necessary  to  ship  the  goods  to  them.  In  some  instances  the 
purchaser  gives  his  order  for  the  immediate  delivery  of  a  portion  of 
the  goods  ordered  and  a  future  delivery  of  the  remainder,  the  date 
of  delivery  of  the  remainder  either  being  fixed  at  the  time  of  the 
contract  or  left  open  to  be  determined  by  the  buyer.  In  some  cases 
the  contract  obligates  the  company  to  deliver  goods  only  in  the 
future,  either  at  a  definite  date  nxea  at  the  time  or  entering  into  the 
contract  or  at  such  date  as  may  be  fixed  in  the  future  by  the  pur- 
chaser. In  the  contracts  involving  the  delivery  of  goods  in  the 
future  the  company  at  no  time  maKes  any  particular  apjiropriation 
of  any  particular  goods  to  fill  any  particular  order  or  portion  thereof 
until  the  time  specified  for  the  delivery  of  the  goods  to  the  carrier. 
At  the  time  of  entering  into  the  contract,  in  a  majority  of  the  cases  the 
purchaser  gives  his  promissory  note  in  settlement  for  the  goods.  The 
notes  do  not  bear  interest  until  maturity,  and  generally  the  due  date 
of  the  note  is  fixed  at  the  time  of  the  delivery  ot  the  bulk  of  the  order 
if  that  time  is  determinable  at  the  time  of  entering  into  the  contract. 
The  nature  of  the  goods  is  such  that  they  deteriorate  rapidly,  conse- 
quently only  such  goods  are  manufactured  at  any  particular  time  as 
are  necessary  to  fill  and  complete  shipments  of  orders  for  delivery 
at  the  particular  time  the  goods  are  manufactured. 

Held,  that  under  the  provisions  of  section  213(a)  of  the  Revenue 
Act  of  1918,  the  M  Company  is  not  required  to  treat  its  contracts 
covering  unfilled  and  undelivered  orders  for  its  goods  as  gross  sales 
for  the  year  in  which  the  order  is  taken  and  the  contract  entered  into, 
but  that  the  sale  of  the  goods  can  not  be  properly  considered  as  hav- 
ing taken  place  until  the  goods  are  delivered  to  the  carrier  for  ship- 
ment to  the  buyer,  or  in  those  cases  in  which  the  purchaser  is  to  call 
for  the  goods  at  the  place  of  business  of  the  company,  until  there 
L5  a  specific  identification  of  the  goods  manufactured  and  they  are 
put  in  a  deliverable  state. 
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Section  213(a),  Article  52 :  When  included  14-21-1545 

in  gross  income.  T.  D,  3159 

(Ct.D.5.) 

INCOME    TAX— REVENUE    ACT   OF    1918— DECISION    OF    COURT. 

1.  Yeah  to  Which  Income  Appobtionable — Lump  Si'm  Awarded  to  Ueceiveb 

IN  Addition  to  Salabt. 

Where  a  receiver  of  a  railroad  was,  in  1918,  awarded  a  large  sum  in  addition 
to  his  regular  salary,  as  additional  compensation,  which  he  was  required  to  re- 
turn on  a  cash  receipts  and  disbursements  basis  as  income  for  the  year  1918,  he 
was  properly  refused  permission  to  report  the  income  on  an  accrual  basis, 
apportioning  it  over  the  five  years  of  the  receivership,  for  the  reasons  (1) 
that  the  taxpayer  had  no  right  to  make  his  return  on  an  accrual  basis  under 
section  212  of  the  Revenue  Act  of  1918,  and  (2)  the  award  was  compensation 
for  personal  services  which  was  income  of  the  calendar  year  of  its  determination 
and  payment. 

2.  Effect  of  Nunc  Pro  Tunc  Ordeb  Apportioning  Over  Period  of  Years  Addi- 

tional Compensation  Previously  Awarded  Receiver. 

Where  upon  demand  by  collector  that  he  return  award  as  income  of  1918, 
taxpayer  applied  to  court  for  a  nunc  pro  tunc  order  showing  that  the  additional 
compensation  was  earned  and  accrued  in  equal  monthly  ia«;tallments  through- 
out the  receivership,  which  order  was  entered,  such  order  was  ineffective  to 
alter  the  conclusion  that  the  award  was  income  for  the  year  in  which  deter- 
mined and  paid. 

Treasury  Department, 
Office  or  Commissioner  of  Internal  Revenue, 

Washingtmi^  I).  C, 

To  collectors  of  irdemal  revenue  amd  others  concerned: 

The  appended  decision  of  the  United  States  Circuit  Court  of  Ap- 
peals for  the  Seventh  Circuit,  in  the  case  of  Jackson  v.  Smietcmka^ 
coUectm\  is  published  for  the  information  of  internal  revenue  officers 
and  others  concerned. 

M.  F.  Weot, 
Acting  Commissioner  of  Internal  Retwnue, 
Approved  April  29,  1921 : 
A.  W.  ]Vu:lu)n, 

Secretary  of  the  Treasury. 

United  States  Circuit  Court  of  Appeat^  for  the  Seventh  CiRcinT.    No.  2794. 

October  Term,  1920,  January  Session,  1921. 

William  J.  Jctckswiy  plaintiff  in  error,  v.  Julius  F.  SnUetanka.  collector  of  inr 

temal  revenue,   defendant  in  error. 

(Error  to  the  District  Court  of  the  United  States  for  the  Northern  District  of  Illinois, 

Eastern  Division.) 

Before  Baker,  Alschuler  and  Evans,  Circuit  Judges. 

Haker,  Circuit  Judge,  delivere<i  the  opinion  of  the  court : 

Jackson,  plaintiff,  filed  a  declaration  to  recover  income  taxes  paid  by  liim  W^lt 

under   protest.      Defendant's   deumrrer   was    sustained;   plaintiff   declined    to  ^ 

plead  over ;  and  this  writ  of  error  challenges  the  consequent  judgment. 

From  Mny,  1913,  to  April,  1918,  plaintiff  served  as  a  railroad  receiver  under 
appointment  of  the  District  Court  at  Chicago.  Plaintiff  acceptetl  the  «nploy- 
ment  under  an  order  providing  that  he  "  be  paid  on  account  of  his  services  at 
the  rate  of  $2,000  per  month  "  and  that  on  termination  of  his  trust  he  "  shall 
be  at  liberty  to  apply  for  such  further  compensation  as  to  the  court  may  then 
aopear  reasonable  and  just."     For  the  years  1913  to  1917  inclnsive  plaintiff 
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>uade  returns  on  the  basis  of  "  incouie  received  " ;  and,  respecting  this  receiver- 
sh^),  he  had  neither  a  business  system  nor  books  nor  unpaid  aliowances  for 
service  from  which  he  could  have  made  returns  of  "  income  accrued/'  In  1918 
plaintiff  was  allowed  and  paid  "  as  final  payment  for  all  sei*vices  rendered  by 
him  during  the  receivership  herein  the  additional  sum  of  $100,000."  On  March 
14.  1919,  plaintiff  filed  his  return  for  1918,  showing  the  receipt  of  said  $100,000, 
and  also  file<l  amended  returns  for  1913  to  1917  inclusive,  in  which  he  claimed 
that  pro  rata  parts  of  said  $100,000  were  "  accrued  income  "  of  those  years.  On 
April  16,  1919,  the  collector  rejected  the  amended  returns  and  demanded  nor- 
mal taxes  and  surtaxes  on  the  $100,000  so  received  In  1918.  Plaintiff  then 
prepared  and  on  April  22,  1919,  presented  to  the  District  Ck)urt  a  petition  for  a 
nunc  pro  tunc  order  showing  that  the  additional  compensation  was  e^trnod  and 
had  accrued  in  equal  monthly  installments  throughout  the  receivership,  and  the 
order  as  tendered  was  entered.  Thereupon  plaintiff,  on  May  28,  1919,  paid 
$26,826  under  protest,  and  subsequently  brought  this  action  to  recover  the  dif- 
ference, $19,973. 

Unless  some  effect  is  to  be  given  to  the  nunc  pro  tunc  order,  the  collector 
was  right.  Section  218  of  the  Revenue  Act  of  1918  requires  a  return  of  "  in- 
come derived  from  salaries  or  compensation  for  personal  service  '*  and  provides 
that  the  amount  thereof  '*  shall  be  included  in  the  gross  income  for  the  taxable 
year  in  which  received  by  the  taxpayer  unless  under  methods  of  account  per- 
mitted under  subdivision  (b)  of  section  212  any  such  amounts  are  to  be  prop- 
erly accounted  for  as  of  a  different  period."  That  subdivision  permits  a  return 
**  upon  the  basis  of  the  taxpayer's  annual  account  period  (fiscal  year  or  calendar 
year,  as  the  case  may  be)  in  accordance  with  the  method  of  accounting  regularly 
employed  in  keying  the  books  of  such  taxpayer ;  but  if  no  such  method  of  ac- 
counting has  been  so  employed,  or  if  the  method  employed  does  not  clearly 
reflect  the  income,  the  computation  shall  be  made  upon  such  basis  and  in  such 
manner  as  in  the  opinion  of  the  Commissioner  does  clearly  reflect  the  income." 
Not  only  do  the  facts  of  this  case  demonstrate  that  there  is  no  permission  in 
that  subdivision  to  save  plaintiff  from  the  direct  mandate  of  section  213,  but 
article  82  of  Regulations  45  (authorized  by  section  1309  of  the  Act)  explicitly 
requires  that  **  where  no  determination  of  compensation  for  personal  services 
is  had  until  the  completion  of  the  services,  the  amount  received  is  income  for 
the  calendar  year  of  its  determination."  Plaintiff  from  time  to  time  during  the 
receivership  had  applied  to  the  court  for  additional  compensation,  and  the 
court  had  always  refused.  Manifestly  such  refusals  were  in  accordance  with 
the  original  order  of  appointment,  which  plainly  denied  any  intermediate  right 
to  additional  compensation  and  left  the  question  of  wliat  additional  compensa- 
tion, if  any,  would  be  fair  to  be  determined  when  the  trust  ended  and  to  be 
dependent  upon  the  outcome  of  the  administration.  Ajid  whether  the  regulation 
means  that  the  compensation  is  income  of. the  year  in  which  the  determination 
of  the  amount  is  made  or  is  income  of  the  year  in  which  payment  is  made,  is 
immaterial  in  the  present  case,  for  both  determination  of  amount  and  payment 
thereof  occurred  in  1918. 

A  year  after  plaintiff  had  finally  stepped  out  of  the  District  Court  and  a 
month  after  his  liability  to  make  a  time  return  of  his  income  for  1918  had  be- 
come fixed,  plaintiff  reappeared  In  court  and  obtained  the  aforesaid  nunc  pro 
lunc  order.  Respecting  the  general  question  of  a  court's  authority  to  make 
nunc  pro  tunc  orders  or  judgments,  plaintiff  cites  certain  authorities,*  which 
we  supplement  by  calling  attention  to  others.*  In  regard  to  the  present  order 
it  suffices  to  say :  There  was  no  misprision  of  a  clerical  officer ;  no  new  facts ; 
no  newly  discovered  evidence  concerning  former  issues  of  fact;  no  failure  in 
the  court  to  enter  the  original  order  exactly  as  the  court  intended  to  enter  it ; 
even  if  the  petition  for  the  nunc  pro  tunc  order  had  tendered  an  issue  which  in- 
terested the  original  parties  (the  railroad  company  and  its  creditors),  no  steps 
were  taken  by  the  aforetime  receiver  to  have  them  join  issue ;  the  petition  was 
heard  ex  parte;  and  as  to  the  government  all  the  matters  In  the  District  Court 
were  res  inter  alios. 

The  judgment  is  aflirmed. 

<  voter's  Fed.  Pr.  (6th  Ed.)  vol.  2,  Sees,  447,  447a,  448;  Lewis  v.  Holmes,  224  Fed. 
410;  'Farmern  d  Merchant*  Bank  v.  Arizona  M.  B.  d  L.  AM'n^  220  Fed.  1:  Accord  v. 
lI'Mttm  Pocahontas,  156  Fed.  889;  Kaio  Valley  Drainage  District  y.  U,  P.  Rid.  Co.,  163 

« Brooks  ▼.  Rv.  Co.,  102  U.  8.  107 ;  Brown  y.  Sctwlten,  104  U.  S.  410 ;  In  re  Wight, 
134  U.  B.  1.^6 ;  Hickman  v.  Fort  Scott,  141  U.  S.  415 ;  Oapnon  v.  United  States,  193 
U.  S..  451 ;  Wettnore  r.  Karrick,  205  U.  S.  141 ;  Brown  y.  United  States,  196  Fed.  851. 
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Sectioi^^  213 (a) ,  Abtiglb  52 :    When  included  in  15-21-1559 

gross  income.  O.  D.  869 

The  provisions  of  article  52  of  Begulations  45  relating  to  undecided 
and  indefinite  items  of  gross  income  for  1918,  such  as  claims  for  cc»n-  ^^ 
pensation  under  canceled  contracts,  merely  jjrovidcd  for  the  tern-  flK 
porary  omission  from  the  tax  i*etum  of  those  items  of  income  whicJi 
were  at  tliat  time  undecided  and  not  sufficiently  definite  in  amount  to 
be  reported.  Those  provisions  are  not  applicable  in  cases  in  which 
collections  of  taxpayers  for  the  year  1920  have  been  postponed  because 
of  unusual  conditions  such  as  the  moratorium  in  Cuba,  there  being 
BO  question  as  to  the  definiteness  of  the  obligati<Mis  of  purchasers. 


Sectiok  213(a),  Article  52:   When  included  17-21-1592 

in  gross  income.  T.  D.  3161 

(a.D.10) 

INGOMB  TAX--ACT  OF  OCTOABB  8,  191S— -DBCISION  OF  COUBT. 
1.   iNCOaClD — ^Al>DITIONAL     SaIJLBT    OF    OFFICES    OF    OOBPOBATION,     SUBSEQDSMTLT 

Authorized,  Offset  by  Ovebdbafts  Auucady  Maok. 

Wliere,  relying  on  the  unofficial  promises  of  a  majority  of  the  board  of 
<Urectors  that  additional  salary  would  be  voted  him  for  past  years,  the  presi- 
dent of  a  corporation  overdrew  his  account  with  the  coriwratioB,  additional 
salary,  subsequently  voted,  was  income  to  him  for  ttte  year  in  which  the  amount 
thereof  was  finally  settled  upon  and  segregated  by  an  order  of  the  board,  al- 
though he  had  actually  received  and  spent  the  mon^,  as  overdrafts,  prior  to 
tliat  year. 

2.  Same — ^iNVAunmr  of  Vote  of  AniHTioifAZ.  Saiaey — Bstoppel  bt  Ii^^ke 

Tax  Retubk. 

Where  the  corporation  deducted  the  additional  salary  of  the  president  when 
it  made  its  income  tax  return,  the  validity  of  the  order  of  the  board  granting 
such  additional  salary  can  not  be  questioned,  although  such  president's  vote  as 
director  of  the  corporation  was  necessary  to  pass  tlie  order,  and  the  minority 
directors  and  the  stockholders  have  never  acquiesced  therein. 


TREAStnEtT  Depaktment^ 
OrnoE  OF  CoMMisioKsac  of  Internal.  Revenue. 

Washmffton^  i9.  C, 

To  coUectora  of  mtemal  reven/ue  aaid  others  concerned : 

The  appended  decision  of  the  United  States  District  Court  for 
the  Eastern  District  of  Missouri,  dated  February  8,  1921,  in  the 
case  of  W.  J.  Holhrook  v.  George  H.  Moore^  collector^  is  published 
for  the  information  of  internal  revenue  officers  and  others  concerned. 

M.  F.  "West, 
Acting  C orrmhissioner  of  iTitemai  ReveTme, 

Approved  May  3,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury, 
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UMTi2>   States   Dibtsict   Cou&t   fou   the   Eastkbn    Distbict   of   Missouri. 

No.  5161. 

W.  J,  ffolhrooky  plaintiff,  v.  George  H.  Moore,  collector,  defendant. 
Submitted  to  the  court  sitting  as  jury,  on  an  agreed  statement  of  facts. 

[Decided  Feb.  8,  1921.] 

Oral  opiDion  of  the  court : 

This  case  was  Bubmittetl  to  the  court  sfttlng  as  a  jury,  and  a  jnry  being 
specially  waived  in  writing:  the  court  heard  the  testimony  and  the  arguments 
of  counsel,  and  has  since  consideved  the  briefs  flled  on  both  sides. 

The  facts  are  somewhat  unique,  and  I  confess  just  a  little  difficulty  with  the 
case.  Plaintiff  is  president  of  a  real  estate  company  doing  business  here  In 
the  dty  of  St  Louis.  He  is  also,  of  course,  a  director  in  that  company.  He 
and  two  others  of  the  directors  (of  whom  tliere  are  five  in  all)  made  the  onlers 
and  passed  the  resohitions  to  which  I  shall  hereafter  refer.  The  remaining 
two  directors  had  nothing:  to  do  with  these  orders  and  resolutions. 

Plaintiff  and  the  two  directors  baring  to  do  with  the  resolution  that  I  shall 
mention  owned  75  per  cent  of  the  capital  stock.  Twenty-five  per  cent  Is  in 
the  hands  of  other  stockholders,  presumably  in  the  hands,  among  others,  of 
the  two  directors  not  taking  part  In  the  orders  and  resolutions  to  which  I  have 
before  referred. 

In  the  years  precedini?  March  1,  1913,  the  date  at  which  the  income  tax  Act 
took  effect — ^tliat  Is,  the  Act  of  October  3,  1913 — ^plaintiff  was  the  active  manager 
of  the  corporation  of  which  he  is  a  director  and  president.  The  affairs  of  his 
corporation  seem  to  have  been  very  successful  and  profitable.  It  was  deemed 
by  plaintiff  and  two  of  the  directors  that  his  services  for  the  years  1909,  1910, 
1911,  and  1912  were  such  as  reasonably  to  entitle  him  to  additional  compensa- 
tion to  that  allowed  hluj  by  the  rules  and  by-laws  of  the  board  of  directors. 
No  a^eement  as  to  the  amount  of  that  compensation  was  ever  arrived  at  by 
anybody  up  until  December,  1913. 

Plaintiff  relying,  as  he  says,  upon  the  promise  of  two  directors,  became  in- 
delited  to  the  compBuxy,  and  this  indebtedness  was  carried  on  the  books  of  the 
company  as  overdrafts.  These  overdrafts  of  plaintiff  amounted  in  December, 
1913,  to  about  $70,000.  In  this  month  and  year  (plaintiff  and  two  other  di- 
rectors concurring)  plaintiff  was  allowed  a  credit  upon  the  books  of  the  com- 
pany for  $50,000,  leaving  the  plaintiff  owing  the  company  at  that  time  $20,000 
on  his  overdrafts.  Although  seven  years  have  passed,  neither  the  other  two 
directors  nor  the  stockholders  have  ever  affirmatively  acquiesced  In  this  allow- 
ance, although  plaintiff  was  given  credit  for  it  upon  the  books  of  the  company 
in  December,  1913,  in  the  sum  that  I  have  heretofore  stated,  $50,000. 

In  the  year  1913  the  Holbrook-Blackwelder  Ueal  Estate  Trust  Company  (I 
believe  this  is  the  exact  style  of  it)  made  out  its  return  as  it  was  required  to 
do  by  the  law  then  In  force,  as  a  basis  of  assessment  against  it  of  an  income 
tax  for  the  year  1913.  It  may  have  been,  perhaps,  in  January,  1914,  but  that 
cuts  no  figure  in  the  case.  In  this  i-etum  it  took  credit  for  the  $50,000  that  It 
liad  allowed  to  plaintiff  on  its  t>ooks  as  an  expense.  It  is  true  that  It  hap- 
pene<l,  fortuitously,  that  the  company  during  the  year  1913  had  lost  $76,000, 
so  that  it  had  to  pay  no  income  tax  at  all.  It  would  not  have  had  to  pay  it 
in  any  event. 

Upon  this  $50,000  so  carried  to  the  credit  of  plaintiff  upon  the  books  of  his 
company  in  1913,  the  defendant  assessed  against  him  an  income  tax  amounting 
to,  I  believe,  $990.36.  This  tax  the  plaintiff  paid.  After  the  usual  procedure 
he  brought  suit  against  the  defendant,  Moore,  in  order  to  secure  a  refund.  The 
question  is  whether  this  tax  was  correctly  or  incorrectly  assessed  against  him 
under  the  law  then  In  force     I  have  reached  the  conclusion  that  it  was. 

Up  until  December,  1?^3.  and  on  the  28fh  of  the  month,  I  believe,  there  had 
never  been  an  ascertainment  of  the  amount  that  phimtlff  should  have  from  the 
oorapany  as  additional  eompenaation ;  that  matter  was  left  undeternrlned.  It 
is  true  that  he  bad  gotten  the  money  and  had  spent  it  in  the  years  preceding 
the  taking  effect  of  the  income  tax  Act  of  October,  1913.  Upon  the  books  of 
tiie  company  he  owed  It  overdrafts  not  only  for  the  $50,000  but  for  an  amount 
largely  in  excess  of  that  sura.  Up  to  that  tinve  he  had  never  gotten  it  and  it 
was  not  oeitaiB  that  he  erer  would  get  it.    But  at  this  time  the  credit  to  come 
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to  liiui  was  finally  settletl  upon  and  segrogated  by  an  order  of  the  board.  It 
may  be  said,  since  only  two  members  of  the  board  (in  addition  to  iHaintlfl 
himself)  acquiosr etl  in  this,  that  therefore  it  was  no  order,  and  that  since  the 
other  two  directors  and  the  stockholders  have  never  to  this  good  day  ac- 
quiesced in  it,  that  it  was  no  order.  I  take  it  that  the  company  is  foreclosed 
by  the  fart  that  they  took  credit  for  it  when  they  made  their  income  tax  return 
for  the  year  following  the  year  at  which  they  passed  this  credit  to  plaintiff 
upon  the  corporation's  books. 

I  am  le<l  to  t!ie  conclusion  that  I  have  reached  largely  by  the  case  of  Jackson 
y.  Smictankay  267  Fed.,  932,  a  case  recently  decided  in  Illinois  wherein  the 
facts  were  that  Jackson,  as  receiver  for  some  I'allroad  company,  was  allowed 
by  order  of  the  court  $2,000  per  month  for  a  number  of  years  prior  to  the 
taking  effect  of  the  income  tax  Act  of  1918.  When  a  final  settlement  came, 
Jackson  as  receiver  was  allowed  $100,000  additional  for  his  services,  over  and 
beyond  the  $2,000  a  mouth  that  he  had  been  collecting  theretofore.  It  was 
understood  throughout  the  receivership  that  when  the  same  was  finally  settled 
he  was  to  be  allowe<l  additional  compensation.  The  order  of  the  court  allow- 
ing that  additional  compensation  proportioned  that  allowance  over  the  years 
1914,  1915,  1916,  and  1017  in  practically  equal  amounts.  Of  course,  Jackson 
Gontemplate<1  paying  an  income  tax ;  he  conceded  that,  but  the  question  the  court 
had  before  it  was  whetlier  Jackson  ought  to  pay  according  to  the  law  of  1916,  or 
whether  he  ought  to  pay  according  to  the  law  that  was  in  force  in  1914,  1915, 
and  so  on.  The  court  held  that  he  ought  to  pay  as  of  the  time  and  under  the 
law  in  force  at  the  time  the  final  settlement  and  final  allowance  was  made. 

This  Jackson  case  Is  the  one  that  I  find  nearest  to  the  facts  in  this  case.  As 
I  stated  in  the  beginning,  the  case  is  a  close  and  difiicult  one,  but  I  have  con- 
cluded both  upon  the  rea^oning  and  under  the  authority  of  the  Jackson  case, 
that  the  judgment  should  be  for  the  defendant.    It  is  so  ordered. 


Section  213(a).  Article  52:  When  included  in 
gross  income. 

(See  24^21-1687;  sec.  214 (a) 8,  art.  1C5.)     Earnings  of  a  business 
received  in  1919  after  years  of  dispute  as  to  their  ownership. 


• 
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duced  to  possession.  A.  R.  R.  366 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  ruling  that  certain  credits  on 
the  books  of  the  M  Company,  authorized  by  the  stockholders  and  di- 
rectors of  said  comj^any  as  compensation  for  A's  services,  represented 
income  to  A  in  the  taxable  years  1916, 1917,  and  1918. 

In  1891  A  purchased  an  interest  in  the  M  Company,  and  was 
elected  treasurer  of  said  company.  At  the  time  of  its  purchase  the 
M  Company  had  large  funded  and  floating  indebtedness,  a  very 
small  and  inadequate  plant  with  limited  circulation  and  compara- 
tively few  advertising  contracts.  A  placed  behind  the  M  Company 
all  of  his  personal  credit  and  endorsed  its  notes  and  contracts  freely. 
After  some  years  of  business  and  financial  effort,  the  business  became 
one  of  the  leading  businesses  of  its  kind,  and  the  company  regularly 
paid  dividends.  At  a  meeting  of  the  directors  in  1906,  and  at  a  A^) 
meeting  of  the  stockholders  of  the  company  held  in  1907,  there  was  ^* 
voted  a  commission  to  be  paid  to  A  upon  the  increase  of  business  of 
the  M  Company  under  his  management  as  compared  to  the  bnsiiless 
prior  to  his  management.  At  the  time,  it  was  explained  and  clearly 
understood,  according  to  affidavits  of  certain  stockholders  which 
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have  been  submitted,  that  A,  in  proposing  that  his  compensation 
should  be  on  the  basis  of  a  commission  instead  of  a  fixed  salary,  de- 
sired a  weekly  allowance  to  be  paid  for  living  expenses,  and  that  any 
excess  beyond  such  amount  was  to  be  credited  monthly  upon  the 
^  books  of  the  company  and  not  to  be  actually  paid  except  at  the  con- 
w  venience  of  the  company  according  to  its  financial  situation  from 
time  to  time. 

According  to  the  report  of  the  field  examiner,  the  records  of  the  M 
Company,  snows  that  A*s  commissions  for  1916  amounted  to  6a?  dol- 
lars and  that,  in  addition  to  weekly  payments,  aggregating  l/2a?  dol- 
lars, he  also  drew  during  that  year  7a?  dollars,  which  was  charged 
against  his  credit  balance  on  the  books.  In  1917  A  reported  in  nis 
tax  returns  salary  and  commission  of  Sx  dollars,  representing  actual 
drawings,  while  the  amount  credited  to  A  during  tnis  year  was  Z^x 
dollars  in  excess  of  his  actual  drawings.  In  the  year  1918  the 
amount  reported  by  him  for  salary  and  commissions  was  4a;  dollars, 
representing  actual  drawings,  while  the  amount  actually  credited  by 
the  M  Company  to  A's  account  for  the  year  was  3a;  dollars  in  excess 
of  his  actual  drawings. 

The  Income  Tax  Unit  has  sustained  the  examining  revenue  agent 
in  treating  as  income  the  amounts  so  actually  credited  to  A  during 
the  taxable  years  in  question. 

It  is  the  contention  of  the  taxpayer  that  these  additional  credits 
can  not  be  treated  as  taxable  income  because  A  kept  his  books  on  a 
cash  receipts  and  disbursements  basis  and  that  such  credits  could 
not  even  be  considered  as  "  constructive  receipts  "  because  of  the  limi- 
tation on  his  drawing  account  by  agreement  on  the  part  of  A  not  to 
dr^w  on  the  book  credits  unless  the  company  was  financially  able  to 
pay  the  same.    Counsel  for  taxpayer  contends  that — 

Even  if  the  doctrine  of  "  constructive  receipt "  construeil  as  meaning  the 
placing  of  property  within  the  absolute  control  of  the  creditor,  Is  correct,  there 
Is  no  **  constructive  receipt "  in  this  case.  No  money  was  so  credited  to  A  that 
it  could,  in  the  language  of  article  53,  '*  be  drawn  upon  by  him  at  any  time." 
Further  affirmative  action  was  necessary  on  the  part  of  the  corporation,  or  its 
representative,  before  he  could  get  his  money.  It  is  Immaterial  that  he  could, 
by  reason  of  his  relation  to  the  corporation,  to  some  extent  determine  the  action 
of  the  corporation  or  act  for  it. 

The  question  very  naturally  arises  whether  A  did,  as  a  matter  of 
fact,  draw  on  the  credit  in  excess  of  his  weekly  allowance  to  be  paid 
for  living  expenses,  and  if  so,  who  determined  whether  or  not  the 
corporation-  could  conveniently  pay  such  amounts.  It  does  not 
appear  that  any  limitation  was  definitely  placed  on  the  amount  which 
might  be  determined  as  living  expenses.  As  a  matter  of  fact,  in  the 
year  1916,  as  above  stated,  there  was  drawn  against  this  account  7x 
dollars  in  addition  to  what  appears  to  have  been  weekly  charges  of 
ix  dollars,  and  the  amount  drawn  was  in  excess  of  the  amount 
credited  for  the  year.    It  is  not  shown  that  A  conferred  with  any  of 

«the  stockholders  or  directors  with  respect  to  anv  definite  amount  for 
expenses  or  with  respect  to  the  convenience  of  the  corporation  to  pay 
aay  amount  put  of  his  credit  account.  As  a  matter  of  fact  the  draw- 
ing^:transactions  seem  to  be  largely  a  matter  of  the  convenience  of  A 
ratlier  than  a  question  of  the  convenience  of  the  corporation.  The 
fimds  were  to  his  credit  on  the  books  of  the  corporation ;  he  was  the 
controlling  stockholder;  he  was  the  active  manager  and  the  financial 
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condition  of  the  corporation  was  such  as  to  indicate  payments  of  the 
amount  of  each  annual  credit  without  financial  embarrassment. 

The  assurance  of  A  that  drawing  would  not  be  made,  except  at 
the  convenience  of  the  corporation,  is  offset  by  the  right  of  A  himself 
as  manager  and  controlling  stockholder  to  determine  the  ability  of 
the  corporation  to  pay  and  the  record,  as  above  recited,  conclusively 
supports  the  right  and  propriety  of  such  determination. 

Surely  no  one  had  more  exclusive  control  over  these  credits  than 
A  himself,  even  though  they  were  not  reduced  to  possession.  For  all 
intent  and  purpose  the  corporation  was  acting  as  his  fiscal  agent 
because  the  credits  had  been  duly  and  lawfully  placed  at  his  disposal 
and  under  his  control. 

The  Committee  accordingly  concludes  that  under  the  construction 

f  laced  on  such  credits  by  articles  53  and  54  of  Regulations  45,  the 
ncome  Tax  Unit  was  correct  in  treating  the  accruals  of  each  taxable 
year  as  income  to  A  in  such  years. 


Section  218(a),  Article  53:  Income  not  re-  &-21-1479 

duced  to  possession.  O.  D.  827 

A  manufacturing  corporation  sells  a  large  part  of  its  product  on 
the  coupon  system.  This  system  is  a  mutually  advantageous  ar- 
rangement between  purchaser  and  manufacturer  whereby  the  pur- 
chaser orders  and  pays  for  a  quantity  of  the  product  in  excess  oi  his 
immediate  needs,  thereby  securing  quantity  discount,  the  balance 
of  the  order  to  be  delivered  as  needed  upon  presentation  of  coupons 
issued  by  the  manufacturer  at  the  time  of  the  sale.  If  any  coupons 
are  not  used,  or  if  the  company  is  unable  to  make  delivery  of  goods 
upon  demand,  the  full  purchase  price  of  the  coupon  is  refunded  to 
the  purchaser. 

In  rendering  its  income  and  profits  tax  returns,  the  company  may 
treat  the  sales  value  of  the  coupons  issued  and  outstanding  at  th!e 
close  of  the  taxable  year  as  a  liability  and  base  the  amount  of  gross 
profit  from  sales  upon  the  coupons  redeemed  in  merchandise  during 
the  year. 


Section  213(a),  Articuc  54:  Examples  of  con-  15-21-1560 

structive  receipt.  •  A.  R.  R.  375 

(Also  Section  213(b),  Article  87.) 

The  Committee  has  had  imder  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  holding  that  an  item  of  intei'est 
amounting  to  5x  dollars,  which  accrued  prior  to  March  1,  1913,  con- 
stituted taxable  income  in  1915,  the  year  in  which  received;  that  the 
amount  of  15a?  dollars  received  in  1915,  and  the  amounts  23Ja-  dollars 
and  123a?  dollars  received  upon  final  dissolution  of  a  syndicate  in  ^ 
1916,  constitute  taxable  income  for  1915  and  1916,  respectively,  inas-  ^\ 
much  as  A  had  received  16x  dollars  from  the  syndicate  in  1915  in 
excess  of  the  amount  invested  by  him  in  the  syndicate ;  and  thAt  the 
profit  derived  from  the  liquidation  of  the  P  Company  accrued  in 
1916  instead  of  1915,  as  contended  by  the  attorneys  for  the  taxpayer. 


I 
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It  appears  that  the  item  of  &&  dollars  was  interest  whicli  had 
accmed  and  was  due  and  payable  prior  to  March  1,  1013.  The 
revenue  agent  in  making  the  investigation  increased  the  item  of  in- 
terest returned  by  A  for  1915  by  this  amount  and  the  attorQeys  con- 
tend that  in  accordance  with  the  provisions  of  article  87,  Regulations 
45,  the  interest  in  question  was  property  held  by  the  taxpayer  on 
March  1,  1913,  and  the  receipt  of  the  interest  which  had  wholly  ac- 
crued and  was  due  and  payaWe  prior  to  that  date  was  a  conversion 
of  capital  and  should  not  be  included  in  the  computation  of  net  income 
for  1915,  the  year  in  which  received.  It  also  appears  that  the  reve- 
nue agent  in  making  his  investigation  included  in  the  return  filed 
for  1916  an  item  of  15a?  dollars  which  represented  the  excess  over  the 
amount  A  had  invested  in  the  syndicate.  It  is  contended  on  behalf 
of  the  taxpayer  that  this  item  does  not  constitute  taxable  income  for 
1915  for  the  reason  that  the  fair  market  value  of  the  assets  owned  by 
the  syndicate  and  A's  interest  on  March  1,  1913,  exceeded  the  total 
amount  received  in  dissolution  of  the  syndicate. 

It  appears  that  A  received  amounts  of  23Jaj  dollars  and  123a? 
dollars  in  1916  in  final  distribution  by  the  syndicate.  This  syndicate 
owned  all  the  stock  of  the  M  Company,  60  per  cent  of  the  stock  of 
the  N  Company,  y  shares  of  stock  ot  the  O  Company  and  other  prop- 
erties. The  entire  assets  were  disposed  of  in  1915  and  1916  and  cash 
was  distributed  to  the  members  of  the  syndicate.  The  items  stated 
above  have  been  included  by  the  revenue  agent  in  A's  return  for  1916 
and  additional  taxes  have  been  assessed  by  the  Income  Tax  Unit  on 
account  of  such  inclusion. 

It  is  contended  by  the  attorneys  for  A  that  no  part  of  the  amounts 
received  from  the  syndicate  constitutes  taxable  income  for  any  jear 
fbr  the  reason  that  the  fair  market  value  of  the  assets  of  the  syndicate 
as  of  March  1, 1913,  was  in  excess  of  the  amount  received. 

A  valuation  of  the  properties  of  the  svndicate  as  of  March  1,  1913 > 
has  been  made  and  it  appears  to  the  Committee  that  the  evidence 
clearly  shows  the  value  of  the  assets  of  this  syndicate  on  March  1, 
1913,  was  at  least  equal  to  the  amount  receivea  in  1915  and  1916  by 
its  members. 

It  appears  that  the  P  Company  was  organized  in  1899  and  that  on 
Mardh  1, 1913,  A  owned  4^  shares  of  the  stock  of  this  company ;  that 
in  the  fall  of  1915  plans  were  initiated  for  the  liquidation  of  the 
6orp>oration ;  that  in  1915  the  board  of  directors  adopted  a  resolution 
formally  authorizing  the  liquidation,  and  that  for  the  purpose  of  this 
distribution  the  transfer  books  of  the  company  were  closed  December 
— )i  1915,  and  reopened  January  — ,  1916. 

The  question  here  presented  for  consideration  is  whether  the  lioui- 
dation  of  the  corporation  occurred  in  1915  or  in  1916  and  whetner 
tile  dividends  were  constructively  received  in  1915. 

Inasmuch  as  this  is  a  question  of  law  on  which  the  Solicitor  had 
previously  passed  in  Solicitor's  Memorandum  971  (C.  B.  1,  p.  79), 
the  question  was  again  referred  to  his  office  for  reconsideration.  The 
Committee  is  now  in  receipt  of  an  opinion  from  him  as  follows: 

A  owned  on  March  1,  1913,  4ip  shares  of  the  stock  of  the  P  Company.  In 
the  faU  of  1915  plans  were  initiated  for  the  liquidation  of  the  corporation.  The 
corporation  owned  a  large  block  of  stock  In  another  company  which  was  trans- 
ferred to  the  M  Company  in  exchange  for  stock  of  the  latter.     Arrangements 
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Avere  jjiade  with  an  iiiiderwritiiif?  syndicate  whereby,  in  the  distribution  of  assets 
of  the  1*  Company,  the  stockholders  could  be  given  either  stock  in  the  M  Com- 
pany or  cash,  the  election  to  be  made  by  each  stockholder. 

At  u  meeting  of  the  board  of  directors  of  the  P  Company  held  In  December, 
1915,  a  resolution  was  adopted  formally  declaring  distribution  of  a  portion  of 
the  assets  of  the  corporation  in  the  nature  of  a  so-called  liquidating  dividend. 
That  resolution  reads  in  part  as  follows: 

*  *  *  Resolved,  That  the  following  distribution  among  the  stockholders  of 
record  of  this  company  at  the  close  of  business  December  — ,  1915,  be  made: 
(then  follows  a  dttailed  description  of  the  distribution  to  be  made.  This  In- 
cluded stock  of  the  M  Company,  or  cash  in  lieu  of  such  stock,  at  the  option  of 
the  stockholder,  stock  of  the  R  Company,  stock  of  the  S  Company,  and  stock  of 
the  T  Company,  as  to  which  no  option  of  taking  cash  was  given.) 

Further  resolved,  That  for  the  purpose  of  this  distribution  the  transfer  books 
of  the  company  be  closed  December  — ,  1915,  and  reopened  January  — ,  1916, 

At  the  same  meeting  of  the  board  of  directors  another  resolution  was 
adopted,  the  first  sentence  of  which  reads: 

Resolved,  That  a  circular  letter  in  the  form  following  be  sent  at  once  to  the 
several  stockholders  of  this  company. 

The  circular  letter  advised  the  stockholders  of  the  decision  to  distribute  a 
lx)rtion  of  the  assets  of  the  corporation,  the  distribution  "to  be  made  as  of 
December  — ,  1915,"  and  requested  that  each  stockholder  elect  whether  he  would 
receive  stock  of  the  Jil  Company  or  cash  in  lieu  thereof,  and  notify  the  corpora- 
tion of  his  election  not  later  than  noon  on  January  — ,  1916.  It  was  stated 
that  as  to  any  stockholder  the  nature  of  whose  election  was  not  communicated 
within  the  time  designated  it  would  be  assumed  he  had  elected  to  receive  cash. 

The  letter  then  stated: 

As  soon  after  January  — ,  1916,  as  practicable  there  will  be  sent  by  registered 
mall  to  each  stockholder  of  record  of  this  company  the  certificates  of  stock 
(or,  in  the  case  of  those  electing  to  accept  cash  in  lieu  of  shares  of  the  M  Com- 
pany, the  cash)  to  which  the  several  stockholders  of  this  company  shall  be 
entitled  as  their  respective  proportions  of  the  distribution  above  mentioned^ , 

The  circular  letter  was  distributed  to  the  stockholders,  the  transfer  boolss 
closed  in  December,  1915,  the  election  of  the  stockholders  recorded  in  due  time, 
and  the  distribution  actually  n)ade  after  January  — ,  1916.  In  the  summer  of 
1916  the  remaining  assets  of  the  corjDoratlon  were  distributed.  In  the  two  dis- 
tributions A  received  an  amount  in  excess  of  the  market  value  of  his  stock  in 
the  P  Company  as  of  ^larch  1,  1913,  an<l  It  is  his  contention  that  the  profit 
attributable  to  the  first  distribution  was  constructively  received  Deceniber  — , 
1915,  and  taxable  at  the  1915  rates.  In  Solicitor's  Memorandum  971  this  ques- 
tion was  passed  upon  and  decided  adversely  to  the  taxpayer,  and  reconsideration 
of  that  decision  is  now  requested. 

In  the  brief  filed  with  the  Bureau  by  the  taxpayer  the  argument  is  advancetl 
that,  no  time  for  payment  having  been  specified,  the  amount  to  be  distributed 
was  payable  on  demand,  citing  14  C.  J.  811,  and  was,  therefore,  constructively 
received  December  — ,  1915.  citing  articles  53  and  54,  Regulations  45.  Regula- 
tions 45  primarily  have  reference  to  the  Revenue  Act  of  1918,  but  the  provisions 
not  purely  Interpretative  of  the  statute  may  be  considered  in  connection  with 
questions  arising  under  the  earlier  Acts,  and  it  is  upon  Regulations  45  that  the 
taxpayer  bases  his  contention.  Article  53  of  Regulations  45,  dealing  with  con- 
structive receipt,  reads,  in  part,  as  follows :  .... 

Income  which  Is  credited  to  the  account  of  or  set  apart  for  a  taxpayer  jiitid 
which  may  be  drawn  upon  by  him  at  any  time  is  subject  to  tax  for  the  year 
during  which  so  credited  or  set  apart,  although  not  then  actually  reduced  to 
possession.    To  constitute  receipt  In  such  a  case  the  income  must  be  credited 
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to  the  taxpayer  without  any  substantial  limitation  or  restriction  as  to  the  time 
or  manner  of  payment  or  condition  upon  which  payment  is  to  be  made. 

In  the  instant  case  the  dividend  was  not  in  money  but  in  stocli  of  four  cor- 
porations, witli  an  option  in  the  stocliholder,  as  to  tlie  stocli  of  the  M  Company 
to  receive  either  the  stock  or  cash  in  the  proi)er  amount.  The  argument  of  the 
taxpayer  is,  hi  effect,  that  either  the  M  Company  stock,  or  cash  in  lieu  thereof, 
to  be  latcu"  determined,  was  constructively  received  December  — ,  1915.  The 
theory  of  constructive  receipt,  by  its  very  nature,  does  not  apply  to  the  receipt 
of  an  indefinite  thing.  There  can  be  no  receipt,  constructive  or  otherwise,  when 
the  thing  to  be  received  is  not  yet  determined.  Until  exercise  of  the  option  by 
the  stockholders,  and  communication  to  the  corporation  of  the  nature  of  the 
election,  no  payment  could  be  made  luider  the  terms  of  the  resolution  declaring 
the  distribution.  Election  was  a  condition  precedent  to  the  right  to  demand 
payment,  and  the  case  is  not  within  the  above-quoted  provisions  of  article  53, 
for  there  was  a  very  substantial  condition  upon  wliich  payment  was  to  be  mada 

In  a  supplemental  brief  counsel  for  the  taxpayer  contend  that  "  a  right  to 
receive  property  of  a  known  value,  or  as  an  alternative,  a  certain  sum  in  cash, 
Is  clearly  worth  the  higher  of  the  two  figures,  and  one  receiving  such  a  right  Is 
properly  to  be  charged  with  having  received  the  hijrher  amount."  My  conclu- 
sion does  not  n^ative  this  proposition ;  it  is,  I  think,  a  proper  method  of  valu- 
ing a  chose  in  action.  But  "  a  right  to  receive  property  "  does  not  constitute 
income,  unless  It  falls  within  the  above-quoted  language  defining  constructive 
reeeipt- 

The  argument  is  also  advanced  that  the  stock  was  payable  to  the  stockholder 
without  qnallficatlon  December  — ,  1915,  and  that  the  option  of  the  stockholder 
was  merely  to  have  this  stock  sold  by  the  corporation  to  the  syndicate  on  his 
account.  The  resolutions  of  the  directors  do  not,  in  my  opinion,  permit  this 
construction;  there  is  no  suggestion  of  agency.  The  contention  is  directly 
negatived  by  the  provision  of  the  circular  letter  that  any  stockholder  who 
failed  to  communicate  the  nature  of  his  election  by  January,  1916,  would  be 
presumed  to  have  elected  to  receive  cash  and  would  lose  his  right  to  receive 
stock. 

The  above  discussion,  however,  does  not  dispose  of  the  R  Company,  S  Com- 
l>any,  and  T  Company  stock.  The  taxpayer  cites  authority  for  the  proposition 
that  where  a  distribution  is  declared  by  a  corporation  with  no  time  of  payment 
specified,  the  amount  to  be  distributed  Is  payable  on  demand.  But  it  can  not  be 
said  that  in  this  case  no  time  of  payment  was  specified.  It  is  true  no  time 
was  specified  by  the  resolution  of  the  board  of  directors  ordering  the  distribu- 
tion. At  the  same  meeting  of  the  board,  however,  the  resolution  directing  the 
mailing  of  a  circular  letter  was  adopted,  setting  out  word  for  word  the  letter  to 
l>e  sent,  the  letter  stating  that  the  distribution  would  be  made  "  as  soon  after 
January  — .  1916,  as  practicable." 

In  his  supplemental  brief  the  taxpayer  contends  that  the  circular  letter 
should  not  be  treated  as  part  of  the  vote,  and  compares  the  relation  of  the  letter 
to  the  vote  of  distribution  to  the  relationship  between  Regulations  45  and  the 
Revenue  Act.  I  think  the  directors  in  the  second  resolution,  setting  forth  the 
circular  letter,  could  have  materially  altered  the  first.  Ford  v.  EastJiamptofi 
Co.,  158  Mass.  84,  32  N,  B.  1036.  However,  no  attempt  was  made  to  do  so;  the 
second  resolution  merely  clarifies  the  first.  Regardless  of  the  exact  function 
of  the  second  resolution,  I  am  convinceil  that  it  can  be  examined  to  clear  up 
amikiguities  and  cure  omissions  of  the  first,  and  that  the  dividend  was  not,  as 
a  matter  of  law,  payable  on  demand  prior  to  January  — ,  1916. 

Nor  can  I  concede  the  contention  that  the  circular  letter  did  not  deny  the 
right  of  the  stockholder  to  take  his  distributive  share  in  1915,  but  merely 
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postponed  the  mailing  of  the  indicia  of  ownership.  Should  a  distinction  be 
made  between  the  date  a  right  of  a  proprietary  interest  in  a  corporation  accrues 
and  the  date  the  right  to  the  shares  accrues,  the  rule  of  constructive  receipt 
would  be  lost  in  a  maze  of  technicalities.  Clearly,  I  think,  rights  vested  in  the 
stockholders  in  1915;  but  they  constituted  a  mere  chose  in  action,  a  right  to 
receive  property  at  a  future  date,  which  by  no  means  complies  with  the  regula- 
tions defining  constructive  receipt. 

The  statement  in  the  circular  letter,  that  the  distribution  was  "  to  be  made 
as  of  December  — ,  1915,"  does  not  affect  the  situation.  It  is  clear  from  the  con- 
text that  this  expression  indicated  merely  that  it  was  to  be  made  to  stock- 
holders of  record  on  that  date. 

I  am  convinced  that  to  apply  the  rule  of  constructive  receipt  in  this  case 
would  be  an  improper  extension  of  that  rule  and  that,  were  the  tax  rates  higher 
for  the  earlier  I  ban  for  the  latter  year,  the  courts  would  not  permit  the  tax  to 
be  assessed  for  the  earlier  year. 

It  is  my  conclusion  that  there  was  no  constructive  receipt  in  1915  of  assets 
of  the  P  Ck)mpany  ordered  distributed  by  the  board  of  directors  at  its  meeting 
December  — ,  1915,  and  that  profit  resulting  to  the  stockholders  upon  that  dis- 
tribution was  income  for  the  year  1916.  Solicitor's  Memorandum  971  is 
approved. 

In  view  of  this  opinion  confirming  Solicitor's  Memorandum  971, 
in  which  the  Committee  concurs,  it  is  held  that  the  liquidation  occur- 
red in  1916  and  that  A  received  taxable  income  in  that  year  to  the 
extent  that  the  fair  market  value  of  the  assets  received  in  liquidation 
in  1916  exceeded  the  fair  market  value  of  A's  stock  in  the  P  Com- 
pany on  March  1,  1913.  The  fair  market  value  of  the  stock  received 
in  liquidation  should  be  computed  as  at  the  date  of  payment  by  the 
liquidating  corporation  rather  than  at  December  — ,  1915. 

With  respect  to  the  item  of  5a?  dollars,  interest  accrued  prior  to 
March  1, 1913,  and  received  in  1915,  it  is  recommended  that  the  action 
of  the  Income  Tax  Unit  holding  this  interest  taxable  in  1915,  the 
year  in  which  received,  be  reversed.  With  respect  to  the  dissolution 
of  the  syndicate,  it  is  recommended  that  the  action  of  the  Unit  hold- 
ing that  the  members  of  this  syndicate  received  a  profit  in  1915  to  the 
extent  that  the  amount  received  in  that  year  exceeded  the  cash  in- 
vestment of  the  mcmbei*s  be  reversed,  and  that  the  action  of  the 
Unit  holding  that  the  total  amount  received  in  final  dissolution  in 
1916  constituted  taxable  income  for  that  year  be  reversed. 

In  view  of  the  foregoing  Solicitor's  Opinion  in  which  the  Com- 
mittee concurs,  it  is  held  that  the  liquiaation  of  the  P  Company 
occurred  in  1916  and  that  A  received  income  to  the  extent  that  the 
fair  market  value  of  the  stock  and  securities  received  in  liquidation 
exceeded  the  fair  market  value  of  his  stock  in  the  P  Company  on 
March  1, 1913. 

SECTION  213(b).— GROSS  INCOME  DEFINED: 

EXCLUSIONS. 

Section  213(b),  Aktici-b  72:  Proceeds  of  insuranoe. 

(See  1-21-1374;  sec.  221,  art.  361.)  Nonresident  alien  individual 
receiving  installment  payments  of  interest  as  beneficiary  Under  an 
insurance  policy. 
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Section  213(b),  Artigus  72:  Proceeds  of  inauract'Ce. 

(See  14-21-1548;  sec.  213(a),  art.  32.)     Compensation  received 
under  the  Vocational  Behabilitation  Act. 


Sktion  213(b),  Abtioub  73:  Gifts  and  be-  4-21-1405 

quests.  A.  E.  R.  367 

The  CSommittee  has  had  under  consideration  the  appeal  of  A,  from 
the  action  of  the  Incwne  Tax  Unit  in  disallowing  certain  gifts  of 
securities  made  by  him  to  his  wife  in  January,  1917,  and  in  requir- 
ing the  inclusion  of  the  income  therefrom  in  block  F,  Form  1040,  of 
As  personal  return  for  the  year  1917. 

In  1916  A  was  taken'sick,  and  an  operation  was  necessary.  Hav- 
ing in  mind  that  something  might  happen  to  him  physically,  men- 
taUy,  or  financially,  he  transferred  unconditionally  and  without 
reserve  to  B,  his  wife,  certain  property,  and  soon  thereafter  he  trans- 
ferred to  her  securities  previously  held  and  owned  solely  by  him. 
One  of  these  stock  certificates  was  submitted  in  evidence  to  show 
that  the  transfer  was  made  unconditionally  to  B,  was  properly 
endorsed  by  A  and  witnessed  by  D.  An  affidavit  has  been  submitted 
by  the  latter,  wherein  it  is  stated  that  he  saw  the  securities  signed 
and  delivered  to  B,  and  that  they  were  delivered,  as  expressed  at  the 
time,  to  become  the  personal  property  of  B,  to  make  her  independent 
of  any  accident  to  her  husband  either  physical,  mental,  or  resulting 
from  "business  transactions. 

The  revenue  agent  who  examined  the  accounts  of  A  found  that  the 
securities  had  never  been  transferred  on  the  books  of  the  corporation 
issuing  the  securities,  and  that  income  from  these  securities  was 
received  by  A,  but  credited  to  a  ioint-checking  account  in  a  trust  com- 
pany. An  amdavit  has  been  submitted  by  the  president  of  this  trust 
company,  showing  that  this  joint  account  was  established  several 
years  prior  to  1917,  and  that  both  B  and  A  have  equal  rights  in  de- 
positing or  drawing  theref  r<Hn  over  her  or  his  personal  signature.  A 
statement  of  account  has  been  submitted,  under  oath,  by  B  showing 
that  during  the  years  1917  and  1918  she  personally  drew  on  this 
account  to  the  extent  of  5x  dollars,  and  that  an  amount  much  in  excess 
of  this  was  drawn  by  A  to  settle  accounts  contracted  by  B. 

The  revenue  agent,  as  a  result  of  his  findings,  concluded  that  these 
securities  were  transferred  under  colorable  title,  and  that  accordingly 
the  income  from  the  securities,  which  had  been  reported  on  tax 
returns  filed  by  B  should  properly  be  reported  by  A. 

The  disposition  of  this  case  rests  clearly  on  the  intent  of  the  donor, 
and  after  careful  review  of  all  the  facts  the  committee  is  of  the 
opinion  that  the  position  taken  by  the  examining  revenue  agent, 
with  the  support  of  the  Income  Tax  Unit,  was  in  error.  The  gifts 
were  made  in  January,  1917,  before  the  passage  of  the  Revenue  Act 
of  1917  and  supplemented  a  gift  of  his  home  made  in  1916  shortly 
after  his  recovery  from  illness.    This  latter  gift  did  not  involve  any 

S^flltion  of  taxation  but  the  transaction  clearly  shows  the  intent  of 
&  man's  mind  to  amply  provide,  as  a  business  precaution,  for  the 
welfare  of  his  wife  in  event  of  a  sudden  physical  or  mental  collapse. 
The  inference  that  the  transfer  was  made  solely  to  avoid  payment  of 


§  213(b)]  108 

inheritance  or  estate  taxes  does  not  seem  to  be  warranted  because, 
as  previously  suggested,  circumstances  all  tend  to  show,  and  the  tax- 
payer sincerely  maintains,  that  the  object  was  to  establish  a  pecuniary 
independence  for  his  wife. 

Affidavit  has  been  submitted  by  B  that  the  securities  were  trans- 
ferred to  her  absolutely  and  unconditionally;  that  since  delivery 
these  securities  have  been  in  her  possession ;  that  there  is  no  under- 
standing, arrangement,  or  agreement  between  herself  and  A  by  which 
he  is  to  have  any  interest  or  ownership  in  the  said  securities  at  any 
time;  that  such  income  from  these  securities  which  she  directly 
received  she  deposited  in  a  joint  bank  accoimt  without  previous 
agreement  or  understanding ;  and  that  when  such  income  did  not 
come  directly  to  her,  because  the  securities  were  not  recorded  on  the 
books  of  the  corporation,  she  authorized  her  husband  to  deposit  the 
same  in  their  joint  account  for  the  purpose  of  keeping  proper  record. 

As  above  suggested,  the  Committee  is  of  the  opinion  that  the  ques- 
tion at  issue  must  be  determined  by  all  the  facts  in  the  case  in  an 
effort  to  arrive  at  the  true  in^^ent  of  the  parties,  and  it  is  accordingly 
of  the  opinion,  from  the  facts  set  forth,  that  the  said  transfers  by 

fifts  were  bona  fide  transactions  and  should  be  so  considered  by  the 
ncome  Tax  Unit  in  arriving  at  the  true  taxable  income  of  the  donor 
and  the  donee. 


Section   213(b),  Article  73:  Gifts  and  be-  20-21-1636 

quests.  A.  B.  R.  492 

(Also  Section  219,  Article  346.) 

Recommended,  In  the  matter  of  the  appeal  of  A  that  the  action  of 
tlie  Income  Tax  Unit  In  holding  that  a  gift  to  his  sister,  which 
leaves  him  with  the  actual  disposition  of  the  property,  is  not  to  be 
treated  as  a  gift  even  though  it  is  delivered  and  all  the  forms  are 
complied  with  and  that  the  income  derived  from  such  gift  is  income 
to  this  taxpayer  and  not  income  of  the  donee,  be  reversed,  and  that 
the  declaration  of  trust  on  the  part  of  A  in  4j/  shares  of  stoclc  of 
the  M  Conjpany  in  favor  of  his  sister,  be  treated  as  an  irrevocable 
declaration  of  trust  and  that  the  intome  derived  therefrom  is  tax- 
able to  the  donee  and  not  to  the  donor. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  holding  that  the  transaction 
whereby  he  gave  to  his  sister,  4y  shares  of  stock  of  the  M  Company 
and  still  retained  the  right  of  actual  disposition  of  the  property  did 
not  constitute  either  a  gift  or  a  trust  and  that  the  income  derived 
from  the  shares  of  stock  was  income  of  A  and  as  such  subject  to  tax 
in  his  hands. 

A,  through  his  attorney,  has  appealed  from  this  action  of  the  Unit 
and  has  submitted  briefs  covering  the  facts  in  the  case  and  dealing 
with  the  points  of  law  involved.  The  question  raised  being  ond  of 
law,  the  Committee  requested  an  opinion  from  the  Solicitor  and  is 
now  in  receipt  of  such  opinion,  which  reads  as  follows: 

With  a  memorandum  dated  December  24,  102Q,  you  transmitted  to  this  f^ffice 
the  file  in  the  case  of  A,  with  tlie  request  for  an  opinion  as  to  whether  a  gratui- 
tous declaration  of  trust  such  as  was  alleged  to  have  been  made  by  A  constituted 
an  irrevocable  trust  under  the  laws  of  the  State  of  Kentucky,  and  such  a  one 
as  would  subject  the  income  therefrom  to  income  tax  on  the  part  of  the  bene- 
ficiary and  not  on  the  part  of  the  creator  of  the  trust 
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This  raatter  has  been  delayed  to  gi\e  the  taxpayer's  attorney  an  opportunity 
to  be  heard  and  to  file  an  additional  affidavit. 

The  facts  are  these: 

A  is,  and  has  been  for  several  years,  president  of  the  M  Company.  In  1017  he 
was  the  record  holder  of  16y  shares  of  stock  of  said  company,  but  in  his  income 
tax  i-etum  for  that  year  he  reported  dividends  received  on  only  lly  shares.  The 
dividends  on  the  remaining  4y  shares  were  not  included  in  the  taxpayer's  re- 
turn for  the  reason,  so  he  states,  that  these  shares  were  owned  by  his  sister,  and 
that  he  merely  held  them  in  trust  for  her,  and  they  were  returned  as  income  and 
the  tax  paid  thereon  by  her.  The  Unit  decided  that  the  dividends  on  the  4y 
shares  of  stock  were  income  to  A  and  should  have  been  included  in  his  return, 
from  which  decision  the  taxpayer  appealed. 

From  the  affidavits  filed  by  A  and  B,  the  sister  of  A,  it  appears  that  in  1013 
she  purchased,  and  l)ecame  a  stockholder  of  record  of,  iy  shares  of  stock  in  the 
II  Company,  which  corporation  then  had  an  authorized  capital  stock  of  x  dollars. 
In  1015  the  capital  stock  of  the  company  was  increased  to  Six  dollars,  all  com- 
mon stock,  and  a  stock  dividend  declared  to  cover  the  increase,  and  by  this 
method  she  received  iy  additional  shares.  She  surrendered  her  old  shares  for 
csmcellation  and  had  the  ly  shares,  to  which  she  was  «i titled,  issued  in  the 
name  of  A,  on  the  understanding  they  were  to  be  held  by  him  in  trust  for  her. 
This  was  done  for  her  benefit,  and  for  the  further  reason  that  her  brother  was 
president  of  the  company  and  she  desired  that  he  should  vote  the  stock  to  enable 
him  better  to  retain  control  of  the  company.  In  the  few  years  preceding  1015 
all  the  other  members  of  the  family  died,  leaving  A  and  B  the  only  survivors 
of  that  family.  Thereupon  the  health  of  the  surviving  sister,  B,  l>ecame  en- 
dangered and  upon  advice  of  the  family  physician  her  brpther  sent  her  away 
to  study.  To  relieve  her  mind  he  made  an  oral  declaration  of  trust  in  Sly  shai*es 
of  stock  in  the  M  Company  for  her  benefit.  According  to  the  agreement  all  the 
income  from  the  stock  was  to  be  paid  to  her  or  ci'editeil  to  her  account,  subject 
to  lier  demand.    This  was  done. 

While  it  is  essential  to  the  creation  of  a  trust  that  there  be  an  explicit  declara- 
tion of  trust,  or  circumstances  which  show  beyond  reasonable  doubt  that  a  trust 
was  Intended  to  be  created,  no  formal  or  particular  words  are  necessary,  but  it 
is  sufficient  if  an  intention  to  create  a  trust  and  tlie  subject  matter,  purpose, 
and  beneficiary  are  stated  with  reasonable  certainty.  Neither  is  it  necessary  in 
all  cases  that  the  creator  of  a  trust  constitute  a  third  person  trustee  and  trans- 
fer the  legal  title  to  him,  for  it  is  well  settled  that  one  may  create  a  trust  in  his 
own  property  by  constituting  himself  trustee,  provided  his  words  and  acts  clearly 
and  unequivocally  denote  an  intention  to  hold  henceforth  as  trustee  for  the. 
benefit  of  another.  30  Cyc.  36.  This  is  the  rule  in  Kentucky,  so  far  as  personal 
property  is  concerned.  In  Berry  v.  Norris,  62  Ky.  303,  the  court  said :  "A  valid 
trust  of  personal  property  may  be  createtl  by  a  parol  declaration,  which  may  be 
su8taine<l  by  parol  evidence."  Likewise,  in  Perry  v.  Riding,  0  Ky.  Law  Re- 
porter, 536,  it  is  stated  (ao'llabus)  :  "A  valid  tnist  may  be  created  by  parol 
declaration  where  the  language  used  is  clear  and  explicit,  manifesting  the  own- 
er's purpose  to  transfer  the  right,  and  points  out  with  certainty  both  the  subject 
of  the  trust  and  the  person  who  is  to  take  the  beneficial  interest."  In  Krankel 
V.  Krankel,  Ky.,  47  S.  W.,  1084;  the  court  used  this  language : 

"The  general  doctrine  is  well  settled  that  a  completed  parol  voluntary  trust 
is  enforceable,  and.  In  order  to  render  such  a  trust  valid  and  enforceable,  the 
donor  need  not  use  any  technical  words  or  language  in  express  terms  creating 
or  declaring  the  trust,  but  nmst  employ  language  which  shows  unequivocally 
an  intention  on  his  part  to  create  or  declare  a  trust  in  himself  for  the  donee. 
It  is  not  essential  that  the  donor  should  part  with  the  possession  in  cases  where 
a  trust  is  thus  created  or  declared." 

Of  course,  the  property  which  Is  the  subject  of  the  trust  must  be  identified. 
The  specific  property  must  be  pointed  out.  Here,  in  this  case,  the  evidence  is 
certain  both  as  to  subject  matter  and  evidence  of  trust.  No  confusion  can 
result  as  to  the  stock  held  in  trust,  as  the  company  had  but  one  kind  of  stock. 

A  declared  a  perfect  trust  in  favor  of  his  sister.  The  beneficial  title  to  the 
stock  was  in  her,  and  he  retained  but  the  bare  legal  title.  He  could  not,  there- 
fore, recede  from  the  gift,  or  recall  the  title  to  the  stock  without  her  consent. 
Wt^fMonv.  Yager,  Ky.,  15  S.  W.  660. 

I  am  of  the  opinion,  therefore,  that  there  was  a  declaration  of  trust  on  the 
part  of  A  in  4y  shares  of  stock  of  the  M  Company  in  favor  of  B;  that  under 
the  laws  of  the  State  of  Kentucky  the  beneficial  Interest  thereof  was  in  B  with- 
out the  power  of  revocation  on  the  part  of  A  and  that  the  Income  therefrom  is 
all  taxable  to  the  beneficiary. 
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The  Committee  concuii^g  in  the  foFegoing  opimon  of  the  Solicitor 
and  recommends  that  the  action  of  the  Income  Tax  Unk  in  holding 
that  a  gift  to  A's  sister,  wliich  leaves  him  with  the  actual  disposition 
of  the  property,  is  not  to  be  treated  as  a  gift  even  Uiough  it  is  deliv- 
eired  and  all  the  forms  are  complied  witli  and  that  the  income 
derived  from  such  gift  is  income  to  this  taxpayer  and  not  inootne 
of  the  donee,  be  reversed,  and  that  the  declaration  of  trust  on  the 
part  of  A  in  4y  shares  of  stock  of  the  M  Company  in  favor  of  his 
sister  be  treated  as~  an  irrevocable  declaration  of  trust,  and  that  the 
income  derived  therefrom  is  taxablie  to  the  donee  and  not  to  the  d^u>r« 


Section  213(b),  Article   73:  Gifts   and  be-  24-21-1685 

quests.  *  O.  D.  946 

Personal  transportation  passes  issued  by  a  railroad  company  to 
its  employees  and  their  families,  to  be  ua&d  when  not  engaged  <»i 
business  lor  the  company,  And  which  are  not  provided  for  in  the 
contracts  of  employment,  are  considered  gifts  and  the  value  thereof 
does  not  constitute  taxable  income  to  the  employees. 


Section    213(b),   AsrncuB   74:  Interest   upon 
State  obligations. 

(See  1-21-1369;  sec.  202,  art.  1561.)  Municipal  bonds  issued  at  a 
discount,  purchased  from  the  original  subscriber,  and  held  by  the 
purchaser  until  maturity. 

Section   213(b),   Artious   74:  Interest   upon  8-21-1462 

State  obligations,  O.  D.  817 

Where  a  municipalitv  issues  promissory  notes,  it  is  held  that  such 
promissory  notes  are  the  obligations  of  a  political  subdivision  of  a 
State  or  Territory  within  the  meaning  ot  section  213(b)  4  of  the 
Revenue  Act  of  1918,  and  the  interest  paid  by  the  municipality  to 
the  holders  of  tlie  notes  should  not  be  included  in  the  gross  income 
of  the  recipient  for  ihe  purpose  of  income  tax. 


Sbgtton  213(b),  Articlr  74:  Interest  upon  13-21-1530 

State  obligations.  O.  D.  856 

A  municipality  borrows  money  from  a  bank  with  which  to  pay  its 
bills  covering  expenses.  The  promissory  notes  given  for  the  money 
borrowed  are  issued  at  a  discount,  and  it  is  also  provided  that  if  the 
notes  are  not  paid  when  due  they  will  also  draw  interest  from  ma- 
turity until  paid.  For  instance,  a  bill  is  presented  to  the  city  for  ^^ 
19x  dollars.  The  city  obtains  the  required  amount  from  the  bank  ^|' 
and  gives  the  bank  its  thirty -day  note  for  20x  dollars,  agreeing  also 
to  pa}'^  interest  on  the  20a?  dollars  from  the  maturity  of  the  n«to  if 
it  is  not  paid  when  due. 
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Held,  that  under  the  provisions  of  section  213(b)  of  the  Eevenue 
Act  of  1918,  both  the  discount  and  the  interest  on  the  principal  of 
the  note  after  maturity  are  exempt  from  income  and  profits  taxes  in 
the  hands  of  the  bank  as  interest  upon  the  obligations  of  a  political 
subdivision  of  a  State. 

Section  213(b),    Article  74:   Interest    upon  15-21-1561 

State  obligations.  O.  D.  870 

(Also  Section  213(a),  Article  31.) 

A  noninterest-bearing  warrant  is  issued  by  a  county  in  payment 
for  services  or  supplies.  In  order  that  the  person  furnishing  the 
services  or  supplies  may  secure  from  a  bank  the  face  value  of  such 
warrant  the  county  executes  an  additional  warrant  to  the  bank  for 
an  amount  representing  interest  on  the  warrant.  The  full  amount 
of  the  warrant  representing  interest  is  exempt  from  tax,  inasmuch  as 
it  is  interest  paid  by  the  countj^  for  the  use  of  money  paid  by  the  bank 
on  the  warrant  issued  for  services  and  supplies. 

Where  a  noninterest-bearing  warrant  is  issued  by  a  county  in  pay- 
ment for  services  or  supplies  for  an  amount  which  represents  the  pur- 
chase price  of  the  services  or  supplies  plus  interest  on  such  amount 
until  the  date  of  maturity  of  the  warrant  and  the  person  to  whom 
such  warrant  is  issued  discounts  it  at  a  bank  in  order  to  secure  money 
thereon,  the  matter  of  the  discount  is  a  transaction  wholly  between 
the  party  to  whom  the  warrant  is  issued  and  the  bank,  and  the  dis- 
count is  not  free  from  tax.  This  ruling  applies  whether  negotiations 
for  discounting  such  warrant  are  m^e  by  the  county  or  by  the 
owner  of  the  warrant. 


Section   213(b),  Abticlb   74:   Interest   upon  21-21-1648 

State  obligations.  O.  D.  922 

The  interest  received  upon  Philippine  4  per  cent  bonds  of  1914-34 
is  exempt  from  the  taxes  imposed  by  the  Eevenue  Act  of  1918. 


Section  213(b),  Article  83:  Income  of  for-  26-21-1702 

eign  Governments.  O.  D.  958 

(Also  Section  221,  Article  363 ;  Section  237,  Ar- 
ticle 601.) 

Income  derived  bv  a  foreign  corporation  from  sources  within  the 
United  States  is  suDJect  to  rederal  tax,  regardless  of  the  fact  that 
61  per  cent  of  its  stock  is  owned  by  a  foreign  Government.  If  such 
income  comes  within  the  classes  contemplated  by  sections  221  and 
237,  it  is  subject  to  withholding. 

The  fact  that  an  income  tax  return  will  be  filed  in  behalf  of  a  non- 
resident alien  by  her  agent  in  the  United  States  will  not  relieve  a 
withholding  agent  from  the  duty  of  withholding  tax  from  the  in- 
coipe  of  the  nonresident  alien  as  required  by  the  statute. 


§  213(b)]  112 

Section  213(b),  Article  85:  Compensation  of  19-21-1617 

State  officers.  O.  D.  903 

Pensions  paid  by  the  State  of  Kentucky  to  Confederate  Civil  War 
veterans  are  not  exempt  from  tax  under  the  Revenue  Act  of  1918.  ^t^ 
These  veterans  can  not  be  said  to  be  "officers"  or  "employees"  of  ^f 
a  State  within  the  ordinary  and  usual  meaning  of  those  words. 


Section  213  (b) ,  Article  85 :  Compensation  of  20-21-1636 

State  officers.  O.  D.  916 

A  taxpayer  is  a  pilot  for  a  port  in  the  State  of  Florida,  appointed 
by  the  Board  of  ^ilot  Commissioners  after  qualifying  by  required 
examination.  This  board  is  appointed  by  the  Governor  oi  the  State 
of  Florida.  The  taxpayer  claims  his  compensation  as  pilot  is 
exempt  from  tax  as  compensation  paid  an  officer  or  employee  of  a 
State. 

Held,  that  inasmuch  as  the  taxpayer  receives  his  compensation  as 

Silot  from  fees  paid  by  the  steamship  companies  to  the  Board  of 
Hot  Commissioners,  rather  than  from  funds  of  the  State,  such  com- 
pensation is  not  exempt  from  the  tax  imposed  by  the  Revenue  Act 
of  1918.  

Section  213  (b) ,  Article  85 :  Compensation  of  23-21-1675 

State  officers.  O.  D.  942 

(Also  Section  213(a),  Article  32.) 

The  compensation  paid  by  a  State  to  an  officer  of  the  National 
Guard  of  the  State  is  exempt  from  the  taxes  imposed  by  the  Revenue 
Act  of  1918. 

The  compensation  paid  by  the  Federal  Government  to  an  officer  of 
the  National  Guard  tor  services  while  engaged  in  field  training  or  at 
instruction  camps  is  not  exempt. 


Section  213(b),  Article  86:  Compensation  of  12-21-1608 

soldiers  and  sailors.  O.  D.  900 

By  joint  resolution  of  Congress  approved  by  the  President,  March 
3,  1*921,  that  date  was  fixed  as  the  date  of  the  termination  of  the 
w^ar  for  certain  purposes.  In  order  to  entitle  a  person  in  the  mili- 
tary or  naval  forces  of  the  United  States  to  exclude  from  gross  in- 
come salary  or  compensation  not  in  excess  of  $3,500  from  the  United 
States  for  active  services  in  such  forces,  as  provided  by  section 
213(b)  8  of  the  Revenue  Act  of  1918,  the  salary  or  compensation  must 
have  been  received  during  the  period  January  1,  1918,  to  and  includ- 
ing March  3,  1921. 

Section  213(b),  Article  86:  Compensation  of  19-21-1«1^ 

soldiers  and  sailors.  O.  D.  flft* 

No  employee  of  the  Public  Health  Service,  whether  officer  or 
civilian,  is  entitled  to  the  exemption  of  $3,500  for  income  tax  pur- 
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poses,  allowed  to  persons  in  the  active  military  or  naval  forces  of 
the  United  States  as  provided  in  section  213(b)  8  of  the  Revenue  Act 
of  1918,  unless  actually  commissioned,  enlisted  or  inducted  into  the 
Army  or  Navy.  The  mere  detail  of  an  officer  or  employee  of  that 
service  to  some  branch  of  the  Army  or  Navy  is  not  sufficient  to  ^rant 
him  the  exemption.  Officers  and  employees  of  this  service  are  placed 
on  the  same  basis  and  are  denied  equally  the  exemption,  except  in 
cases  where  it  can  be  shown  that  they  received  a  commission  in  the 
Army  or  Navy  or  were  enlisted  or  inducted  into  either  branch  of  the 
military  service.    (Office  decision  495,  C.  B.  2,  p.  102,  overruled.) 


Sbctxok  213(b).  Artigub  87:  Income  accruing 
prior  to  Marcn  1,  1913. 

(See  15-21-1560;  sec.  213(a),  art.  54.)     Interest  accrued  prior  to 
March  1, 1913,  and  received  after  that  date. 


Section  213(b),  Article  87:  Income  accruing 
prior  to  March  1, 1913. 

(See  26-21-1700;  sec.  213(a),  art.  32.)     Compensation  received  in 
1917  for  services  rendered  from  a  date  prior  to  1913  to  1916. 


SECTION  213(c).— GROSS  INCOME  DEFINED: 
NONRESIDENT  ALIEN  INDIVIDUAL. 

Section  213(c),  Artici*e  91:  Gross  income  of 
nonresident  alien  individuals. 

(See  3-21-1401  j  sec.  233,  art.  550.)  Opinion  of  Attorney  General 
relative  to  taxability  of  income  received  by  foreign  corporations  from 
sources  within  the  United  States. 


Section  213(c).  Abticle  91:  Gross  income  of  14-21-1546 

nonresident  alien  individuals.  O.  D.  863 

The  estate  of  A,  which  is  subject  to  the  jurisdiction  of  a  foreign 
country,  derived  profits  from  the  sale  through  the  M  Company,  an 
American  firm,  oi  forei^  securities  owned  oy  the  estate.  The  se- 
curities were  purchased  in  the  United  States  for  the  estate  by  the  M 
Company  upon  an  order  transmitted  to  that  company  by  the  estate  and 
were  then  held  by  the  company  for  safe-keeping  and  in  order  to 
prevent  delay  in  trading.  The  securities  were  also  sold  by  the  M 
Company  upon  an  order  transmitted  to  it  by  the  executors  of  the 
estate. 

Held,  that  the  profits  derived  by  the  estate  from  the  purchase  and 
sale  through  the  M  Company  of  tne  foreign  securities  owned  by  the 
estate  are  subject  to  tax  uncter  the  i>rovisions  of  the  Bevenue  Act  of 
1918  as  income  from  sources  within  the  United  States.  See  also 
Treasury  Decision  3111. 

61360*— 21 8 
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Section  213(c).  AfiTiciiB  91:  Gross  income  of  17-21-1593 

nonresident  alien  individuals.  O.  D.  890 

Where  a  foreign  corporation  not  engaged  in  busineas  in  the  United 
States  and  having  no  branch  office  in  the  United  States  buys  bonds 
of  a  foreign  corporation  and  later  sells  such  bonds  in  the  United 
States  at  a  profit,  the  profit  so  derived  represents  income  from  sources 
lirithin  the  United  States. 

If  a  foreign  corporation  or  nonresident  alien  individual  not  ^i- 
gaged  in  business  in  the  United  States  buj^  bonds  of  a  foreign 
country  or  of  a  foreign  corporation,  payable  at  maturity  either  in  a 
foreign  country  or  in  the  United  States  at  the  then  current  or  fixed 
rate  of  exchange,  the  profit,  if  any,  on  retirement,  is  in  neither  case 
derived  from  sources  within  the  United  States  and,  therefore.  Is  not 
taxable. 

In  the  above  cases  the  fact  that  the  obligor  foreign  corporation 
has  or  has  not  a  branch  in  the  United  States  has  no  bearing  on  the 
question. 

The  place  of  purchase  of  property  which  is  disposed  of  in  the 
United  States  does  not  affect  the  determination  of  the  source  from 
which  any  profit  received  from  its  disposition  within  the  United 
States  is  derived. 

Section  213  (c) ,  Asmcus  92 :  Income  of  non-  26-21-1703 

resident  alien  individuals  not  subject  to  tax.  A.  E.  M.  133 

(Also  Section  233,  Article  650.) 

Held*  that  the  profits  derived  by  a  foreign  corporation  having  no 
office  or  place  of  buEAness  in  the  United  States  from  a  sale  of  goods 
to  the  United  States  Government  are  not  subject  to  any  income  or 
profits  taxes  provided  for  by  the  Revenue  Act  of  1918,  where  the 
contract  for  sale  was  executed,  the  goods  mannfactared  and  de- 
livered, and  payment  therefor  received  by  ttie  foreign  corporation 
outside  of  the  United  States. 

The  Committee  has  had  under  consideration  the  request  of  the 
Income  Tax  Unit  for  the  expression  of  an  opinion  as  to  whether  or 
not  it  should  hold  that  the  income  derived  by  a  foreign  corporation 
from  sales  made  of  its  products  to  the  United  States  Government  in 
1918  was  derived  from  sources  within  the  United  States  and  the 
company  required  to  make  a  return  of  same  under  the  provisions  of 
the  Kevenue  Act  of  1918. 

It  appears  from  the  reoords  in  the  esse  that  the  M  Company  was 
organized  under  the  laws  of  a  foreign  country  sometime  prior  to 
February  28,  1918,  for  the  purpose  of  manufacturing,  assembling, 
and  selling  a  certain  product,  mnty-nine  per  cent  of  the  stock  is 
owned  bv  the  M  Company,  a  domestic  corporation,  and  the  balance 
held  by  loreign  officers  of  the  company  as  qualifying  shares. 

It  further  appears  from  the  records  that  in  1918,  at  a  time  when 
the  foreign  corporation  was  negotiating  large  orders  from  the  United 
States  Government  for  its  product,  it  entered  into  certain  agreements 
with  the  domestic  company  under  the  terms  of  which  the  latter  agreed 
to  give  the  former  the  benuefit  of  its  experience  and  special  knowledge 
and  the  use  of  equipment  for  the  manufacture  of  the  particular  prod- 
ucts, to  loan  to  the  former  plans  specifications,  drawings,  patterns, 
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etc^  and  to  furnish  from  time  to  time,  and  for  a  reasonable  time,  as 
reqae^ted  hy  the  foreign  company,  fhe  services  of  experienoed  engi- 
neers;, draftsmen,  and  experts,  in  condderation  of  i?mich  assistance 
the  American  corporation  was  to  receive  a  fixed  percentage  of  the 
forei^  companj^s  net  profits. 

Neither  the  memorandum  of  the  Income  Tax  Unit  nor  the  records 
in  the 'Case  contain  more  than  a  <rasual  mention  of  the  contracts  which 
the  Committee  presumes  were  entered  into  between  the  foreign  oom- 
panv  and  the  United  States  GovermnMit,  and  nothing  is  disclosed  as 
to  tneir  terms,  or  bj  whom,  when  and  how  negotiated.  It  appears, 
however,  that  the  foreign  company  derived  -considerable  profits  from 
such  contracts  during  me  year  1918  which  were  ivot  reported  to  liie 
United  Sta4;es  Government  for  tax  purposes. 

Under  date  of  February,  1920,  the  income  Tax  Unit  adressed  a 
letter  to  the  American  corporation  requesting  advice  as  to  Whether 
its  foreign  subsidiary  oompany  (the  M  Compajiy)  had  returned  its 
taxable  net  income,  derived  from  sources  within  the  United  States, 
for  the  year  1^18  and  prior  years,  and  the  foHowis*^  is  quoted  from 
Ibe  American  corporation's  reply  to  the  Unit^  inqmry : 

1.  Tbat  tlie  M  Companj  bad  do  ^^lutce  ^  bfuclseM  in  the  United  States  and 
iHte  not  trafiBaetod  mny  tafltneas  In  tke  United  'Btatee. 

2.  That  any  and  aU  eontr»ctB  with  ttie  United  States  Oo^erasK^  -dirriiiK  1^8 
were  signed  and  esecutied  outside  of  the  United  States,  and  merchandise  was 
paid  for  f.  o.  b.  the  piant  of  the  foreign  coiporation. 

The  above  fecfts  have  been  lire  basis  of  beffef  of  the  -officers  of  the  M  Com- 
pany that  the  company  was  nnder  no  obligation  to  render  a  return  to  the  United 
dtittes  -OtrnenuBeBt,  And  <ws8  tinder  ao  Uability  for  iBoeme  «r  atber  tasee  to  the 
Uatted  States  Oovemment,  this  belief  bein^  in  line  with  information  of  their 
nrn  attorneys. 

The  laooflie  Tax  Uait  in  its  oaemorandum  of  Msuxh^  1921,  takes 
CBoeption  to  die  xeasooB  ^qucfted  above,  in  the  following  words : 

It  frviflid  44>poar  tbat  tteir  'peasons  set  forth  nnder  item  Na  1  are  insuffi- 
cient in  that  t^  AmerleMi  oorpocation,  wJm  possess  full  o«^ierriii|»  of  the  for- 
eign eoD^any,  can  by  aaplicatiMi  be  considered  their  a^geirts  within  the  United 
States  for  all  intents  and  purposes. 

fiven  Hiongh  all  contracts  for  the  Jnannfactrire  and  sale  of  atl  its  products 
to  ^tber  Ite  United  States  or  the  American  iJiant  were  siaaaally  execisted  in  a 
fapei^  eoimtry,  aeooiHiiag  to  thehr  reason  No.  2  above,  this  would  eeem  to  be  a 
aere  ooUiiteral  incident  wbich  might  h&ye  been  arranged  as  a  matter  of  con- 
venieaee  to  tbe  foreign  company  and  would  not  cbange  their  status  any  more 
than  if  contracts  had  been  exwcuted  anywirere  witbfn  the  terrlterfai  limits  of 
tke  fJaited  States. 

In  view  of  the  fact  that  its  'entire  ^redact  eventually  f^asnd  its  way  to  tbe 
United  States  by  direct  sale,  either  to  the  United  States  Government  or  the 
American  corporation,  the  profits  on  these  transactions,  or  the  net  income  from 
operations  of  the  foreign  company,  finally  inured  to  the  parent  company.  In 
oth«r  words,  the  profits  came  home  to  the  Ajoerican  corporation,  which  may  be 
deemed  to  be  their  one  principal  place  of  business. 

In  the  opinion  of  the  Oomiaiitee  &e  ownership  hy  the  American 
corporation  of  stock  in  the  foreign  company  and  the  contractual 
reiationdiip  between  the  two  whereby  the  former  was  to  receive  a 
i3Cfrtain  percentage  of  the  net  profits  of  the  latter  as  consideration 
for  tlie  loan  of  plans,  specifications,  and  manufacturing  equipment 
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and  the  services  of  its  expert  engineers,  draftsmen,  etc.,  has  no  par- 
ticular bearing  on  the  question  under  consideration.  The  foreign 
company  and  the  Amencan  corporation  are  two  separate  and  dis- 
tinct taxable  entities.  They  are  not  required  and  would  not  be  per- 
mitted to  file  a  consolidated  tax  return,  and  the  contractual  relation- 
ship does  not  constitute  the  American  corporation  the  agent  of  the 
foreign  company.  Under  the  terms  of  the  agreement  between  the  two 
companies  the  American  corporation  merely  received  compensation 
for  assistance  rendered  and  dividends  on  its  stockholdings.  It  has 
not  been  shown  that  the  foreign  company  maintained  an  office  or 
place  of  business  in  the  United  States  during  the  time  the  contracts 
with  the  United  States  Government  were  being  negotiated  and  their 
terms  fulfilled,  and  the 'answer  to  the  question  presented  by  the  Unit 
appears  to  depend  entirely  upon  where  the  goods  contracted  for  were 
produced  and  sold. 

Section  233(b)  of  the  Revenue  Act  of  1918  reads: 

In  the  case  of  a  foreign  corporation  gross  income  includes  only  the  gross 
income  from  sources  within  the  United  States,  including  the  interest  on  bonds, 
notes,  or  other  interest-bearing  obUgations  of  residents,  corporate  or  other- 
wise, *  *  *  and  including  all  amounts  received  (although  paid  under  a 
contract  for  the  sale  of  goods  or  otherwise,  representing  profits  on  the  manu- 
facture and  disposition  of  goods  within  the  United  States. 

Under  this  section  of  the  statute  profits  derived  from  the  manu- 
facture and  disposition  of  goods  within  the  T'^nited  States  are  subject 
to  tax. 

From  the  records  in  the  case  it  appears  that  the  goods  were  manu- 
factured and  sold  by  a  foreign  corporation  having  no  office  or  place 
of  business  in  the  tmited  'States ;  that  they  were  manufactured,  sold, 
delivered,  and  payment  therefor  received  outside  the  United  States; 
that  is,  the  foreign  corporation  executed  the  contract  for  sale  outside 
the  United  Stat^,  manufactured  and  made  delivery  of  the  goods  to 
the  United  States  f .  o.  b.  at  a  point  outside  the  United  States  and  re- 
ceived payment  therefor  outside  the  United  States,  and  inasmuch  as 
it  thus  appears  that  the  goods  were  manufactured,  sold,  delivered, 
and  payment  therefor  was  received  outside  the  United  States  by  a 
foreign  corporation  having  no  office  or  place  of  business  in  the  United 
States,  the  Committee  is  of  the  opinion  and  holds  that  the  profits 
from  such  sales  were  not  derived  from  a  source  within  the  United 
States,  and  consequently  are  not  subject  to  any  income  or  profits  taxes 
provided  for  by  the  Revenue  Act  of  1918. 
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wages  of  a  nonresident   alien   seaman  are  O.  D.  784 

derived  from  sources  within  the  United  States. 

A  vessel  sailing  from  a  port  in  the  United  States  on  the  Pacific 
coast  to  a  port  in  the  United  States  on  the  Atlantic  coast,  or  vice       ^. 
versa,  via  tne  Panama  Canal,  does  not  come  within  the  meaning  of       V 
the  term  "a  vessel  engaged  in  foreign  trade."    The  wages  of  non- 
resident alien  seamen  received  for  services  rendered  on  such  vessels 
are  subject  to  withholding. 


I 
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SECTION  214(a)  1.— DEDUCTIONS  ALLOWED : 

BUSINESS  EXPENSES. 

Section  214(a)  1,  Article  101:    Business  ex-  6-21-1429 

penses.  A.  B.  B.  374 

REVENUE  ACT  OF  1917. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  disallowing  as 
a  deauction  an  item  of  Sx  dollars,  advances  to  salesmen  in  excess  of 
commissions  earned,  and  assessing  additional  tax  for  1917,  on  account 
of  such  disallowance. 

The  M  Company  was  chartered  in  1911,  and  is  engaged  in  a  gen- 
eral brokerage  and  commission  business.  The  corporation  filed  a 
return  for  the  calendar  year  1917,  and  claimed  therein  certain  deduc- 
tions which  have  been  disallowed  by  the  revenue  agent  making  the 
examination  of  the  returns  for  1917,  and  such  disallowance  has  oeen 
approved  by  the  Income  Tax  Unit  and  additional  taxes  have  been 
assessed. 

It  appears  that  in  the  year  1917  this  corporation  advanced  to  its 
salesmen  under  contract  Sx  dollars  over  commissions  earned  bv  and 
credited  to  their  accounts  at  the  close  of  the  accounting  period,  Oc- 
tober 31, 1917.  This  amount  was  charged  off  on  the  books  as  worth- 
less accounts  and  not  as  selling  expense.  It  further  appears  that  in 
the  year  1916  these  balances  were  treated  as  assets  and  were  so  shown 
on  tne  balance  slieet  which  was  attached  to  the  original  income  and 
profits  tax  returns.  The  revenue  agent  making  the  investigation  has 
treated  this  item  charged  off  for  1917  in  the  same  way  as  the  cor- 
poration had  treated  it  for  prior  years,  and  has  disallowed  the  item 
as  a  deduction  in  computing  the  tax  liability  of  the  corporation  on 
the  theory  that  the  salesmen  to  whom  the  advances  had  been  made 
were  still  employed  by  the  corporation  and  the  amounts  so  charged 
off  may  be  collected  in  the  next  year. 

A  hearing  was  granted  at  the  request  of  the  taxpayer  at  which  was 
present  the  president  of  the  corporation.  A  brief  was  submitted 
explaining  in  detail  the  method  of  accounting  employed  by  the  cor- 
poration and  also  copies  of  contracts  with  the  salesmen.  AH  of  the 
employees  have  contracts  with  the  corporation  guaranteeing  them 
weekly  or  monthly  drawing  accounts.  Under  the  contracts  referred 
to  the  corporation  was  obligated  to  make  these  weekly  or  monthly 
allowances  so  Ibng  as  the  salesmen  remained  in  the  employ  of  the  cor- 
poration, regardless  of  the  amount  of  business  secured  by  them. 

It  does  not  appear  that  any  of  the  advances  required  to  be  made 
under  the  contracts  are  ever  repaid  by  the  salesmen  unless  such  sales- 
men under  the  contracts  earn  commissions  in  a  subsequent  year  in 
excess  of  such  advances.  In  the  brief  submitted  by  the  president  of 
the  corporation  an  illustration  is  given,  which  reads  as  follows : 

Merchandise  invoiced  at  32  cents  Is  sold  at  36  cents,  and  the  salesman's  pro- 
portion of  the  profit— 2  cents — is  charged  by  the  corporation  as  its  selling  ex- 
pense, and,  at  tlie  same  time,  the  salesman's  account  is  credited  with  the  2 
cents  profit  on  the  order. 

It  is,  therefore,  proper  to  charge  all  weekly  or  monthly  advances  to  sales- 
men as  a  imrt  of  the  selling  expense  of  the  corporation  for  these  reasons : 

(1)  Because,  nnder  its  contracts  with  its  salesmen,  the  company  is  obligated, 
BO  long  as  the  salesmen  remain  in  the  employ  of  the  corporation,  to  make  these 
weekly  or  monthly  advances  to  the  salesmen. 
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(2)  Because  4WGk  «umg  ii^apeseiit  4he  celling  expense  of  Ite  ^eec^pMEatlon,  for, 
In  most  t?ases,  th^y  nre  In  iSqnidation  of  ttie  profits  ^anxed  by  the  salesmen  under 
the  contract,  and,  as  herelBljelore  -exi^lafaecl,  rsvsdiL  profits  represent  the  selling 
expense  of  tlie  corporation. 

The  various  accounts  between  the  corporation  and  its  salesmei)  are 
kept  for  the  purpose  of  ascertaining  whether  each  salesman  is  earning 
on  the  basis  of  the  contract  oammissioiis  ia  excess  of  the  advances  re- 

Juired  to  be  made.  There  does  not  appear  to  be  any  substantial  dif- 
evence  in  the  nw^hod  of  pai^ng  llie  ailesmea  ainl  the  ordinary 
method  of  employing  salesmen  «pon  salary  only  or  vfpon  a  oommis- 
fiion  basis.  A  corporation  •employing  salesmen  upon  eitiier  basis 
properly  may  charge  all  advanoes  to  ^idi  salesisien  to  "^  expense  ac- 
count." 

It  was  explained  at  the  reoent  oonfei^enoe  that  this  cofpcH^ion 
charged  direct  to  '^^^ling  exp^ise"  ikte  percentage  of  grogs  prciSts 
earned  by  its  salesmexL  At  liie  terminatioti  of  the  year  it  enlarged 
as  an  adaiticmal  Belling  expense  the  excess  of  advances  made  to  sales- 
men ovi^  the  profits  earned  by  the  salesn»en,  and  in  the  eiFent  'snch 
profits  exceeded  the  gnaran^toed  advances  only  the  profits  were 
charged  and  deducted  as  a  selling  expense. 

Under  the  contracts  ceitain  advances  are  required  to  be  made.  The 
otMrporation  is  obligated  to  make  these  advances  as  long  as  the  sales- 
men 'Continue  in  its  employ,  and  snch  advances  represent  a  sdiing  ex- 
pense of  the  corporation  to  tlie  extent  that  the  commisaons  earned 
are  less  than  tiie  guaranteed  advances.  If  such  advances  exceed  the 
commissions  earned  in  one  year  and  then  in  a  snbseqnent  year  the 
ceoiffiassions  exceed  tlie  advances,  an  adju^ment  is  made  on  the  bo^s. 
of  the  coiporation  and  a  chaiw  is  made  against  the  deficit  of  t^e  pre- 
ceding year  and  the  balance,  if  any,  is  paid  over  to  the  salesmen. 

At  the  conference  it  was  explained  that  imder  the  sy^em  of  ac- 
counting used  by  the  cofTX)ration  and  nnder  the  contracts  witii  the 
aalesm^i,  profits  are  not  credited  to  the  salesmen's  accounts  imtil 
actnai  shipnient  and  invoicing  to  the  customer.  Tlie  profits  of  the 
salesmen  which  will  accrue  upon  the  diipment  and  invoicing  of  the 
merchandise  apparently  are  deferred  liabilities  of  the  corporation 
which  it  does  not  consider  in  closing  its  account. 

The  Revenue  Act  of  1917  allows  a  corporation  to  deduct  all  the 
ordinary  and  necessary  expenses  j>aid  within  the  year  in  the  main- 
tenance and  operation  of  its  business  properties. 

An  analysis  of  the  facts  in  the  infant  case  indicates  clearly  that 
iXm  aoooufflts  on  the  books  of  the  corporation  lowing  advances  made 
and  commissions  earned  by  the  salesmen  are  fcept  for  the  convwaience 
of  the  corporation  and  for  the  purpose  of  comparison ;  that  is,  so  that 
the  corporation  may  ascertain  at  a  d^nitely  fixed  date  whether  a 
specific  salesman  is  earning  more  or  less  than  the  advances  required 
to  be  made  under  tlie  contract.  The  total  advances  to  the  salesmen  in 
1917,  over  the  commissions  earned  by  them,  amounted  to  3«  doHars. 
It  is  held  by  the  Income  Tax  Unit  that  this  item  is  not  a  proper  de- 
duction  as  a  business  expense  for  the  purpose  of  o^onputin^net  in-  «) 

come  subject  to  income  and  war  profits  tax^  imposed  by  the  Kevenue  ^ 

Act  of  1917. 

The  Committee  is  of  the  opinion  that  the  item  in  question  con- 
stitutes a  proper  deduction  as  a  selling  expense  of  the  oorponation 
for  1917,  irrespective  of  any  book  entnes  nade  <m  the  bo<^  of  the 
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corporatkm  for  its  own  conremeBoe.  No  part  of  the  advances  made 
in  1917,  owr  the  oommifisions  earned,  wiU  evar  be  repaid  to  the  cor- 
poration except  to  the  extent  hereinbefore  ezplaineo^  in  which  case 
adjuBJanimts  aie  made  in  the  .aiooeeding  jear.  The  Committee  is 
advised  that  a  new  aocounting  i^st^n  has  been  installed  and  that  the 
aitoation  which  existed  in  1917  aas  been  corrected. 

The  Committee  i^eoommends  that  the  total  amount  of  advances 
made  to  fiafesmen  in  1917,  over  oommissions  earned,  be  reinstated  and 
allowed  as  an  ordiimry  and  necessary  business  exp^ise  in  the  mainte- 
nance and  operation  of  the  business  of  the  corponiion. 
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(Also  Section  215,  Article  293,)  O-D.805 

la  addition  to  his  salary  aa  aa  employee,  a  taxpayer  reoeiires  son- 
dry  amonnte  from  various  periodiods  for  articles  amtribiited  by 
him.  His  activities  in  this  respect  are  sufficiently  frequent  to  coii- 
atitide  his  writin;^  a  bnaineBs,  Held,  that  the  expeoises  incurred  for 
JB&ainEtaon  fBryices,  magarinegj  stationery,  and  supplies  osed  in 
connection  wkh  the  pn)dueti<m  of  the  artidea  refemd  to  may  be 
dediicted  as  a  bwfnnww;  expense,  bat  the  oost  of  books  is  held  to  be 
m  capital  expense  and  as  such  nut  dedoetihle.  There  may  be  tafcen 
as  a  dedoetion  an  amonnt  repfeaeating  depimation  oai  books,  type- 
wiitH',  fumitvre,  and  other  eqaipmeat  of  a  permanent  character  in 
ptopoTtion  to  their  vbb  in  ocmnection  witii  the  production  of  «idi 
artKJeB,  piwidini^,  howerer,  that  no  other  dediiction  in  req»ect 
Aereof  has  been  or  is  being  claimed  in  a  letnm. 

In  aecordanoe  with  article  d92  of  fiesnlations  45,  as  amesided  by 
Treasnry  Decision  3101  {C.  B.  3,  p.  191),  it  is  held  that  when  trips 
are  made  fot  the  express  purpose  of  secuiing  facts  for  an  article, 
theie  may  be  dedncted  from  gross  incame  tJie  reasonable  and  neoes- 
aary  tiaFdinig  AKpensea,  inxauding  railnmd  fares,  as  well  as  ex- 
peoses  for  masls  and  lodffSEks  in  an  amonnt  in  excess  of  any  ex- 
penditures ordinarily  required  for  such  purposes  when  at  home. 
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MDses.  Sol.  Op.  88 

< Abo  Section  SIS,  Aitide  S»S ;  Section  219,  Ar^le  343.) 

Incecutors  who  continue  the  trade  or  business  of  the  decedent 
may  dcdort  from  the  gross  income  of  the  estate,  !»  computing  Its 
aet  income,  aH  MtUnRir  and  aecemary  exfienfles  paid  <iir  laearred 
daiimg  tibe  taxable  year  in  eontinoini;  Baeh  trade  or  lHifliiiefls«  hut 
may  not  dedjuct  expenses  of  admiuLstratioa. 

The  amounts  which  may  be  deducted  as  salaries  or  oth^*  oora- 
pemaitton  for  personal  «ervlee«  tire  limited  to  a  reaamable  eom- 
pPiiMtkiD  fat  persoBal  aenieeB  aotnally  Fenderod  in  ^oattnuifig 
tae  tfade  «r  tiasiiieaB  of  tte  deoedent. 

A,  a  resideat  of  Texas,  died  testate  in  1918,  her  -estate  oonsisthiif 
pri»ciipally  of  corporal;e  securities.  After  numerous  specific  bequests 
to  named  beneficiaries,  the  residuary  estate  is,  by  the  will,  ^iven  to 
the  testatrix's  "  executors  and  trustees  "  with  instructions  that  for  a 
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period  of  two  years  after  the  death  of  the  decedent,  or  for  a  shorter 
period  at  the  election  of  the  "executors  and  trustees,"  they  shall 
collect  the  rents,  income,  and  profits  thereof  and  apply  so  much 
of  such  rents,  income,  and  profits  as  they  shall  deem  advisable  for 
the  support,  education,  and  maintenance  of  B,  and  the  balance  to 
the  payment  of  the  taxes,  debts,  and  charges,  governmental  or  other- 
wise, payable  by  or  out  of  the  estate.  It  is  provided  that  at  the  end 
of  said  period  the  residuary  estate  shall  be  divided  into  two  parts  by 
the  "executors  and  trustees"  and  the  income  of  one  part  paid  to  C 
during  his  life  and  the  income  of  the  other  part  paid  to  or  accumu- 
lated for  B  with  various  remainders  and  cross  remainders  over. 
By  subsequent  provisions  of  the  will  certain  parties  are  appointed 
\"  executors  of  my  will  and  trustees  of  every  trust  created  thereby." 
^Xs  permitted  by  the  Statutes  of  Texas,  the  will  provides  that  the 
probate  court  shall  have  no  jurisdiction  of  the  estate  other  than  to 
probate  and  record  the  will  and  receive  and  approve  the  inventory, 
appraisement,  and  list  of  claims  of  the  estate.  Article  3362,  Ver- 
jion's  Sayles'  Texas  Civil  Statutes,  1914. 

(^The  question  presented  is  the  deductibility,  in  computing  the  net 
income  of  the  estate  for  the  two  years  following  the  death  of  the 
^statrix,  of  certain  expenses  incurred  by  the  executors. 

Section  219  of  the  Kevenue  Act  of  1918  provides  that  the  income 
tax  shall  apply  to  the  income  of  estates  and  property  held  in  trust, 
including  "income  received  by  estates  of  deceased  persons  during 
the  period  of  administration  or  settlement  of  the  estate  "  and  "  income 
held  for  future  distribution  under  the  terms  of  the  will  or  trust." 
That  section  also  provides  that  "  the  net  income  of  the  estate  or  trust 
shall  be  computea  in  the  same  manner  and  on  the  same  basis  as  pro- 
vided in  section  212."  Section  212,  which  defines  the  net  income  of 
an  individual,  as  supplemented  by  section  214(a)  1,  provides  that  in 
computing  net  income  there  shall  be  deducted  from  gross  income  "  all 
the  ordinary  and  necessary  expenses  paid  or  incurred  during  the  tax- 
able year  in  carrying  on  any  trade  or  business,  including  a  reasonable 
allowance  for  salaries  or  other  compensation  for  personal  services 
actually  rendered." 

r^It  is  settled  that  where  substantially  the  entire  income  of  a  tax- 
payer is  received  from  investments  and  dealings  in  securities,  such 
mvestments  and  dealings  in  securities  constitute  the  carrying  on  of 
a  trade  or  business.  Law  Opinions  98,  484  and  601 ;  Solicitor's 
Memoranda  386  and  776  (not  in  bulletin  service).  It  follows  that  in 
such  cases  the  ordinary  and  necessary  expenses  incurred  in  managing 
such  property  are  deductible  in  computing  net  income.  However, 
article  293  of  Regulations  45  provides  that  the  "expenses  of  the  ad- 
ministration of  an  estate,  such  as  court  costs,  attorneys'  fees  and  ex- 
ecutors' commissions,  are  chargeable  against  the  corpus  of  the  estate 
and  are  not  allowable  deductions." 

The  difficulty  lies  in  distinguishing  between  business  expenses  and 
administration  expenses.    In  this  case  the  executors  are  engaged  in  w 

trade  or  business  only  to  the  extent  that  they  continue  the  business  ^^ 

of  the  decedent,  and  ogly  such_gxpgnses  as  are  incurred.in  continu- 
ing the  business  of  the  decedent  are  allowable  deductions  in  comput- 
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ing  net  income.  On  the  other  hand,  the  ordinary  duties  of  the  execu- 
tors, as  such)  are  to  secure  the  necessary  processes  and  orders  of  the 
probate  court,  collect  the  assets  of  the  estate,  satisfy  the  debts  of 
the  decedent  and  the  estate  and  inheritance  taxes,  preserve  the  assets 
of  the  estate  until  distributed  and  distribute  such  assets  to  the  bene- 
ficiaries, if  necessary  reducinjg  them  to  cash  for  this  purpose,  and 
expensesjncjixred  in  dischargng..these-  and  similar  duties  are  clearly 
expenses  of  adminislfatidn. 

There  are  certain  expenses,  however,  suchas^laries  of  clerks  and 
ofl^Cfljeats,  .which  contribute^both  to  the  administration  of  the  estate 
and  the  continuance  of  the  business  of  the  decedent.  The  executors 
should  submit  full  information  as  to  each  such  item  of  expense,  from 
which  should  be  estimated  the  proportion  of  the  personal  services  or 
facilities  secured  by  the  expenditure  which  contributes  to  the  ad- 
ministration of  the  estate  and  the  proportion  which  contributes  to  the 
continuance  of  the  business,  and  corresponding  proportional  parts 
of  the  amount  expended  should  be  considered  a£ninistration  expense 
and  business  expense,  respectively. 

It  is^imjmaterial  whether  the  expenses  are  paid  from  the  corpus 
nf  ^^^  '^ate  or  irom-  income.    The  expenses  derive  their  character 
not  from  the  funds  out  of  which  they  are  paid,  but  from  the  pur-    i 
poses  for  which  they  are  incurred.  ^-^ 

The  brief  of  the  taxpayer  discusses  certain  classes  of  expenses 
which  it  is  well  to  consider  separately,  applying  to  each  class  the 
tests  suggested  above. 

Executoj^H*  commmions^  attorneys^  fees^  and  fees  of  expert  ac- 
countants.— Under  the  Texas  statutes  executors  are  allowed  a  fee  of 
five  per  cent  upon  all  cash  received  and  paid  out  by  them  in  the 
course  of  the  administration,  except  upon  receipts  of  funds  which 
were  on  hand  at  the  time  of  the  death  of  the  decedent,  and  upon 
disbursements  to  heirs  and  legatees.  Articles  3621  and  3622,  Ver- 
non's Sayles'  Texas  Civil  Statutes,  1914.  It  appears  that  the  execu- 
tors of  the  estate  under  consideration  have  retained  this  commission 
upon  funds  received  by  them  from  sales  of  securities  and  upon  funds 
paid  out  by  them  for  the  purchase  of  securities,  including  invest- 
ments and  reinvestments,  as  well  as  upon  receipts  and  disbursements 
made  by  them  in  the  ordinary  course  of  administration.  These  fees 
take  the  character,  as  administration  expense  or  business  expense, 
of  the  transactions  for  which  they  are  allowed.  The  same  rule  may 
be  applied  to  attorneys'  fees  and  fees  of  expert  accountants  paid 
upon  itemized  bills.  Payments  made  upon  unitemized  bills  of  attor- 
neys and  accountants  should  be  treated  as  expenses  which  con- 
tribute both  to  the  administration  of  the  estate  and  the  continu- 
ance of  the  business  of  the  decedent,  and  the  proportional  parts  of 
such  expenditures  attributable  to  business  expense  and  administra- 
tion expense,  respectively,  should  be  estimated. 

Offi<)e  expenses  and  salaries  of  bookkeepers  and  clerks^  including 
M         executors*  i^eymmissipns  tjiereon.  also  contribute  both  to  the  a3min- 
^        istration  of  the  estate  and  the  continuance  of  the  business,  and  should 
be  apportioned  in  the  same  manner  as  payments  made  upon  un- 
itemized bills  of  attorneys  and  accountants. 

Expenses  connected  with  the  sale  of  property^  inchidmq  executors^ 
commissions  and  attorney^  fees^  are  expenses  of  administration  in 
all  cases  in  which  the  sale  is  made  for  the  purpose  of  securing  cash 
to  satisfy  le^cies  or  to  satisfy  items  which  are  themselves  expenses 
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of  admimstratkm  or  neeessaiy  in  the  Admintfrt.nrfion  of  the  estajte, 
such  as  court  costs,  estate  ana  inheritance  taxes,  etc  On  the  diher 
hand,  wh^i  the  sale  is  made  to  secure  cash  for  &e  pnrpose  of  con- 
tinuing the  business,  as  for  reinvestment  or  to  -saitisf j  i>iij^ess  ex- 
penses or  the  income  tax,  the  expenses  of  the  sale  are  expenses  of 
business.  When  propeity  is  sold  to  secure  cash  for  boiii  adminis- 
tration purposes  iuid  purposes  comnedbed  with  the  <;ontinuance  of  the 
business,  the  expenses  of  the  sale  ^ould  he  alloeated  in  the  |>ercent- 
ages  in  which  tlie  proceeds  of  the  sale  are  used  for  administration  and 
business  purposes. 

Exp&nsee^  indudMiS  ea^ecutors'^  /iommusai^MS  ojnd  4Etiomej/€^  fees^ 
incurred  ia  coHeciiwg  dividemds  ^gomI  mieriest,  mvieitmg  fvayis^  prepar- 
ing Income  tax  retumg  and  paying  the  tax  are  made  siecessarv  \>y 
reason  of  the  continuance  of  the  business  ai^  ooiiaequently  axe  busi- 
ness expenses. 

Expense^  mdUidS^jg  execuiors^  comTrdsaums  and  attomeys^  f^^s^ 
incurred  in  the  preparaUofi  4)f  the  return  fx>r^  and^tke  paymeni  ^f^ 
the  Federal  estate  tax  and  State  inheritance  taxes  ace  necessary  for 
purposes  which  are  within  the  ordinary  duties  of  the  executoxs  as 
SBch  and  consequently  atb  administration  expenses. 

Expenses  incurred  in  the  paynyeid  of  ad  valorem  taxes. — ^All  ad 
valorem  taxes  (except  taxes  assessed  against  local  ben^ts)  may  be 
deducted  from  gross  income  under  section  214:{a)  3  of  the  Kev«nue 
Act.  However,  the  expenses  of  pajing  the  taxes,  including  the 
executors'*  commissions  "ttiereon,  may  be  deducted  only  if  expended  in 
the  trade  or  business.  They  are  business  expenses  when  the  property 
taxed  is  used  in  the  trade  or  business.  They  are  administration  ex- 
penses when  the  property  is  not  used  in  the  trade  or  business,  as  where 
property  is  held  for  future  distribution  to  legatees  or  devisees. 

Aiiicle  343  of  Regulations  45  provides  that — 


Whxfpe  an  «aBeeiitx>r,  -who  ks  ai«o  naaned  as  /trustee,  faUs  to  labtahi  Itis  iliBebaf^e 
as  executor,  the  jseriod  of  mdminJstratioxL  cootinues  up  to  tiie  tiiue  when  the 
duties  of  administration  are  complete  and  he  actually  assum^  his  duties  as 
trnstee,  'trhether  imrstrniit  to  an  -order  of  tlie  conrt  or  not. 

The  esecutors  of  this  estate  are  independent  execaitors  under  the 
Texas  Statute,  und  after  qualifying  them  and  receiving  and  approv- 
ing the  inventory,  appraisement,  And  li^  of  claims  the  probate  court  .  , 
will  have  no  further  Jurisdiction  over  them.  They  will  not  report 
to  the  court  for  discharge,  nor  will  there  be  any  date  upon  which  Uiey 
formally  cease  to  be  executors  and  becorabe  trustees.  However^  whffli— 
tlie^  have  cwnpleted  the  ordinary  duties .  of  administration,  under 
ti  ftoJK '  5^" tHe  periQ?_  oT  jbdipinistratton  ends,  aiid  thereafter  office 
PYpf^pRps  »T\c\  other  expenses  which  diirHig'The  period  of  administra- 
tion  contributed  both  to  the  administration  of  the  estate  and  the  con- 
tinuance of  the  business,  ^^^|1  h^  ^"tJ^JfffifiTjBH^fflf^^ 

The  above  discussion  Is  upon  the  assumption  that  the  executors' 
coanmissions,  attorneys'*  fees,  fees  of  expert  aocountants,  and  claries 
of  bookkeepers  and  dlerks  paid  by  the  estate  constitute  reasonable  ^ 
com.pensati<»i  for  the  services  rendered.  Section  214 (a)  1  limits  the  " 
amount  which  may  be  deducted  for  salaries  or  other  compensation 
for  personal  services  to  a  "reasonable  allowance.""  If  tlie  amount 
Actually  paid  excx'eds  a  reasonable  compensation  for  the  services 
rendered  such  excess  should  not  be  deducted  f  nom  gross  income 
in  tcomputing  net  income.  Article  105,  Regulations  1$;  Xiaw  Opiaion 
1045  J[C.  B.  3,  p.  133), 
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Fram  the  evidence  oa  fila  it  c^n  not  be  determined  wliat  is  ^'a 
reaapnable  aUoweace  ^  for  the  services  rendered  by  the  executors  in 
continuing  the  business  of  the  decedent.  The  neoessary  evidence 
should  be  secured,  and  the  amount  which  constitutes  a  reasonable 
compensation  for  these  services  during  each  taxable  year  should  be 
determined.  If  the  commissions  actually  paid  upon  transactions 
neoessery  in  the  continuafioe  of  the  business  of  the  decedent  exceed 
a  reasonable  compensation  for  the  services  rendered  in  continuing 
such  bysinesSy  only  the  Amount  of  such  reasonable  compensation 
dMHiid  be  allowed  as  a  deduction  in  compntmg  net  income. 

Oabl  A«  Mafes, 

Solicitor  of  Internal  Hevenue, 


Section  214(a)*  1,  Article  101 :  Business  ex|>enses.  11-21-1507 

O.  D.  843 

In  case  a  loan  is  renewed  for  the  full  amount,  and  a  policy  of  in- 
suranee  taken  tmt  in  favor  of  tht  i»ider  ior  4lie  express  purpose  of 
securing  the  loan  is  continued  as  security,  the  premium  paid  thereon 
by  an  ifidividual  tazj[>ayer  is  deductible  as  a  lAisiness  expense  under 
the  same  conditions  applicable  in  the  case  of  the  original  loan.  (See 
O.  D.TlljC.  B.3,p.  189.) 

If  partial  payment  is  made  upon  die  maturity  of  the  loan,  and  the 
loan  16  renewed  for  the  induced  amount,  the  premium  paid  is  deduc- 
tible only  to  die  eident  that  it  is  paid  <m  insurance  required  as  security 
for  the  reduced  amount  of  the  loan. 


Secttion  214(a)  1,  Article  101 :  Business  expenses.  11-21-1508 

(Also  Secdon  filS<a),  Article  42.)  O.  D.  844 

A  taxpayer  who  seUs  merchandise  on  the  infitallmant  plan  may  not 
allocate  tlte  expenses  incident  to  pitxiucin^  the  inoc»ne  to  the  year  in 
which  ttie  pronts  on  the  sale  of  the  gooro  are  realized,  but  should 
deduct  such  expenses  in  his  income-tax  return  as  for  the  year  in 
which  incurred  and  paid  or  accrued. 


Smcrwx  2i4(a)  I^  Asricus  101 :  Business  expei^ies.  12-21-1518 

O.  D.  84^ 

Expenses  incurred  by  a  taxpayer  «igaf^  in  trade  or  business  in 
making  a  trip  to  Washington  in  connection  with  an  additional  tax 
assessed  by  the  Bureau  of  Internal  Re-^'^nue,  upon  his  trade  or  busi- 
ness, are  ordinary  and  necessary  expenses  of  carrying  on  the  business 
and  hence  are  a  proper  deduction  from  gross  income. 


Sbction  214(a)  1,  Article  101 :  Business  expenses.  16-21-1576 

O.  D.  877 


A  taxpayer  whose  income  is  derived  principally  from  investments 
in  stocks  and  bonds  may  deduct  as  a  business  expense  the  rent  of  an 
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office  and  the  cost  of  clerical  help  if  he  can  show  in  his  return  that 
such  expense  is  ordinary  and  necessary  within  the  meaning  of  sec- 
tion 214(a)  1  of  the  Revenue  Act  of  1918. 


Secpion  214(a)  1,  Artici-e  101:  Business  expenses.  lft-21-1577 

O.  D.  878 

Premiums  paid  on  indemnity  bonds  furnished  by  Government  em- 
ployees for  the  faithful  performance  of  their  duties  constitute  allow- 
able deductions  in  computing  net  income  for  the  purpose  of  the 
income  tax. 


Section  214(a)  1,  Article  101:  Business  expenses.  19^21-1619 

T.  D.  3171 
(Ct.  D.  13) 

MrXITIONS     MANI^KACTX-RKR'S     TAX— SECTIONS     300-302,     REVENUE     ACT     OF 

1016— DECISION  OF  COURT. 

1.  Munitions  Contract — Side  Contrac-t — l>rvi8iON  of  Profits. 

Where  two  indivulnals  and  a  coriwration  contributed  to  the  expenses  of  a 
trip  abroad  by  the  presi<lent  of  the  corporation  to  secure  for  it  a  munitions 
c-ontruct,  a  contemporaneous  agreement  tliat  the  corporation  and  the  individuals 
Hhould  divide  the  profits  from  such  contract  pro  rata  according  to  the  amounts 
contributed  by  each,  was,  as  between  the  individuals  and  the  corporation,  a 
side  contract  in  the  nature  of  a  **  grubstake/'  separate  from  the  munitions 
ccmtract. 

2.  MrxiTioNH  Manufacturer — Individuals  Furthering  Contract  of 

Corporation. 

Tlie  facts  that  the  individuals  agree<l  to  do  all  in  their  power  in  furtherance 
of  the  contract  became  indemnitors  for  the  return  of  advances  on  the  con- 
tract in  the  event  of  nonperformance,  and  obtained  iiermission  from  another 
corporation  to  use  its  proving  ground  in  testing  the  nmuitions  manufactured  are 
not  sufficient  to  associate  them  in  the  manufacture  of  munitions,  but  the  cor- 
poration alone  was  the  i)erson  engaged  in  the  manufacture  thereof,  within  the 
terms  of  the  statute. 

3.  Net  Profits  Subject  to  Tax. 

The  tax  applies  to  tl\e  entire  net  profits  from  the  sale  and  distribution  of 
the  munitions  before  such  profits  are  distributed  under  the  terms  of  the  aide 
contract  or  "gnibstake." 

4.  Dkduction.s — ExPEN.sEs — Division  of  Profits. 

The  amounts  d)stribute<I  to  the  individuals  may  not  bo  regarded  as  expenses 
of  manufacturing  the  nmnitions,  deductible  from  the  gross  amount  received 
from  sales,  under  the  munitions  contract,  in  ascertaining  taxable  net  profits. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washington^  D.  C. 

To  collectors  of  internal  revemie  and  others  concerned: 

The  appended  decision  of  the  United  States  Circuit  Court  of 
Apj>eals  for  the  Third  Circuit,  rendered  March  15,  1&21,  in  the  case 
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of  Traylor  Engi/neeTnng  dk  Mcmufdctxuring  Co.  v.  Lederer^  collector^ 
is  published  for  the  information  of  internal  revenue  officers  and 
others  concerned. 

M .  F.  West, 
Acting  Commissioner  of  Internal  Revenue. 

Approved  June  2,  1921 : 

A.  W.  MiXLON, 

Secretary  of  the  Treasury, 

United  States  Circuit  Coubt  of  Appeals  for  the  Third  Circuit.    No.  2612. 

October  Term,  1920. 

Traylor  Engineering  d  Manufacturing  Co.,  pUUntiff  below,  plaintiff  in  error,  v, 
Ephraim  Lederer,  Collector  of  Internal  Revenue  for  the  First  Collection  Dia- 
trict  of  Petmeylvatiia^  defendant  below,  defendant  in  error, 

Ebrror  to  the  District  Coart  of  the  United  Statt^s  for  the  Eastern  District  of  Pennsylvania. 

Before  Butfington,  Woolley,  and  Davis,  Circuit  Judges. 

WooLLET,  Circuit  Judge : 

The  plaintiff  corporation  brought  tliis  action  to  recover  from  the  defendant, 
Collector  of  Internal  Revenue,  a  sum  it  had  paid  as  an  excise  tax  assessed 
against  it  as  a  munitions  manufacturer,  under  the  Act  of  Congress  of  September 
8,  1916. 

As  the  controversy  is  quite  unusual,  we  shall  make  a  preliminary  statement 
of  the  case,  omitting  for  the  moment  one  or  two  important  features  but  present- 
ing enougli  to  show  the  question  involved,  the  law  out  of  which  it  arose,  the  con- 
tentions of  the  parties,  the  judgment  of  the  court,  and  the  reasoning  that  moved 
it  to  its  conclusion. 

Tlie  plaintiff  corporation  was  engaged  In  the  business  of  manufacturing  ma- 
chinery at  AUentown,  Pennsylvania.  Late  in  1914,  S.  W.  Traylor,  its  president, 
indicated  to  Harry  C.  Trexler  of  AUentown,  and  James  Phillips,  Jr.,  of  New 
York,  his  intention  of  going  abroad  in  search  of  munitionsr  contracts  for  his  com- 
pany. Trexler  contributed  about  $600  and  Phillips  about  $400  to  the  expenses  of 
the  trip  upon  an  oral  understanding  that  in  the  event  a  contract  were  secured 
and  from  it  profits  were  earned,  they  should  share  in  the  profits  in  the  propor- 
tion their  contributions  should  bear  to  the  expenses  of  the  trip,  estimated  at 
about  $2,000.  In  addition  Phillips  gave  Traylor  a  letter  of  Introduction  to  a  man 
of  position  in  London,  which  Traylor  used  in  gaining  access  to  the  British  War 
Office.  • 

Traylor  was  successful,  and  in  January,  1915,  the  plaintiff  entered  into  a 
contract  with  the  Government  of  Great  Britain  for  the  manufacture  of  shells. 

The  contract  provided  for  payment  by  the  British  Government  to  the  plain- 
tiff of  $1,000,000  in  advance  of  shell  deliveries,  on  condition,  however,  that  the 
plaintiff  furnish  a  bond  in  the  same  amount  to  insure  the  return  of  the  money 
in  the  event  of  the  plaintiff's  failure  to  make  deliveries  in  accordance  with 
the  terms  of  the  contract.  Satisfactory  bonds  were  furnished  by  surety  com- 
panies on  the  strength  of  indemnity  agreements  entered  into  by  the  plaintiff 
with  Trexler  and  Phillips,  both  men  of  Influence  and  wealth. 

Up  to  this  time  the.  relations  of  the  parties,  in  so  far  as  they  were  con- 
tractual, were  wholly  informal.  After  these  transactions  had  been  concluded — 
that  is,  after  the  contract  has  been  procured,  the  requisite  indemnity  bonds 
furnished,  and  an  initial  payment  of  $1,000,000  had  been  or  was  ready  to 
be  made — the  plaintiff  corporation  'and  Trexler  and  Phillips  entered  into  their 
first  writing.  This  was  an  agreement  dated  February  17,  1915,  wherein  the 
parties  recited  the  transactions  done  and  completed,  including  Traylor's  trip 
abroad,  Trexler's  and  Phillips*  contribution  to  the  expenses  thereof,  the  con- 
tract with  the  Government  of  Great  Britain  secured  by  the  plaintiff,  the 
joinder  of  Trexler  and  Phillips  with  the  plaintiff  In  the  execution  of  bonds 
in  connection  with  the  contract,  and  their  agreement  with  reference  to  a  divi- 
sion of  profits  when  earned.  This  contract  contained,  so  far  as  we  can  discern, 
no  new  undertaking  on  the  part  of  Trexler  and  Phillips  or  anything  more 
definite  than  that  they  should  "give  such  further  assistance  by  their  advice, 
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credit  and  influence  as  may  be  1b  their  power  to  the  end  that  the  contract  mi^y 
l>e  carried  oat  to  the  mutual  advantage  of  all  concerned.**  Nor  does  U  contain, 
«o  far  as  we  con  find,  any  new  ^bligationfl  on  the  part  of  the  plaintiff  corpora- 
tion. The  purpose  of  the  contract,  it  seems,  was  to  record  (i»8t  txanmstlcMfi 
and  the  .understanding  of  the  parties  with  reference  to  the  ascertainment  and 
division  of  profits  which  were  expected  to  grow  out  of  them.  To  this  end  it  was 
agreed  that  the  plaintiff  corporation  should  receive  its  manufacturing  cost,  plus 
ten  per  cent,  for  its  services  in  the  manufacture  (jfttbe  prodnii!tB  eoveped  ^y  .the 
contract,  to  be  determined  in  a  mannt^r  outlined,  and  thereafber, 

"  When  the  net  profits  accruing  from  said  contract  ♦  ♦  *  shall  have 
reached  the  sum  of  five  hundred  thousand  dollars  ($500,000)  and  that  amount 
shall  be  deposited,  all  profits  over  and  above  such  sum  shall  be  divided  monthly 
among  the  parties  hereto  in  the  proportions  hereinafter  ^ecifled  and  ufion  the 
completion  of  the  contract  and  the  'winding  -up  «f  the  business  covered  by  this 
agre<nnent,  all  net  profits  shall  be  divided  between  the  parties  hereto  as 
follows-: 

**  T©  James  Phillips,  Jr.,  twentynfive  per  cent  {2S% )  ;  Hany  C.  Trexler, 
thirty- three  and  one-third  per  <*6ilt  (38^%)  ;  Traylor  £)Dgineer!ng  and  Manu- 
facturing Company,  forty-one  and  two-thirds  per  cent  (41|%)." 

After  entering  into  this  writing,  Trexler  and  Phillips  contributed  no  capital 
toward  the  contract  and  did  nothing  toward  its  performance,  except  in  one  in- 
stance wJien  Trexler  obtained  from  the  Bethlehem  ftteel  Company  permission 
to  test  the  shells  on  its  pr<tving  grounds. 

The  contract  vras  fully  performed  prior  to  February  S6,  1916.  On  that  day 
the  plaintilf  made  settlement  of  profits  with  Tr^Uer  .and  Phillips,  substantially 
as  orally  a^eed  upon  at  tlie  beginning  ^nd  precisely,  we  assume,  as  provided  iu 
the  \i7itten  conti^act  later  entered  into,  wherain  it  paid  Trexler  $G50,000  and 
Phillips  $487,500 — something  more  than  $1,000  for  each  dollar  invested — ^and  re- 
tained the  balance. 

On  September  8,  1916,  the  Coiigress  enacted  the  "  Munition  Manufactuxers' 
Tax  Law.'*    Those  of  its  provisions  .pertinent  to  this  case  are  the  following: 

"  Section  ^00.  That  when  used  in  this  title — 
Tlie  term  '  person '  includes  partnerships,  corporations  and  associations : 
The  ^st  taxable  year  shall  be  the  twelve  months  ending  December  ^st, 
1916. 

"  Section  301.  Tlnit  every  s^erson  juanufacturiug  gun  powder  .and  other  ex- 
plosives, *  *  *  shall  pay  for  each  taxable  .year,  in  addition  to  the  income  tax 
imposed  hy  Title  I,  «n  exoise  tax  of  twelve  and  one-liaif  ;per  centum  upon  the 
^entire  net  profits  actually  received  or  accrued  for  said  y-ear  from  the  sale  or 
disposition  of  such  articles  manufactured  within  the  United  States,    ♦     •    ♦ 

"  Section  302.  That  in  computing  net  profits  under  the  provisions  of  this  title, 
for  the  pur))ose  of  the  tax  there  shall  he  allowed  as  deductions  from  the  gross 
amount  received  or  accrued  for  the  taxable  year  from  the  sale  or  disposi- 
tion of  such  articles  manufactured  within  the  United  States,  the  following 
items:     ♦     ♦     ♦ 

"(b)  Banning  expenses*  including  rentals,  cost  of  repairs  and  maintenance, 
heat,  power,  insurance,  management,  salaries,  and  wages;     *     ♦     *." 

The  plaintiff  corporation  in  due  course  made  a  return  of  its  profits  in  the 
manufacture  of  munitions  for  the  year  1916,  properly  omitting,  it  is  conceded, 
profits  on  deliveries  under  the  contract  made  prior  to  January  1,  1916.  Ih 
ascertaining  tlie  amount  due  under  the  statute,  it  dedwted  as  "running  ex- 
penses ^  of  its  business  the  portions  of  profits  eameil  in  1916  it  had  paid  Trexler 
and  Phillips.    It  then  paid  the  tax  as  Uius  computed. 

Subsequently  the  Commissioner  of  Internal  Kevenue,  regarding  the  plaintiff 
corj)oration,  Trexler  and  Phillips  as  copartners  in  respect  to  the  munitions 
contract,  held  that  the  payments  to  them  were  in  distribution  of  partnership 
profits.  He  therefore  disallowed  the  plaintiff's  deduction  of  profits  paid 
Trexler  and  Pliillips  as  "  running  expenses "  and  made  an  additional  assess- 
jnent  of  $46,706.97.  The  plain  tilt  having  paid  this  simi  under  protest,  and  Its 
ciaim  for  refund  having  been  rejected,  brought  this  suit  to  recover  the  same. 
Few  of  the  facts  being  in  dispute,  a  jiu*y  was  waived  and  the  case  was  tri«i 
bf  the  court 

At  the  trial  the  plaintiff  took  the  position  that  Trexler  and  Phillips  had 
rendered  the  plaintiff  services  in  procuring  the  contract  between  it  and  the 
Government  of  Great  Britain  "by  contributing  to  the  expenses  of  Traylor's  tiip 
abroad  and  by  becoming  indemnitors  with  the  plaintiff  on  the  required  bond ; 
that  comp^isatjon  to  Trexler  and  Phillips  for  these  services  was  measured  1iy 
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shares  in  the  profits  earned  imder  the  coa^act,  and  that,  being  compeosatiou 
far  services  rendered,  it  thereby  necessarily  became  an  expense  in  the  manu- 
ikctore  of  shells  dednctyi>le  under  the  st^itutory  heading  of  "  running  expenses,^ 
conformably  with  a  rnling  of  the  Conimi^iaioner  of  Internal  Revenue  published 
February  24,  1917,  there  the  Conunissioner  said : 

"Commissions  or  bemuses  which  were  paid  prior  to  January  1,  1916,  for 
obtaining  contracts  for  munitions  and  which  contracts  were  fulfilled  and  de- 
liveries made  and  the  munitions  paid  for  after  January  1,  1916,  would  be 
allowable  deductions  (in  ascertaining  net  profits  for  the  purpose  of  the  tax) 
as  soeh  necessary  expenses  as  are  contemplated  by  subsection  (b)  of  section 
302  of  the  Act  referred  to.*' 

Ampli^ing  its  position  a  little  further,  it  is  to  be  noted  that  the  plaintiff 
is  not  claiming  as  an  allowable  deduction  the  money  advanced  by  Trexler  and 
Phillips  in  aid  of  Its  effort  to  obtain  a  munitions  contract,  but  it  is  claiming  as 
an  allowable  dedoctlon  from  gross  receipts,  in  the  process  of  ascertaining  tax- 
able net  profits,  profits  made  on  a  munitions  contract  and  distributed  to  others ; 
this  on  the  theory  that  "net  profits  actually  received  or  accrued**  from 
the  sale  of  munitions — ^intended  by  the  statute  as  the  basis  of  tax  assessment — 
are  not  all  the  profits  that  grow  out  of  or  accrue  from  the  manufacture  of 
muiitions  hy  the  **  person  "  (described  in  the  statute,  but  are  only  those  profits 
which  are  actually  received  by  and  which  actually  accrue  to  that  "person^* 
in  his  own  right;  and  where,  as  here,  profits  are  by  previous  arrangement 
divided,  then  only  those  profits  which  ronain  and  which  constitute  the  share 
of  the  "  person  manufacturing  **  are  subject  to  the  munitions  excise  tax. 

The  defendant,  very  properly  we  think,  declined  to  adopt  the  theory  of  the 
CommissioDer  of  Internal  Revenue  that  the  three  parties — one  of  whom  was 
a  corporation — constituted  a  partnership  within  the  terms  of  the  statute,  and 
took  tlie  position  that  it  did  not  matter  whether  the  articles  of  agreement  en- 
tered into  by  the  three  constituted  them  a  partnersliip,  a  corporation,  a  Joint 
stock  company,  or  any  particular  kind  of  association  or  organization,  in  view 
of  the  found  fact  that  they  had  joined  themselves  together  in  a  joint  enter- 
prise of  manufacturing  muniti<m8  for  their  mutual  benefit  and  had  thus  con- 
stituted themsrfves  a  taxable  "i>erson  "  within  the  me«aning  of  the  law. 

The  learned  trial  judge  found  as  a  fact  that  **  the  Tray  lor  Company,  Phillips 
and  Trexler  were  associated  together  in  the  manufacture  of  munitions  for  the 
Govenira«it  of  Great  Britain  under  the  said  contract,**  and  disregarding  the 
theory  of  partnership  or  association,  found  against  the  plaintiff  on  the  ground 
that  the  parties  had  embarked  in  a  joint  adventure  in  the  manufacture  of 
mnnitioBs  for  the  Government  of  Great  Britain  and  that  the  payments  made  to 
Trexler  and  Phillips  were  not  expenses  of  the  business,  deductible  as  running 
expenses  in  asoertaining  taxable  net  profits,  but  were  distributions  of  profits 
arising  from  the  adventure  am<mg  those  who  had  engaged  in  it.  Accordingly 
judgment  was  entered  for  the  defendant  and  tlie  plaintiiT  sued  out  tliis  writ  of 


Thaa  it  appears  that  a  correct  decision  of  this  case  rests  on  the  legal  relation 
of  the  partiea  The  <]iie8tion  of  Just  what  that  relation  was  turns,  we  think,  on 
a  distinction,  to  l»e  caref ally  drawn,  between  the  case  as  pleaded  and  the  case  as 
proved. 

The  plaintiff  in  its  statement  of  <daim  frankly  admits  tliat  the  contract  when 
proented  was  sol^y  between  itself  and  the  Government  of  Great  Britain,  and 
that  the  contract  was  wholly  performed  by  it  at  its  own  expense.  The  plain- 
tiff further  admits  that  it  procured  the  contract,  but,  it  maintains,  it  procured 
it  with  the  aid  of  Trexler  and  Phillips  in  contributing  toward  the  expenses  of 
the  trip  abroad  and  in  i^ecoming  Indemnitors  in  the  requisite  surety  obligations. 
It  contends,  tiier^ore,  that  this  aid  constituted  "  services  rendered  "  by  Trexler 
and  Phillips  "  in  connection  with  the  procurement  of  the  said  contract  by  plain- 
tiff "  and  in  consideration  of  these  sw^rices  the  plaintiff  agreed  with  Trexler 
and  l^illips  tliat  "they  should  be  paid  a  certain  percentage  of  the  profits,  if 
any,  which  might  be  realised  by  the  plaintiff  from  the  performance  of  the  said 
contract*' 

The  plaintiff  made  certain  the  limited  character  of  the  services  rendered 
by  admitting  that, 

"The  said  Trexler  and  Phillips  performed  no  other  services  in  coimection 
with  the  procurement  oi  pei'forroance  of  said  contract  except  as  herein  above 
stated,  did  not  contribute  any  smns  of  money  whatever  toward  the  performance 
of  the  said  contract,  and  assumed  no  responsibility  whatever  in  connection 


i  214(ft)  1]  128 

therewith  except  such  liability  as  they  Incurred  in  connection  with  the  above 
mentioned  guarantee." 

In  conclusion  the  plaintlfT  claimed  the  payment  of  profits  to  Trexler  and 
Phillips  as  valid  deductions  from  gross  income  for  the  pui-pose  of  determining 
taxable  net  income  and  demanded  recovery  accordingly. 

This  was  the  plaintiff's  case  as  to  the  relation 'of  the  parties  made  by  the 
pleadings. 

The  ease  on  the  evidence  was  made  from  the  testimony  of  Traylor  and 
Trexler.    It  was  in  substance  as  follows : 

In  December,  1914,  Traylor  had  planned  a  trip  abroad  with  the  object  of 
obtaining  for  his  company  a  contract  with  the  British  Government  for  the 
manufacture  of  munitions.  Such  contracts  were  at  the  time  Just  making  their 
appearance.  Traylor  knew  nothing  about  the  manner  of  negotiating  for  them 
beyond  the  obvious  necessity  of  being  Introduced  to  the  proper  authorities. 
With  this  in  mind  he  asked  Phillips  for  a  letter  of  introduction  to  someone  in 
England  through  whom  he  might  reach  the  British  War  Office.  One  day  at  a 
railroad  station  Traylor  happened  to  meet  Trexler,  a  personal  friend,  and 
casually  referred  to  his  trip  abroad  and  its  object.  Trexler  became  interested 
in  the  project,  not  in  a  business  way  just  then,  but  merely  through  friendship 
with  Traylor.  Being  anxious  to  go  abroad  with  influence  standing  behind 
him  and  with  good  names  which  he  could  use  as  references  for  his  corpora- 
tion, Traylor  arranged  a  meeting  between  the  three  and  proposed  to  Trexler 
and  Phillips  that  they  "take  a  chance"  on  his  expenses  to  Europe  and 
promised,  in  return  for  their  "  services,"  that  his  company,  if  a  contract  were 
obtained,  would  divide  profits,  if  any  were  made  (after  deducting  costs,  over- 
head, etc.),  in  the  proportion  their  contributions  bore  to  the  expenses  of  the 
trip.  This  was  agreed  upon.  Traylor  went  abroad  with  a  letter  of  intro- 
duction from  Phillips  and,  obtaining  access  to  the  British  War  Office,  began 
negotiations.  In  these  negotiations,  while  using  Trexler's  name  as  a  reference 
for  his  corporation,  neither  Trexler  nor  Phillips  participated.  The  contract 
was  obtained,  and  it  was  obtained  by  Traylor  alone.  Up  to  this  point  the 
transaction  was,  we  think,  precisely  what  Trexler  characterized  it,  namely ;  a 
"  grubstake."  ^ 

On  the  relation  of  the  parties  as  developed  by  the  testimonj^he  learned  trial 
judge,  as  we  have  said,  found  them  engaged  in  a  joint  venture  in  the  manu- 
facture of  munitions  for  the  Government  of  Great  Britain.  To  this  finding  we 
subscribe  if  we  may  further  define  the  adventure. 

In  these  transactions  it  is  important  to  note  there  were  two  contracts.  One 
was  between  the  plaintiff  corporation  and  the  British  Government,  with  which 
Trexler  and  Phillips  had  nothing  to  do.  They  did  not  produce  it  and  they 
were  not  called  upon  to  perform  it.  The  other  was  between  Trexler,  Phillips, 
and  the  plaintiff  corporation,  and  was  based  upon  the  procuring  of  a  con- 
tract by  the  plaintiff  with  the  British  Government  and  the  earning  of  profits 
by  the  plaintiff  after  such  contract  had  been  procured.  With  this  contract  the 
Government  of  Great  Britnin  had  nothing  to  do.  Under  one  munitions  were 
to  be  made ;  under  the  other  profits  were  to  be  distributed. 

The  contract  between  Trexler,  Phillips,  and  the  plaintiff  therefore  had  to  do 
essentially  with  a  speculative  enterprise  of  hazard.  This  is  evidenced  by  the 
fact  that  performance  of  this  contract  depended  solely  on  the  outcome  of  the 
other  contract.  In  pursuance  of  its  oral  and  wholly  informal  terms,  Trexler 
and  Phillips  advanced  inconsiderable  sums  of  money  toward  the  expenses  of 
the  one  proposing  to  negotiate  a  contract,  and  after  the  contract  had  been  pro- 
cured, they  voluntarily  became  indenmitors  upon  the  requisite  bond.  Any 
money  returned  to  Trexler  and  Phillips  for  their  advances  on  account  of  ex- 
penses and  for  their  liability  as  indemnitors,  manifestly  was  their  reward  for 
risking  their  credit  and  staking  their  money,  first,  on  the  chance  of  Traylor 
getting  a  contract  abroad,  and  next,  on  the  chance,  if  a  contract  were  obtained, 
of  the  plaintiff  making  profits  out  of  it.  Failing  in  either,  Trexler  and  Phillips 
would  have  wholly  lost  their  stake,  hence  Trexler*s  quite  accurate  characteriza- 
tion 01  the  contract  as  a  "  grubstake."  Trexler  had  been  engaged  in  the  mining 
business  and  well  knew  the  signification  of  that  term.  Thus  it  is  evident  that 
the  interest  of  Trexler  and  Phillips  was  In  the  profits  of  the  contract  with  the 
British  Government,  not  in  the  contract  itself.  For  this  i-eason,  we  think,  they 
and  the  plaintiff  were  not  in  any  sense  associated  together  In  the  manufacture 
of  munitions  for  the  British  Government,  but  that  the  plaintiff  corporation  was 
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alone  the  •*  person  **  within  the  terms  of  the  statute,  that  was  engaged  in  mann- 
factnring  munitions  for  that  Government. 

The  plaintiff  proceeded  to  manufacture  munitions  under  the  contract.  On 
their  manufacture  profits  were  made  and  were  received,  initially  at  least,  by 
the  plaintiff.  What  it  did  with  such  profits  after  creating  them  was  its  own 
affair.  Fully  realizing  this,  it  had  made  a  grubstake  contract  involving  the 
division  of  anticipated  profits.  Upon  earning  profits,  the  plaintiff  could  of 
course  do  with  them  as  It  chose,  and  It  chose  by  previous  arrangement  to  give 
F:ome  of  them  to  Trexler  and  Phillips.  It  was  just  between  these  two  con- 
tracts— between  the  conclusion  of  one  and  the  performance  of  the  other,  Just 
after  profits  had  been  earned  under  one  and  just  before  they  were  distributed 
under  the  other  that,  we  think  the  Munitions  Tax  act  eutere<l.  Right  here  the 
law  ipoke  saying: 

"•Every  person  manufacturing'  munitions  (and  tlie  only  person  manufac- 
turing munitions  here  was  the  plaintiff  corporation)  *  shall  pay  •  *  ♦  an 
excise  tax*  (we  apprehend  for  the  privilege  of  engaging  in  the  business  of 
munitions  manufacture)  *upon  the  entire  net  profits  actually  received  or 
accrued '  (not  to  the  'person  manufacturing/  but)  *  from  the  sale  and  distribu- 
tion of  such  articles  manufactured/  " 

While  the  tax  is  levied  agaln.«t  the  "  person  manufacturing  "  munitions.  It  is 
assessed  against  net  profits  arising  "  from  the  sale  and  distribution  "  of  muni- 
tions manufactured,  ascertained  after  allowing  certain  deductions  which  cover 
generally  the  cost  of  production, -including  running  expenses. 

The  plaintiffs  contract  with  the  (Jovernmeut  of  Great  Britain  was  the  only  one 
of  the  two  contracts  that  the  munitions  act  was  concerned  with,  for  it  was  only 
under  this  contract  that  munitions  were  made  and  profits  earne<l.  Of  the  two 
parties  to  that  contract  the  plaintiff  was  the  only  one  that  made  and  sold 
munitions — the  other  bought  them.  As  profits  thus  made  constitute  the  taxable 
subject  of  the  act,  evidently  the  tax  is  directed  against  the  *' person**  pro- 
ducing them.  If  that  person  chose  before  creating  profits  to  promise  by  a  Hide 
contract  to  give  or  pay  them  to  others  when  earned,  then  he  could  do  so  only 
after  the  Grovpmment  had  exacted  the  tax  for  the  privilege  of  doing  the  par- 
ticular business  out  of  which  he  made  profits  of  this  kind. 

This  we  regard  to  be  the  true  relation  of  the  parties  with  its  legal  conse- 
quences, arising  from  two  separate  and  distinct  contracts  made  with  reference 
to  different  subject  matters  and  for  different  purposes.  If  profits  distributed 
under  the  side  contract  in  no  way  entered  into  the  cost  of  manufacturing 
munitions  under  the  main  contract,  we  are  of  opinion  that  they  can  not  be 
regarded  as  an  expense  of  manufacture  decluctlble  from  the  gross  amount 
received  from  sales  in  ascertaining  taxable  net  profits. 

The  judgment  below  is  afldrmed. 


Secttion  214  (a)  1,  Article  101 :  Business  expenses. 

(See  19-21-1626;  sec.  223,  art.  401.)     Deductions  in  returns  of 
community  income. 

Section  214(a)  1,  Article  101:  Business  expences. 

(See  25-21-1693 ;  sec.  215,  art.  291.)    Attorney's  fees  for  defense  in 
case  of  prosecution  for  illegal  sale. 


Section  214(a)  1,  Article  101:  Business  expenses.  26-21-1704 

O.  D. 959 

The  sole  proprietor  of  an  unincorporated  business  issued  mort- 
gage bonds,  some  of  them  were  traded  for  Liberty  bonds  which  had 
a  market  value  less  than  par,  but  which  were  taken  at  their  par  value. 
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There  were  trustees'  expenses  and  agenis  cammia^ns  ineident  to  tbe 

selling  of  the  bonds. 

It  is  held  that  when  he  exchanged  the  mortgage  bonds  for  Liberty 
bonds,  he  in  effect  disposed  of  the  bonds  at  a  mscount,  the  amount 
of  which  is  represented  by  the  difference  between  the  par  value  of 
his  bonds  and  tbe  fair  market  value  of  the  Liberty  bonds  when  taken 
in  exchange  therefor.     Such  discount  is  deductible  and  should  be 

Erorated  or  amortized  over  the  life  of  the  bonds-  The  diffference 
etween  the  fair  market  value  of  the  Liberty  bonds  at  the  time  they 
were  acquired  and  the  amount  received  for  them  when  they  were 
disposed  of  represents  the  gain  or  loss  from  the  transaction,  as  the 
case  may  be,  which  should  be  reported  in  the  return  for  the  taxable 
year  in  which  they  were  sold  or  otherwise  disposed  of.  The  trus- 
tees' expenses  and  agents'  commissions  incident  to  the  floating  of  the 
bonds  constitute  a  deductible  expense  which  should  be  prorated  over 
the  life  of  the  bonds* 

Section  214 (a)  1,  Abtigle  101 :  Business  expenses. 

(See  2^21-1707;  sec.  216,  art.  304.)  Operating  expense  and  de- 
preciation in.  case  of  automobiles  used  for  business  purposes. 


Sectiok  214(a)  1,  Abticm:  104:   Professional  6-21-1417 

expenses.  O.  D.  785 

The  subscription  price  paid  by  a  taxpayer  for  a  technical  magazine 
or  trade  journal  to  be  used  by  him  as  a  means  of  furthering  his 
business  interests  is  deductible  as  a  business  expense. 


Section  214(a)  1,  Article  105:  Compensation 
for  personal  services. 

(See  9-21-1487;  sec.  326,  art.  831.)     What  considered  a  reasonable 
allowance  for  salaries* 


Section  214(a)  1,  Article  105:  Compensation  12-21-1519 

for  personal  services.  O.  D.  860 

Where  a  corporation  encourages  or  requires  its  employees  to  attend 
part-time  schools  it  may  deduct  as  a  business  expense  reasonable 
amounts  paid  as  compensation  to  such  employees  during  their  ab- 
sence from  employment  while  attending  such  schools. 


Section  214(a)  1,  Abticlb  105:  Compensation  ^ki 

for  personal  services. 

(See  13^21-1528;  sec.  201,  art.  1544.)     Salaries  and  bonuses. 
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SscnoK  214(a)  1,  Abticls  105:  Compensation  20-21-1637 

for  personal  services.  A.  R.  R.  493 

(Also  Section  212,  Article  23;  Section  234,  Article  561.) 

REVENUE  ACT  OF  1917. 

Recommended  in  the  appeal  of  the  M  Company  that  the  action 
of  the  Unit  in  disallowing  x  dollars  of  an  item  of  2x  dollars  de- 
ducted in  its  return  for  1911  as  salaries  to  officers  for  services 
actually  rendered,  be  sustained,  and  accordingly,  that  the  appeal 
of  the  taxpayer  be  denied. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Unit  in  disallowing  x  dollars  of  an 
item  of  2a?  dollars  deducted  in  its  return  for  the  taxable  period  of 
1917  under  "  ordinary  and  necessary  expenses  "  as  compensation  to 
officers  for  services  actually  rendered. 

The  records  in  the  case  indicate  that  prior  to  1918  the  corporation 
closed  its  books  upon  an  accounting  as  of  November  15,  and  that 
returns  were  rendered  upon  that  basis  purporting,  however,  to  cover 
calendar  year  periods.  It  appears  that  permission  was  requested  to 
file  returns  upon  the  basis  of  a  fiscal  year  ending  August  31 ;  that  on 
or  about  March,  1918,  over  four  months  after  the  close  of  the  com- 
pany's books  on  November  15,  1917,  an  accountant  was  employed 
to  assist  in  the  preparation  oi  income  tax  returns ;  that  such  "ac- 
countant advisea  the  officers  that  salaries  received  by  them  were 
considerably  lower  than  salaries  paid  by  similar  organizations ;  and 
that  the  Government  would  allow  a  reasonable  increase. 

In  line  with  this  advice  an  entry  was  made  in  the  company's  books 
on  March,  1918,  as  of  November  15  1917  (the  last  fiscal  closing), 
crediting  the  officers  with  x  dollars  additional  salaries,  which  amount 
was  included  in  addition  to  the  salaries  actually  paid  as  a  deduction 
in  the  taxpayer's  return  for  1917.  y 

In  a  brief  filed  by  the  representatives  of  the  taxpayer  the  above 
information  submitted  by  tne  examining  officer  who  conducted  the 
field  audit  is  substantialiv  verified  as  statements  of  facts.  In  this 
connection  it  may  be  well  to  quote  the  following  excerpts  from  the 
brief  submitted  by  the  taxpayer : 

The  officers  had  for  years  prior  to  1917  drawn  nominal  salaries  of  only  Ix 
dollars  each,  chieliy  on  account  of  being  a  close  corporation,  and  the  desire  to 
hold  down  exi)enses  as  low  as  possible  and  rather  receive  the  earnings  in  form 
of  dividends. 

Up  to  1916,  inclusive,  the  officers  found  no  difficulty  in  handling  the  income 
tax  returns,  but  the  1917  law  and  returns  were  so  complicated  they  decided  to 
call  in  an  expert  to  assist  in  this  matter.  No  definite  action  had  been  taken  by 
the  officers  prior  to  calling  in  the  expert  in  March,  1918,  with  respect  to  the 
entering  of  additional  salaries  on  the  books,  chiefly  because  blank  forms  were 
not  obtainable,  but  also  for  the  reason  that  the  officers  did  not  realize  the  very 
large  amount  of  tax  the  corporation  would  be  called  on  to  pay,  or  the  great 
specific  or  extra  tax  payable  on  account  of  entirely  too  low  salaries  as  com- 
pared with  other  corporations  of  similar  size  and  volume  of  business,  who 
were  paying  salaries  three  or  four  times  the  amount  paid  by  this  corporation 
and  thereby  saving  jo?  dollars  to  2x  dollars  in  taxes. 

Upon  realizing  conditions  as  explained  by  the  expert,  the  officers  naturally 
decided  that  in  all  fairness,  as  compared  with  other  taxpayers,  the  salaries 
should  be  increased  a  moderate  amount,  so  as  to  put  this  corporation  on  a 
more  equal  basis  with  other  taxpayers.  It  can  be  definitely  stated  that  If  the 
revenue  department  had  issued  tax  forms,  regulations,  and  other  complete  in- 
formation by  November  1,  1917,  then  the  officers  would  have  called  in  the 
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expert  before  November  15,  1917,  closing  date  of  the  porporatlon's  books,  and 
the  additional  salaries  would  have  been  paid  before  closing  books  November 
15,  1917.  The  delay  is  clearly  and  absolutely  due  to  the  fact  that  forms  and 
information  were  not  obtainable  before  November  15,  1917,  and  taxpayers  were 
therefore  unable  to  comply  with  rulings  not  at  that  time  issued. 

The  entries  made  in  March,  1918,  for  additional  salaries  are  practically 
correcting  entries  and  take  the  place  of  entries  that  would  have  been  made 
November  15th,  1917,  if  proper  and  complete  information  had  been  published 
by  that  date. 

There  are  three  officers,  all  In  active  service,  who  prior  to  1917  received 
salaries  of  Ix  dollars  each.  The  1917  Increase,  a?  dollars,  goes  to  the  three 
officers  raising  salaries  to  %iff  dollars  eacli,  total  salaries  2x  dollars  as  against 
remaining  net  taxable  profits  of  fully  13d?  dollars.  Salary  to  each  officer  less 
than  5  per  cent  of  profits  {same  proportion  to  profits  as  year  1916). 

The  revenue  dejMirtraent  has  held  that  expenses  or  deductions,  to  be  allowed, 
must  be  charged  against  the  year  or  period  in  which  they  were  incurred  or 
chargeable;  we  have  complied  with  this  requirement  by  making  the  entry 
effective  as  of  November  15, 1917.  Further  than  this,  the  x  dollars  was  actually 
charged  against  this  period's  profit  on  our  books,  and  deilucted  from  such  profit 
and  each  officer  included  his  additional  salary  in  his  1917  tax  return. 

In  commenting  upon  the  increases,  the  revenue  agent  states  that 
while  the  additional  salaries  do  not  result  in  amounts  in  excess  of  a 
"  reasonable  allowance  "  when  compared  with  amounts  paid  by  tax- 
payers engaged  in  similar  lines  or  business,  he  felt  that  under  the 
circumstances  and  rules  of  the  Department  the  amount  of  increase 
(a?  dollars)  should  be  disallowed.  The  Unit  has  confirmed  the  reve- 
nue agent's  recommendation,  basing  its  action  upon  the  ruling  made 
in  T.  B.  M.  86  (C.  B.  1,  p.  106)  and  it  is  from  such  action  that  the 
taxpayer  appeals. 

Section  234 (a)  1  of  the  Revenue  Act  of  1918  reads  in  part  as 
follows : 

All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the  taxable 
year  in  carrying  on  any  trade  or  business,  including  a  reasonable  allowance  for 
salaries  or  other  compensation  for  personal  services  actually  rendered     *     *     *. 

The  Advisory  Tax  Board  in  its  Memorandum  86,  dated  September 
30,  1919,  considered  a  similar  case,  and  expressed  the  opinion  that: 

Salaries  voted  subsequent  to  the  close  of  any  taxable  year,  and  also  subse- 
quent to  the  close  of  the  books  for  such  taxable  year,  can  not  be  considered  an 
ordinary  and  necessary  expense  of  doing  business. 

The  Committee  has  taken  cognizance  of  the  fact  that  section 
234(a)  1  and  T.  B.  M.  86  above  cited  have  reference  primarily  to 
questions  affecting  1918  returns.  It  is  of  the  opinion,  however,  that 
the  principles  laid  down  thereby  are  equally  applicable  to  similar 
questions  arising  in  connection  with  the  consideration  of  1917  and 
1918  returns. 

The  Advisory  Tax  Board  in  its  Memorandum  86  In  commenting  on 
the  case  under  consideration  at  that  time  stated : 

Had  the  additional  words  "  including  a  reasonable  allowance  for  salaries  or 
other  compensation  for  personal  services  actually  rendered  "  been  omitted  from 
the  law  (section  234(a)),  there  is  not  the  least  doubt  but  that  such  salaries 
and  other  compensation  would  nevertheless  have  been  allowed  as  proper  de- 
ductions    *     ♦     ♦. 

The  word  "  including  "  indicates  clearly  that  the  latter  part  of  the  sentence 
under  consideration  can  not  be  separated  from  the  first  part  in  the  manner 
argued  by  the  attorney.  Include  means  to  enclose  within;  to  embrace  as  a 
component  part.  Such  being  the  case,  these  payments  do  not  fulfill  the  re- 
quirements of  the  law  so  as  to  make  them  proper  deductions.  While  ordinary 
and  necessary  expenses,  they  were  neither  paid  nor  Incurred  during  the  tax- 
able year. 
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Article  23  of  Regulations  45  provides  in  part  as  follows : 

For  the  taxable  year  1918,  the  tme  income,  computed  under  the  Revenue 
Act  of  1918,  and — ^where  the  taxpayer  keeps  books  of  account — in  accordance 
with  the  method  of  accounting  regularly  employed  in  keeping  such  books,  shall 
in  all  cases  be  entered  in  the  return,  even  though  this  results  in  apparent  omis- 
sions or  duplications  of  particular  items  of  Income  or  expense. 

It  is  evident  that  the  above-quoted  article  applies  primarily  to  the 
preparation  of  returns  filed  under  the  Revenue  Act  of  1918,  but 
again  the  Committee  is  of  the  opinion  that  the  principle  laid  down 
thereby  is  equally  applicable  in  this  resjject  to  the  compilation  of 

1917  returns.  It  is  observed  that  this  article  requires  the  return  of 
income  in  accordance  with  the  method  of  accounting  regularly  em- 
ployed in  keeping  such  books.  It  is  evident  from  the  statements 
made  by  the  taxpayer  that  the  item  of  additional  compensation  in 
question  was  not  charged  into  the  salary  accounts  of  the  corporation 
at  the  time  of  the  closing  of  the  books,  November  15th.  It  would 
seem  as  a  matter  of  fact  that  a  charge  had  been  entered  in  the  books, 
presumablv  against  surplus,  after  such  books  had  been  technically 
closed.  This  seems  to  be  clearly  the  case  in  view  of  the  statement 
made  by  the  taxpayer  that  its  books  were  regularly  closed  as  of  No- 
vember 15th,  and  that  the  adjustment  for  additional  salaries  was 
not  considered  or  effected  until  an  accountant  had  been  called  in  for 
the  preparation  of  tax  returns  (some  time  in  March,  1918). 

The  Advisory  Tax  Board,  in  its  memorandum  above  referred  to, 
expressed  the  opinion  that : 

Salaries  voted  subsequent  to  the  close  of  any  taxable  year,  and  also  subse- 
quent to  the  close  of  the  books  for  such  taxable  year,  can  not  be  considered  an 
ordinary  and  necessary  expense  of  doing  business. 

In  the  instant  case  the  additional  compensation  was  not  paid  in 
the  taxable  year  1917 ;  nor  was  it  accrued  as  a  salary  deduction.  The 
action  in  voting  additional  compensation  in  the  instant  case  was  not 
taken  until  March,  1918,  and  such  action  was  based  on  the  advice 
of  a  public  accountant.  It  does  not  appear  that  such  advice  was 
given  because  the  officers  demanded  additional  compensation  for 
their  services  for  the  year  1917  or  because  they  considered  this  addi- 
tional compensation  as  a  reasonable  and  necessary  expense  of  the 
business  of  the  corporation  for  the  year  1918,  but  the  advice  was 
apparently  given  because,  for  the  purpose  of  reporting  taxable  in- 
come, the  corporation  had  a  right  to  claim  reasonable  deductions. 
However,  section  234(a)  1  of  the  law  above  quoted  requires  that  the 
allowance  for  salaries  must  not  only  be  reasonable  but  it  must  be  a 
necessary  expense.  In  the  instant  case  it  is  the  opinion  of  the  Com- 
mittee tnat  the  suggestion  or  advice  of  the  accountant  did  not  make 
the  additional  compensation  claimed  a  necessary  expense  of  the  cor- 
poration. It  seems  equally  true  that  the  deduction  for  additional 
compensation  was  only  necessary  for  the  purpose  of  reducing  the 
corporation's  taxable  income. 

Accordingly,  in  view  of  the  ruling  laid  down  in  T.  B.  M.  86,  and 
in  view  of  the  language  of  section  234 (a)  1  of  the  Revenue  Act  of 

1918  (see  also  article  126,  Regulations  33,  revised,  and  articles  106 
and  661  of  Regulations  46),  the  Committee  is  of  the  opinion  that  the 
additional  salaries  involved  in  the  instant  case  do  not  constitute  such 
an  expense  as  may  be  deducted  in  the  determination  of  taxable  net 
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income  for  1917;  therefore  it  is  recommended,  in  the  appeal  of  the 
M  Company,  that  the  action  of  the  Unit  in  disallowing  x  dollars  of 
an  item  of  2a?  dollars  deducted  in  its  return  for  1917  as  salaries  to 
officers  for  services  actually  rendered,  be  sustained,  and  accordingly 
that  the  appeal  of  the  taxpayer  be  denied. 


Section  214(a)  1,  Article  105:  Compensation  22-21-1662 

for  personal  services.  A.  B.  R.  519 

REVENUE  ACTS  OF  1917  AND  1018. 

Recominended  in  the  appeal  of  the  M  Company  that  the  action  of 
the  Income  Tax  Unit  in  rejecting  claim  for  refund  by  disallowing 
additional  compensation  claimed  as  a  deduction  for  1017  where 
such  additional  compensation  was  not  as  a  matter  of  fact  au- 
thorized or  paid  until  1919,  be  sustained ;  further,  that  such  addi- 
tional compensation  be  allowed  as  a  deduction  under  the  heading 
of  ordinary  and  necessary  expenses  in  the  taxpayer's  return  for 
the  year  1919  In  which  year  the  payment  was  actually  made. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  disallowing  as 
a  deduction  from  gross  income  for  the  year  1917  certain  additional 
compensation  to  its  president  for  services  rendered  in  that  year  which 
compensation,  however,  was  not  paid  until  1919  pursuant  to  a  reso- 
lution adopted  in  that  year. 

The  facts  in  the  case  upon  which  the  taxpayer  and  the  Unit 
appear  to  be  agreed  are  substantially  as  follows:  On  May  — ,  1917, 
following  an  illness  of  several  months,  A,  the  majority  stockholder 
and  president  of  the  company,  died.  During  his  illness  and  after  his 
death,  the  work  of  his  office  as  president  was  conducted  by  B,  the 
secretary  and  treasurer  of  the  company.  This  additional  work  was 
not  only  important  but  added  largely  to  the  duties  of  the  secretary 
and  treasurer.  Upon  the  death  of  A,  B  was  elected  to  the  presi- 
dency of  the  corporation.  The  former  president  had  received  an 
ample  salary  of  SJa?  dollars  and  the  secretary  and  treasurer  had 
been  receiving  only  x  dollars.  It  was  agreed  by  the  principal  stock- 
holders and  the  beneficiaries  of  the  estate  of  the  deceased  president 
that  the  additional  work  performed  and  the  additional  responsibility 
assumed  by  the  secretary  and  treasurer  entitled  him  to  a  fair  com- 
pensation, and  at  the  time  of  the  death  of  the  president,  it  was  agreed 
among  such  stockholders  and  beneficiaries  that  the^  salary  of  B 
should  be  fixed  for  the  year  1917  at  3Ja?  dollars.  It  is  to  be  noted 
here  that  the  beneficiaries  of  the  estate  of  the  deceased  president 
though  not  vested  with  voting  pjower  of  the  decedent's  stock,  agreed 
with  the  other  stockholders  with  regard  to  the  increased  salary. 
However,  the  administrator  of  the  estate  of  A,  duly  appointed  as 
such,  declined  to  ratify  by  vote  of  the  stock  that  he  held  as  adminis- 
trator the  arrangement  and  agreement  entered  into  with  reference 
to  the  compensation  of  B,  although  as  heretofore  stated  the  bene- 
ficiaries of  the  estate  of  A  or  in  otiier  words,  those  who  would  ulti- 
mately receive  the  stock,  concurred  in  such  agreement. 

Upon  the  settlement  of  the  estate  of  A  and  the  distribution  of  the 
majority  of  holdings  of  the  stock  of  the  M  Company,  and  on  June  — , 
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1919,  by  formal  resolution  of  the  board  of  directors,  the  compensation 
of  B,  as  president  and  general  manager,  was  authorized  to  be  paid 
to  him  in  conformity  with  the  agreement  entered  into  at  or  about 
the  time  of  the  death  of  A,  president  of  the  company.  The  resolution 
8o  adopted  is  here  quoted : 

Whereupon  C  moved  that  inasmuch  as  there  had  existed  in  the  years  of  1917 
and  1918  a  state  in  the  affairs  of  the  M  Company  due  to  the  sickness  and 
death  of  A,  then  president,  which  prevented  a  Just  increase  in  the  salary  of 
B  as  secretary  and  manager,  and,  whereas  additional  duties  and  responsibility 
fell  on  the  shoulders  of  B  during  this  period,  and  since  no  royalty  or  other 
compensation  had  been  paid  to  said  B  by  the  M  Company  for  the  use  of  va- 
rious and  certain  fornnil®  and  processes  perfected  by  him  and  necessary  to 
the  business  of  the  M  Companj%  that  there  be  voted  to  B  the  sum  of  2^^  dollars 
as  additional  salary  for  the  year  1917,  same  to  be  paid  from  the  undivided 
profits  of  the  year  1917. 

Motion  was  seconded  by  D  and,  being  put  to  a  vote,  was  unanimously  carried. 

In  filing  original  income  and  excess  profits  tax  return  for  1917  the 
M  Company  claimed  as  a  deduction  but  a?  dollars,  the  actual  amount 
paid  or  creaited  to  B  during  the  taxable  year.  However,  after  adop- 
tion of  the  resolution  Quoted  above,  and  payment  of  the  additional 
2^0?  dollars  pursuant  tnereto,  in  the  year  1919  the  taxpayer  filed 
amended  returns  for  1917,  wherein  was  claimed  the  benefit  of  said 
additional  2Ja?  dollars,  together  with  a  claim  for  refund. 

Upon  audit  of  the  return  in  connection  with  the  claim,  the  Unit 
rejected  said  claim  for  refund,  and  afti»r  making  adjustments  with 
respect  to  other  items,  assessed  an  additional  tax.  The  taxpayer 
immediately  filed  claim  for  abatement  of  the  additional  tax  so  as- 
sessed and  appealed  to  the  Committee  from  the  action  of  the  Unit 
in  rejecting  the  former  claim  for  refund. 

The  taxpayer  in  its  brief  submits  that  it  is  evident  that  all  the 
parties  at  interest,  both  legal  and  equitable,  with  the  exception  of  the 
administrator  clothed  with  voting  power  of  the  majority  of  the  stock 
for  a  brief  period  only,  believed  that  the  services  performed  by  B  as 
president,  general  manager,  secretar}^  and  treasurer,  entitled  him  to 
increased  compensation ;  that  so  believing,  the  stockholders  and  bene- 
ficiaries of  the  said  company,  lacking  for  the  time  being  actual  con- 
trol of  the  majority  interest  in  the  stock,  entered  into  an  agreement 
binding  the  company  of  which  they  were  essentially  the  owners  to  a 
payment  to  B  of  a  salary  more  nearly  conmiensurate  with  the  value 
of  the  services  performed;  that  subsequently,  upon  the  winding  up 
of  the  estate  of  A,  his  stock  now  having  come  into  the  hands  of  the 
beneficiaries,  parties  to  the  former  agreement,  a  meeting  of  the  board 
of  directors  was  called,  and  a  resolution  adopted  whereby  the  obliga- 
tion undertaken  and  represented  by  verbal  agreement  of  1917  was 
satisfied  by  the  payment  of  2^x  dollars  from  the  undivided  profits 
of  the  year  1917.  It  is  the  contention  of  the  taxpayer  that  the  agree- 
ment in  1917  relating  to  the  increase  of  salary  created  an  obligation 
against  the  M  Company  as  represented  by  all  the  stockholders  of  both 
the  legal  and  equitable  interests  therein  to  pay  to  B  the  compensation 
decided  upon,  and  that  the  fact  that  there  was  not  an  actual  disburse- 
ment in  cash  or  its  equivalent  during  the  year  1917  does  not  alter  the 
fact  that  the  amount  involved  represents  an  actual  expense  or  element 
of  cost  in  the  production  of  income  for  the  year  1917. 
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In  rejecting  the  claim  for  refund,  the  Unit  states  in  part : 

Inasmuch  as  the  additional  salary  paid  to  B  was  not  actually  paid  to  him 
during  1917  and  was  not  an  accrued  liability  of  your  company  for  1917,  this 
office  can  not  accept  amended  return  for  1917  from  you  in  which  your  taxable 
net  Income  is  reduced  by  a  corresponding  cleduction  of  the  additional  compensa- 
tion paid  for  services  rendered  In  1917. 

The  Committee  has  carefully  considered  the  foregoing  statement  of 
facts  and  the  arguments  in  support  of  the  taxpayer's  contention,  and 
while  it  is  true  that  the  additional  compensation  of  2ix  dollars 
was  in  reality  payment  for  services  actually  performed  in  1917,  and 
that  the  total  of  S^x  dollai*s  does  not  appear  to  be  in  excess  of  a 
reasonable  allowance,  it  is  equally  true  that  such  additional  compen- 
sation was  not  paid  pursuant  to  a  binding  contract  or  a  resolution 
adopted  before  the  close  of  the  taxable  year,  and  consequently  did 
not  constitute  an  "  ordinary  and  necessary  expense  paid  or  incurred 
during  the  taxable  year"  within  the  purview  of  section  234 (a)  1, 
Eevenue  Act  of  1918.  It  is  to  be  understood  that  the  treatment  of 
questions  affecting  reasonable  allowance  for  salary  deductions  which 
may  be  claimed  in  1917  returns  pursuant  to  section  12(a),  Revenue 
Act  of  1916,  as  amended  by  the  Revenue  Act  of  1917,  should  be  in  all 
respects  similar  to  the  treatment  of  like  questions  arising  under  the 
Eevenue  Act  of  1918. 

In  the  consideration  of  the  question  arising  in  the  instant  case  the 
Committee  has  referred  to  T.  B.  M.  86  (C.  B.  1,  p.  106),  which  holds 
that: 

Salaries  voted  subsequent  to  the  close  of  any  taxable  year,  and  also  subse- 
quent to  the  close  of  the  books  for  such  taxable  year,  can  not  be  considered  an 
ordinary  and  necessary  expense  of  doing  business. 

In  discussing  the  question  arising  in  the  cases  under  consideration 
at  the  time  T.  B.  M.  86  was  written,  the  Advisory  Tax  Board  quoted 
a  portion  of  section  234 (a)  1,  Revenue  Act  of  1918,  which  provides 
that  : 

All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the  taxable 
year  in  carrying  on  any  trade  or  business,  including  a  reasonable  allowance  for 
salaries  or  other  compensation  for  personal  services  actually  rendered. 

and  followed  by  stating  that : 

The  word  "  including  "  indicates  clearly  that  the  latter  part  of  the  sentence 
under  consideration  can  not  be  separated  from  the  first  part  in  the  manner 
argued  by  the  attorney.  "  Include  "  means  to  enclose  within ;  to  embrace  as  a 
component  part.  Such  being  the  case,  these  payments  do  not  fulfill  the  require- 
ments of  the  law  so  as  to  make  them  proper  deductions.  While  ordinary  and 
necessary  expenses,  they  were  neither  paid  nor  incurred  during  the  taxable  year. 

In  the  instant  case  it  is  evident,  as  before  stated,  that  the  additional 
compensation  of  2ix  dollars  was  not  paid  or  accrued  in  1917 ;  nor  did 
there  exist  any  legal  liability  for  the  payment  of  such  additional  com- 
pensation in  that  year ;  therefore,  it  is  recommended  in  the  appeal  of 
the  M  Company  that  the  action  of  the  Income  Tax  Unit  in  rejecting 
claim  for  refund,  disallowing  additional  compensation  claimed  as  a  ^^. 

deduction  for  1917  where  such  additional  compensation  was  not  as  a  ^J? 

matter  of  fact  authorized  or  paid  until  1919  be  sustained;  further, 
that  such  additional  compensation  be  allowed  as  a  deduction  under 
the  heading  of  ordinary  and  necessary  expenses  in  the  taxpayer's 
return  for  the  year  1919,  in  which  year  the  payment  was  actually 
made. 
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Section  214(a)  1,  Article  105:  Compensation  24-21-1686 

for  personal  services.  O.  D.  947 

(Also  Section  218,  Article  321.) 

By  the  terms  of  a  paiinership  agreement  one  of  the  members  of 

■  the  partnership  is  required  to  pay  out  of  his  own  funds  the  compen- 
^       sation  of  one  of  the  employees  of  the  partnership  who  performs  a 

part  of  the  duties  delegated  to  said  member.  ^ 

Held,  that  the  amount  so  paid  constitutes  a  proper  deduction  in 
the  income  tax  return  of  the  member  under  section  214 (a)  1  of  the 
Revenue  Act  of  1918. 

Section  214  (a)  1,  Article  107 :  Bonuses  to  /  11-21-1509 

employees.  A.  R.  M.  114 

The  Committee  is  in  receipt  of  a  request  for  advice  as  to  the  proper 
method  of  treating  for  income-tax  purposes  the  difference  between 
the  original  cost  of  a  company's  stock  and  the  market  value  thereof 
at  the  time  of  distribution  where  such  stock  was  bought  in  the  open 
market  by  the  company  for  the  purpose  of  distribution  as  additional 
compensation  to  its  employees. 

In  the  judgment  of  the  Committee,  Office  Decision  570  (C.  B.  3, 
p.  144)5  correctly  holds  that  the  compensation  to  the  employee  is 
the  market  value  of  the  stock  at  the  time  he  receives  it,  and  that 
consequently  the  market  value  at  the  time  of  distribution  is  the 
amount  which  the  corporation  is  entitled  to  deduct  as  an  ordinary 
and  necessary  expense  of  business,  assuming,  ojp  course,  that  the 
compensation  is  reasonable  and  proper. 

Article  542,  Regulations  45,  provides  that  "  a  corporation  realizes 
no  gain  or  loss  from  the  purchase  of  its  own  stock,''  and  article  563 
provides  that  "a  corporation  sustains  no  deductible  loss  from  the 
sale  of  its  capital  stock."  Article  861  deals  with  cases  where  stock 
has  been  originally  issued  or  exchanged  by  a  corporation  for  prop- 
erty and  is  returned  to  the  corporation  as  a  gift,  or  for  a  considera- 
tion substantially  less  than  its  par  value.  The  proceeds  derived 
from  the  subsequent  sale  of  such  stock  is  included  in  computing  in- 
vested capital. 

Article  862  deals  with  the  case  where  a  corporation  has  purchased 
during  the  taxable  year  some  of  its  stock  either  for  retirement  or  to 
hold  in  its  treasury,  and  provides  that  "  the  full  amount  derived  in 
cash  or  its  equivalent  from  the  resale  of  the  stock  may  be  included 
in  the  invested  capital  from  the  date  of  such  resale  unless  the  stock 
had  been  purchased  out  of  the  earnings  of  the  taxable  year." 

It  appears  that  the  corporation  is  paying  compensation  in  its  own 

stock.    The  difference  between  the  cost  of  such  stock  and  the  amount 

of  the  compensation  paid,  which  is  the  market  value  of  the  stock  at 

the  time  of  payment,  may  not  under  the  regulations  referred  to 

^       above  enter  into  the  computation  of  gain  or  loss  of  the  corporation. 

■  Therefore,  if  at  the  time  of  distribution  the  market  value  of  the 
^        stock  is  less  than  its  cost,  the  company  is  not  entitled  to  deduct  the 

difference  as  a  loss  in  computing  its  net  income.  If  the  market  value 
is  greater  at  the  time  of  clistribution,  the  corporation  is  not  required 
to  report  as  income  the  difference  between  the  cost  and  market  value. 
In  view  of  the  foregoing  it  is  the  opinion  of  the  Committee  that 
a  corporation  realizes  no  gain  or  loss  from  the  purchase  of  its  own 
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stock,  and  that  it  sustains  no  loss  from  the  subsequent  resale  of  its 
own  capital  stock. 

Sbcttion  214(a)  1,  Abticlb  109:  Rentals.  4r-21-1406 

(Also  Section  214(a)  10,  Artiole  203.)  Sol.  Op;86 

CORPORATION    INCOME    TAX— SECTION    12(a)    FIRST    AND    SSCOND,    RBVfiNUB 
ACT  OF  1916,  AND  SECTION  234(a)   1  AND  9,  REVENUE  ACT  OF  1918. 

Under  an  option  to  purchase  or  so-called  "bond  and  lease" 
agreement,  providing  for  the  payment  of  royalties  on  ore  mined 
and  for  tlie  payment  at  stated  times  of  the  amounts  necessary 
to  bring  the  total  amounts  paid  to  certain  specified  sums,  and 
giving  an  option  to  the  purc^as^'  to  take  title  to  the  property 
upon  the  payment  of  a  specified  amount  upon  which  the  royalties 
and  deficiency  payments  are  credited  as  part  of  the  purchase  price, 
the  amounts  paid  as  royalties  constitute  operating  expenses  and  are 
deductible  as  such  in  determining  net  income. 

The  additional  sums  paid  to  make  up  the  amounts  of  the  several 
installments  when  due  are  capital  investments  in  the  nature  of 
bonuses  recoverable  through  deductions  for  depletion,  computed 
upon  the  total  sum  of  such  additional  payments  to  the  mid  of  tbe 
tax  year. 

Where,  as  in  this  case,  the  option  is  forfeited,  the  capital  sum 
remaining  to  be  recovered  is  deductible  as  depletion  in  the  return 
for  the  year  In  which  the  forfeiture  occurs. 

The  question  is  presented  whether  pajinents  made  by  the  M  Com- 
pany, under  an  option  to  purchase  are  deductible  as  operating  ex- 
penses or  are  to  be  capitalized  and  recovered  through  deductions  for 
depletion  over  the  life  of  the  property. 

Section  12(a)  of  the  Kevenue  Act  of  1916  provides  in  part: 

In  the  case  of  a  corporation,  *  *  *,  such  net  income  aliaU  be  ascer- 
tained by  deducting  from  the  gross  amount  of  its  income  received  within  the 
year  from  all  sources — 

First.  All  the  ordinary  and  necessary  expenses  paid  within  the  year  in  the 
maintenance  and  operation  of  its  business  and  properties,  including  rentals  or 
other  payments  required  to  be  made  as  a  condition  to  the  continued  use  or 
possession  of  property  to  which  the  corporation  has  not  taken  or  is  not  taking 
title,  or  in  which  it  has  no  equity. 

Second.  *  ♦  ♦ ;  (b)  In  the  case  of  mines  a  reasonable  allo¥irance  for 
depletion  thereof    *     *     *. 

Section  234(a)  1  and  9  of  the  Revenue  Act  of  1918  contain  sub- 
stantially similar  pro\nsions. 

In  1915  an  agreement  was  entered  into  between  the  N  Company 
and  A,  the  material  provisions  of  which  are  as  follows: 

This  Agreement,     *     ♦     *. 

WITNESSETH:  That  ♦  ♦  *,  the  said  party  of  the  first  part,  does  hereby 
give,  grant  and  extend  unto  the  said  party  of  the  second  part  the  rl^t,  privi- 
lege and  option  to  purchase,  for  the  sum  of  48jp  dollars,  payable  at  the  time 
and  in  the  manner  hereinafter  specified,  all  those  certain  United  States  pat- 
ented lode  mining  claims  known  as  the    *     *     ♦.  * 

That  the  said  purchase  price  of  48a?  dollars  is  payable  aa  follows,  to  wit: 
lia?  dollars  in  seven  (7)  months  from  the  date  hereof;  6^*  dollars  in  twelve       ^^ 
(12)  months  from  the  date  hereof;  12jr  dollars  in  eighteen  (18)  months  from       ^Vl 
the  date  hereof;  12x  dollars  in  twenty-four  (24)  months  from  the  date  hereof;        ^^ 
and  16a?  doUars  in  thirty  (90)  montlis  from  the  date  hereof. 

It  Is  Fubther  Agssed  that  the  party  of  the  second  part  may  take  possession 
of  the  mining  claims  aforesaid  immediately  upon  the  execution  of  this  Instru- 
ment, and  shall  remain  in  complete  and  exclusive  possession  of  the  same  during 
and  throughout  the  life  of  this  agreement,    ♦    ♦    •• 


• 
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It  Is  Fubtheb  Aobeed  that  the  party  of  the  second  part  shall  have  the  right 
to  work  and  develop  said  mining  claims  and  to  extract,  ship  and  sell  ores  there- 
from, inying  thereon  a  royalty  on  ores  running  four  per  cent  (4%)  or  under 
of  ten  per  cent  (10%),  and  on  ores  running  over  four  per  cent,  fifteen  per  cent 
(15%),  of  the  net  smelter  returns  on  ores  so  shipped  and  sold;     *     ♦     *. 

And  second  party  further  agrees  that  the  above  stated  royalties  shall  be  paid 
in  installments  from  time  to  time,  ♦  ♦  ♦,  the  same  to  be  by  first  party  applied 
on  account  upon  the  purchase  price  installment  next  maturing  after  the  date 
of  such  smelter  return  payments,  and  any  deficit  in  the  total  amount  of  such 
purchase  payment  at  the  end  of  any  i)erlod  not  paid  by  the  smelter  returns, 
shall  be  paid  in  cash. 

It  is  Fubtheb  Agreed  and  Understood  that,  if  second  party  shall  ♦  ♦  ♦ 
terminate  this  Instrument  •  ♦  *  he  shall  pay  first  party,  notwithstanding, 
royalties  upon  all  ores  mined  and  overground    *    *    *. 

«  *  «  *  *  *_* 

It  is  Expressly  Agreed  that,  in  the  event  the  said  party  of  the  second  part 
shallfailtomakeany  of  the  payments  of  the  purchase  price  aforesaid,  *  *  *, 
or  fail  to  perform  any  of  the  conditions  hereof,  this  agreement  shall  imme- 
diately become  null  and  void,  and  of  no  further  force  and  effect,  at  the  option 
of  the  first  party.  *  *  *,  and  any  and  all  payments  of  the  purchase  price, 
and  all  payments  of  royalties  already  paid  or  payable  out  of  ores  mined  but 
not  smelted  shall  be  paid,  held,  and  deemed  forfeited  unto  the  said  party  of 
the  first  part,  to  be  kept  and  retained  by  it  absolutely  as  liquidated  damages, 
and  as  payment  in  full  to  continue  the  option  hereby  created  in  effect  up  to 
the  time  of  the  second  party's  breach.    •     •     ♦. 

It  is  Further  Agreed  that  the  said  party  of  the  second  part  may  at  any 
time  terminate  this  agreement  by  giving  notice  of  such  intention  to  the  party 
of  the  first  part,  ♦  ♦  ♦.  But  it  is  expressly  understood  that  the  giving  of 
such  notice  of  his  intention  to  terminate  this  agreement  on  the  part  of  the 
party  of  the  second  part,  shall  in  nowise  relieve  him  from  further  liability  to 
forfeit  all  payments  of  purchase  price  and  all  payments  of  royalties  thereto- 
fore made  by  him  in  pursuance  of  this  agreement. 

It  is  Further  Understood  and  Agreed,  and  first  party  covenants,  that,  when 

the  second  party  shall  have  paid  to  it  the  entire  sums  of  money  herein  recited 

as  tlie  purchase  price  of  the  foregoing  property,  it  will  execute  and  deliver  to 

the  second  party  a  good  and  sufficient  deed  of  all  the  mining  claims  aforesaid, 
m     *     m 

It  is  Mutually  Agreed  that  if  this  contract  be  terminated  by  reason  of  the 
election  of  second  party  to  terminate  the  .«»ame,  as  provided  herein,  he  may, 
or  because  of  his  breaches  of  the  terms  and  conditions  hereof,  it  shall  not  be 
held  to  have  created  any  lien,  estate,  or  equity  in  or  to  the  said  mining  claims, 
or  any  part  hereof,  in  favor  of  second  party. 

Shortly  after  the  execution  of  the  above  agreeement  the  M  Com- 
pany, the  taxpayer  herein,  was  organized,  and  its  entire  capital  stock 
in  the  amount  of  Mx  dollars  was  issued  to  A  in  consideration  of  the 
assignment  of  the  above  contract.  The  mining  company  entered 
upon  the  property,  and  began  operations  in  accordance  with  the 
terms  of  the  contract.  In  July,  when,  under  the  contract,  the  first 
installment  of  l^x  dollars  fell  due,  it  appears  that  the  sum  of  x  dol- 
lars had  been  paid  to  the  owner  as  royalties  on  the  ore  mined,  and 
the  sum  of  ^x  dollars  was  paid  by  the  corporation  in  cash  as  tlie  bal- 
ance due.  In  November  the  sum  of  4rja?  dollars  was  paid  by  the  cor- 
poration as  the  balance  due  upon  the  second  installment.  Similiar 
payments  were  made  from  time  to  time  until  there  had  been  paid 
in  all,  as  royalties  and  additional  payments,  the  sura  of  89aj  dollars. 
On  January  20,  191-,  all  of  the  ore  appears  to  have  been  removed 
from  the  mine,  and  the  corporation  made  no  further  payments,  for- 
feiting its  right  under  the  contract.  The  contention  is  now  made 
on  behalf  of  tne  corporation  that  all  of  the  payments  so  made  consti- 
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tuted  ordinary  and  necessary  business  expenses,  and  were  deductible 
as  such  from  the  gross  income  of  the  several  years  in  which  they  were 
made. 

As  stated  by  Mr.  Lindlay  in  his  excellent  work  on  mines  (3  Lind- 
lay  on  Mines,  sec  859(a)  and  sec  861)  : 

It  is  often  difficult  in  a  given  instance  to  find  a  teclinically  correct  legal 
name  for  the  contract  employed,  for  it  may  possess  some  of  the  characteristics 
of  two  or  more  well-defined  classes.  What  is  more  important,  however,  from  a 
practical  standpoint  is  to  ascertain  from  the  contract  what  are  the  respective 

rights  of  the  contracting  parties. 

• 

Under  the  contract  above  set  out  it  is  clear  that  the  M  Company 
could  acquire  title  to  the  property  only  upon  completion  of  the 
stipulated  payments,  and  that  the  payments  made  by  it  as  royalties 
on  account  of  ore  actually  removed  differed  in  no  respect  from  the 
payments  made  by  any  lessee  under  the  recognized  terms  of  mining 
leases.  It  seems  equally  clear  that  not  only  did  the  additional  pay- 
ments made  to  complete  the  sums  stipulated  to  be  paid  under  the  con- 
tract constitute  amounts  paid  for  the  privilege  of  continuing  the 
operation,  but  that  they  also  represented  an  investment  in  the  ore  re- 
maining in  the  mine  at  the  date  of  payment,  and  this  fact  is  not 
negatived  by  the  further  fact  that  such  right  was  subject  to  for- 
feiture by  the  mining  company  upon  failure  to  make  the  payments 
in  accordance  with  the  contract.  So  long  as  these  payments  were 
duly  made  they  gave  rise  to  an  equity  in  the  company  which  would 
have  sustained  a  suit  for  specific  performance  by  the  owner.  These 
additional  payments,  therefore,  constituted  investments  in  the  prop- 
erty which  were  chargeable  to  capital  account  and  recoverable  pro 
rata  with  any  amounts  expended  for  development  and  plant  over 
the  estimated  life  of  the  ore  body. 

I  If  the  mining  company  had  completed  the  payments  in  accordance 
with  the  contract  the  total  amount  of  the  payments  in  excess  of  the 
royalties  paid  for  the  mineral  extracted,  ana  not  theretofore  recovered 
as  depletion,  would  have  constituted  an  investment  in  the  remaining 
mineral  in  the  mine  at  the  date  title  to  the  property  vested  in  the 
company  and  would  have  been  recoverable  through  deductions  for 
depletion  over  the  remaining  life  of  the  operation.  Upon  the  for- 
feiture of  the  lease  in  January,  191-,  any  capital  sum  not  already 
recovered  through  depletion  deductions  was  deductible  under  the 
head  of  depletion  in  the  return  for  that  year. 

I  It  is,  therefore,  held  that  the  amounts  paid  by  the  M  Company  as 
royalties  constituted  operating  expenses  and  were  deductible  as  such 
in  the  returns  of  the  respective  yeai-s  in  which  they  were  paid;  that 
the  additional  sums  paid  from  time  to  time  in  accordance  with  the 
terms  of  the  option  constituted  capital  investments  to  be  recovered 
through  deductions  for  depletion,  computed  upon  the  total  sum  of 
such  additional  payments  to  the  end  of  the  tax  j^ear,  spread  over  the 
estimated  remaining  operating  life  of  the  mine ;  and  that  any  amount 
remaining  to  be  so  recovered  upon  the  forfeiture  of  the  lease  was  ^| 
deductible  as  depletion  in  the  year  in  which  the  forfeiture  occurred.     W? 

Carl  A,  Mafes, 
Solicitor  of  Intemol  Revenue. 
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SscnoN  214(a)  1,  Abticlb  109:  Bentals. 

(See  7-21-1456;  sec.  326,  art.  831,  and  8-21-1474;  sec.  213(a),  art. 
48.)    Cost  of  improvements  by  lessee. 


Section  214 (a)  1,  Article  111:  When  charges  4-21-1407 

deductible.  O.  D.  778 

(Also  Section  234,  Article  564.) 

A  decree  was  made  by  a  lower  court  in  1917  requiring  a  corporation 
to  distribute  dividends.  The  decision  was  aflSrmed  in  1919  and  a 
decree  entered  requiring  payment  of  interest  from  the  date  of  the 
decree  in  the  lower  court.  The  dividend,  with  interest,  was  paid  in 
1919  in  accordance  with  the  decree. 

Held,  that  the  total  amount  paid  should  not  be  treated  as  a  divi- 
dend, but  only  the  amount  originally  decreed  by  the  lower  court. 
This  decree  established  the  relationship  of  debtor  and  creditor  be- 
tween the  corporation  and  its  shareholders,  and  the  final  decree  not 
merely  aflSrmed  the  relationship  but  awarded  interest  on  the  amount 
of  the  debt.  The  fact  that  the  interest  on  the  debt  ran  from  the 
date  of  the  decree  in  the  lower  court  to  the  date  of  payment  in  1919 
does  not  require  an  application  of  the  principle  of  accrual  with  refer- 
ence to  payment  or  receipt  of  interest,  as  it  was  not  known  that 
interest  would  be  awarded  or  what  the  rate  of  interest  would  be  until 
the  appellate  court  entered  its  decree. 

Therefore,  the  interest  on  the  amount  of  the  dividends  paid  in  1919 
in  accordance  with  the  decree  of  the  supreme  court,  represented  in- 
terest paid  by  the  corporation,  and  is  deductible  from  gross  income 
for  the  year  in  which  it  was  paid  in  accordance  with  section  234(a)  2 
of  the  Kevenue  Act  of  1918, 

Section  214(a)  1,  Akticle  111:  When  charges  6-21-1430 

deductible.  O.  D.  794 

Under  the  terms  of*  a  lease,  a  ground  rental  of  5  per  cent  of  a  cer- 
tain sum  of  money  is  to  be  paid  to  the  lessor  each  year  during  the 
life  of  the  lease,  and  in  addition  there  is  to  be  paid  annually  a  sum 
equal  to  6  per  cent  of  the  cost  to  the  lessor  of  the  building  on  the 
land.  It  is  also  provided  that  during  the  first  three  years  of  the 
lease,  the  lessee  may  withhold  certain  portions  of  the  stipulated 
rental,  the  amounts  so  withheld  to  be  paid  ratably  in  equal  monthly 
installments  in  advance  during  the  remaining  eighteen  vears  of  the 
lease,  it  being  understood  that  the  amounts  so  withheld  during  the 
first,  second,  and  third  years,  which  are  allowed  to  be  withheld  for 
the  purpose  of  conserving  the  liquid  assets  of  the  lessee,  shall  become 
due  and  payable  to  the  full  extent  that  they  have  been  withheld  if 
the  lease  is  terminated  prior  to  the  time  specified.  It  is  understood 
that  in  the  event  of  the  cancellation  of  the  contract  or  of  any  con- 
tingency arising  which  might  affect  the  terms  thereof,  the  amount 
wiukheld  should  be  treated  oy  all  concerned  as  an  actual  liability  of 
the  lessee  for  the  year  from  which  it  was  withheld.  The  books  of 
the  lessee  are  kept  upon  the  accrual  basis  and  a  funded  reserve  has 


i  214(a)  1]  142 

been  provided  to  meet  the  amount  of  the  liability  represented  by  the 

rents  withheld. 

Held,  that  the  amount  of  the  rents  withheld  by  the  lessee  during 
each  of  the  first  three  years  of  the  lease,  although  not  paid  in  cash, 
constitutes  an  actual  liability  of  the  lessee  for  the  year  during  which 
it  was  withheld  and  the  amount  so  retained  is  an  authorizea  deduc- 
tion for  such  year.  Under  sections  212,  213,  and  214  of  the  Revenue 
Act  of  1918,  the  amount  of  rentals  withheld  by  the  lessee  during  the 
first  three  years  of  the  lease  may  be  accrued  over  the  three  years  and 
the  amount  withheld  during  each  year  deducted  from  gross  income 
for  the  year  in  which  it  was  withheld. 


Section  214(a)  1,  Akticle  111:  When  charges  10-21-1494 

deductible.  O.  D.  836 

An  amount  paid  by  a  baseball  club  to  another  baseball  club  as 
the  purchase  price  or  a  contract  between  such  club  and  a  player 
covering  the  services  of  the  player  for  a  period  of  more  than  one 
year  is  deductible  from  gross  income  during  the  life  of  the  contract, 
a  proportionate  part  of  the  price  paid  being  deductible  each  year. 


Section  214(a)  1,  Article  111:  Wlien  diarges  16-21-1578 

deductible.  O.  D.  879 

Where  a  reserve,  representing  the  estimated  amount  of  claims 
which  will  be  paid  on  account  of  loss  and  damage  to  freight  arid  in- 
juries to  persons,  is  adjusted  at  the  end  of  the  year  so  that  the 
balance  approximates  as  nearly  as  possible  the  amount  of  the  claims 
actually  outstanding  at  the  close  of  the  year,  such  reserve  is  held  to 
be  one  covering  a  contingent  liability  and  hence  is  not  deductible. 
Such  amounts  are  deductible  only  for  the  year  when  the  claims  are 
put  in  judgment  or  paid. 

Section  214(a)  1,  Akticmj  111:  When  charges  20-21-1638 

deductible.  O.  D.  917 

Under  the  patent  laws  of  the  United  States  the  owner  of  a  patent 
which  has  been  infringed  is  entitled  to  recover  an  amount  equal  to 
the  entire  profits  from  the  sales  of  tiie  patented  article  and  in  addi- 
tion an  amount  for  any  "damages"  wnich  he  has  sustained.  The 
provision  of  article  111  of  Regulations  45  relating  to  the  deductibility 
of  amounts  paid  pursuant  to  a  judgment  or  otherwise  on  account 
of  patent  infringement  is  applicable  to  all  amounts  so  paid,  whether 
as  damages  "  or  as  "  profits  ^  turned  over  to  the  patent  owner.  The 
principle  underlying  this  provision  is  that  losses  such  as  those  pur- 
suant to  a  judgment  rendered  in  patent  infringement  suits  can  not 
be  properly  set  up  as  liabilities  on  the  books  of  the  taxpayer  until 
sucn  amounts  become  known  liabilities,  and  in  such  cases  the  liability 
is  not  known  until  the  judgment  is  rendered  or  the  suit  otherwise 
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Sbctiok  214(a)  1,  Abticle  111:  When  charges  26-21-1705 

deductible.  A.  R.  R.  542 

RKVBNnR  ACT  OF  IftlT. 

Recommended,  in  the  appeal  of  the  M  Company,  that  the  action 
of  the  Unit  in  rejecting  claims  for  abatement  and  refund  of  taxe» 
assessed  and  paid  for  tlie  year  1919,  such  cTaims  bein^  based  npon 
the  ground  that  a  loss  through  burglary  was  actually  sustained  and 
determined  in  1919  instead  of  1917,  be  sustained. 

The  Committee  has  had  under  consideratiiHi  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  rejecting  cer- 
tain claims  filed  by  that  company  for  1919. 

The  facts  briefly  stated  are  to  the  effect  that  in  1917  the  M  Com- 
pany suffered  a  loss  through  burglary  in  an  amount  approximating 
9x  dollars,  and  that  of  this  amount  approximately  5a?  dollars  was 
made  good  by  the  several  stockholders.  (The  taxpayer's  brief  speaks 
of  this  loss  as  having  been  incurred  through  an  embezzlement,  but 
certain  court  records  in  the  files  indicate  that  such  loss  was  incurred 
through  burglary.) 

In  the  preparation  of  the  1917  return  for  income  and  excess  profits 
taxes  the  taxpayer  called  upon  the  collector  of  internal  revenue  for 
its  district  for  advice  in  connection  with  the  propriety  of  claiming 
the  remaining  4fl;  dollars  as  a  loss,  and  was  informed  that  in  view 
of  the  fact  that  the  company  was  insured  against  such  loss,  the  loss 
was  not  determinable  in  1917^  and  therefore  could  not  be  deducted 
in  arriving  at  taxable  net  income* 

It  appears  that'  two  companies  which  had  issued  policies  of  bur- 
glary insurance  to  the  taxpayer  disclaimed  liability  in  connection 
with  the  burglary  upon  certain  technical  grounds  and  a  showing  that 
the  loss  was  not  incurred  under  such  circumstances  and  conditions  as 
resulted  in  a  liability  on  the  part  of  the  insurer.  It  appears  that 
suit  was  entered  for  recovery,  and  that  in  1918  the  lower  court 
handed  down  a  decision  in  which  it  was  held  that  the  insurance  com- 

aies  were  not  liable  under  the  contracts  of  insurance  which  they 
issued.  The  taxpayer  in  that  year  deducted  x  dollars  of  the  ^ 
dollars  loss,  thereby  showing  no  tax  liability  on  its  1918  return.  The 
record  further  allows  that  the  case  was  appealed  and  that  in  1919 
the  Superior  Court  affirmed  the  judgment  of  the  lower  court.  After 
affirmation  by  the  Superior  Court  the  taxpayer  prepared  amended 
returns  for  1919,  in  wnich  the  remaining  3a?  dollars  was  claimed  as 
a  deduction  for  loss;  and  also  filed  a  claim  for  refund  of  the  portion 
of  1919  taxes  previously  paid,  and  a  claim  for  abatement  of  the 
remainder  of  tax  assessed  on  the  original  return  and  then  outstanding 
but  not  paid. 

The  taxpayer  argues  the  right  to  deduct  the  loss  in  1919  upon  the 
ground  that  such  loss  was  not  actually  sustained  or  determined  until 
sach  time  as  his  claims  against  the  insurance  companies  had  been 
analyzed  and  adjudged.  The  Unit  in  reviewing  such  claims  has  held 
that  the  loss  was  deductible  in  the  return  for  the  year  only  in  which 
such  loss  was  actually  sustained,  or,  in  other  words,  at  the  time  the 
burglary  occurred,  and  upon  such  holding  has  rejected  both  the  claim 
for  abatement  and  the  claim  for  refund.  It  is  from  such  action  upon 
the  part  of  the  Unit  that  the  taxpayer  appeals.  The  question  then 
before  the  Committee  for  an  opinion  is  when  sudi  loss  as  a  matter  of 
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fact  was  actually  sustained  and  in  what  year  a  deduction  therefor 
may  be  properly  claimed. 

Attention  has  been  given  to  article  111  of  Regulations  45,  which 
provides  in  part  that : 

A  loss  from  theft  or  embezzlement  occurring  In  one  year  and  discovered  in 
another  is  deductible  only  for  the  year  of  its  occurrence. 

*  In  the  opinion  of  the  Committee  the  ruling  which  is  quoted  states 
a  principle  in  no  uncertain  terms,  and  that  is  to  the  effect  that  a  loss 
sustained  by  theft  or  embezzlement  is  a  loss  deductible  in  the  year  in 
which  sustained.  The  Committee  finds  itself  unable  to  sustain  the 
argument  advanced  by  the  taxpayer  that  where  under  a  contract  of 
insurance  a  taxpayer  is  insured  against  loss  of  this  character,  such 
loss  is  not  actually  determined  or  sustained  until  compensated  by  the 
insurance  companies  pursuant  to  such  contract,  or,  as  in  the  instant 
case,  until  the  question  of  liability  has  been  determined  in  litigation. 
Viewed  in  the  light  of  subsequent  events  and  taking  into  considera- 
tion the  decree  of  the  lower  and  superior  courts,  it  is  manifest  that 
no  liability  on  the  part  of  the  insurance  companies  existed  at  any 
time,  which  undoubtedly  establishes  as  a  fact  that  the  loss  was  sus- 
tained at  the  time  the  theft  was  committed  in  1917. 

The  Committee  has  also  given  attention  to  the  ruling  stated  in 
T.  B.  R.  55  (C.  B.  1,  p.  123),  in  which  the  Advisory  Tax  Board 
recommended  that  in  cases  in  which  a  loss  occurs  in  one  taxable  year 
the  taxpayer  should  compute  his  loss  by  deducting  from  the  total  loss 
the  estimated  amount  of  the  recoverable  insurance,,  and  that  the  loss 
so  determined  should  be  deducted  from  the  taxpayer's  income  of  the 
year  in  which  the  loss  was  sustained;  further,  that  if  subsequent 
events  demonstrate  that  this  estimate  was  substantially  inaccurate, 
an  amended  return  should  be  filed  correcting  the  amounts. 

In  discussing  the  question  being  considered  at  the  time  T.  B.  R. 
55  was  written,  the  Advisory  Tax  Board  said  that  under  all  of  the 
provisions  of  the  law  providing  for  loss  deductions  the  emphasis  is 
placed,  so  far  as  the  time  of  the  deduction  is  concerned,  upon  the 
word  sitstained,  and  that  the  Department  has  consistently  held  that 
a  loss  is  properly  deductible  only  in  the  year  in  which  it  occurs. 
The  Advisory  Tax  Board  pointed  out  also  that  the  same  principle 
had  been  applied  in  cases  of  damage  arising  from  storms,  even  though 
it  was  not  possible  to  determine  accui'ately  the  amount  of  the  loss 
until  a  subsequent  fiscal  period. 

In  view  oi  the  foregoing,  the  Committee  is  of  the  opinion  that 
in  the  instant  case  the  amount  of  determined  loss  is  deductible  in  the 
taxpayer's  return  for  the  year  1917  only,  and  that  the  matter  of 
litigation  upon  insurance  policies  and  the  resulting  decrees  handed 
down  by  the  courts  have  no  effect  whatever  upon  the  time  when  the 
loss  was  actually  sustained. 

It  is  the  opinion  of  the  Committee  further  that  the  result  of  such 
litigation  is  merely  a  measure  or  a  guide  to  be  used  in  the  determina- 
tion of  the  amount  and  extent  of  loss  actually  su^ained  in  1917. 

Therefore,  it  is  recommended  in  the  appeal  of  the  M  Company  that 
t*he  action  of  the  Unit  in  rejecting  claims  for  abatement  and  refund 
of  taxes  assessed  and  paid  for  the  year  1919,  such  claims  being  based 
upon  the  ground  that  a  loss  through  burglary  was  actually  sustained 
and  determined  in  1919  instead  of  1917,  he  sustained. 
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SECTION  214(a)  3.— DEDUCTIONS  ALLOWED: 

TAXES. 

Section  214(a)  3,  Article  131 :  Taxes  4r-21-1408 

L.  O.  1057 

MTTNITION    MANT'FArTT-RKR'S    TAX.    TITLE  III,    SECTION    302    (c)      (d),    ACT   OF 

SEirrEMBER  8,   1910. 

Dedvction  of  Taxes  and  Interept. 

1.  Only  taxes  and  interest  actually  paid  within  the  taxable  year 
icay  be  deducted  from  gross  income  in  munition  manufacturer's  tax 
returns  for  the  years  1916  and  1917. 

2.  Income  taxes  paid  for  1915  in  191G  may  not  be  deducted 
from  gross  income. 

3.  Only  that  interest  is  deductible  which  was  actually  paid 
within  the  taxable  year  on  debts  or  loans  which  filled  both  of  two 
requirements:  (1)  That  they  were  contracted  to  meet  the  needs 
of  the  munition  business  and  (2)  that  the  proceeds  thereof  were 
actually  used  to  meet  such  needs.  Interest  paid  within  the  taxable 
year,  on  that  part  of  the  principal  used  in  the  munition  business 
in  1915,  if  any,  from  which  the  profit  is  not  returned  for  the  pur- 
pose of  the  munitions  tax  is  not  deductible. 

A  memorandum  of  October  4th  raises  several  questions  relating 
to  the  proper  construction  of  Section  302,  paragraphs  (c)  and  (d) 
of  the  Bevenue  Act  of  1916.    The  specific  questions  asked  are : 

(1)  What  taxes  may  be  deducted  in  the  1916  and  1917  munition  tax  returns? 

(2)  May  1915  income  taxes  paid  in  1916  be  deducted  in  the  munition  tax  re* 
turn  for  1916? 

(3)  What  proportion  of  interest  paid  can  be  deducted  in  the  munition  tax 
returns? 

Section  302  of  the  Revenue  Act  of  1916  provides : 

That  in  computing  net  profits  under  the  provisions  of  this  title  for  the  pur- 
pose of  the  tax  there  shall  be  allowed  as  deductions  from  the  gross  amount 
received  or  accrued  for  the  taxable  year  from  the  sale  or  disposition  of  sudi 
articles  manufactured  within  the  United  States  the  following  items : 

#  «  •  «  •  »  • 

(c)  Interest  paid  within  the  taxable  year  on  debts  or  loans  contracted  to 
meet  the  needs  of  the  business  and  the  proceeds  of  which  have  been  actually 
used  to  meet  such  needs ; 

(d)  Taxes  of  all  kinds  paid  during  the  taxable  year  with  respect  to  the 
business  or  property  relating  to  the  manufacture : 

•  ••**** 

The  first  taxable  year  was  the  twelve  months'  period  ending  De- 
cember 31,  1916  (sec.  300  of  the  Act),  the  tax  ceased  to  be  eflfective 
on  December  31,  1917  (sec.  214,  Revenue  Act  of  1917). 

(1)  Article  18  of  Regulations  39  relating  to  the  excise  tax  on 
munition  manufacturers  provides : 

The  taxes  deductible  under  this  title  are  those  taxes  of  all  kinds  which  were 
actually  paid  during  the  year  in  which  the  gross  income  was  received  or  ac- 
crued, and  which  were  imposed  with  respect  to  the  business  or  property  relating 
to  or  used  in  the  manufacture  of  articles,  the  profit  from  which  is  returned  for 
the  purpose  of  the  tax  imposed  by  this  title.  If  the  taxes  paid  by  a  manufac- 
turer of  munitions  or  parts  thereof  are  not  segregated  from  those  paid  with 
respect  to  other  business  or  property,  they  will  be  apportioned  in  accordance 
with  the  rule  hereinbefore  set  out  for  apportioning  running  expenses,  and  the 
amount  deductible  from  the  gross  income  received  or  accrued  from  the  manu- 
facture and  sale  of  munitions  or  parts  wiU  be  the  amount  thus  apportioned 
and  made  applicable  as  a  proper  charge  against  the  income  from  the  manu- 
facture of  munitions  or  parts  thereof. 
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The  rule  of  apportionment  referred  to  in  the  article  is  stated  in 
article  16  as  follows : 

In  cases  wherein  other  busmess  is  carried  on  in  connection  with  the  manu- 
tacture  and  sale  or  disposition  of  mnnitions  or  parts  thereof,  and  the  running 
expenses  of  the  person  niakinj?  the  return  cover  tliose  incurred  in  the  opera- 
tion of  the  entire  business  and  can  not  be  segregated  from  those  incurred  in 
connection  with  other  business,  the  expenses  deductible  for  the  purpose  of  this 
tax  are  such  a  portion  of  the  entire  expenses  as  the  ^ross  income  received  or 
accrued  from  the  manufacture  and  sale  or  disposition  of  war  munitions  or  parts 
thereof,  is  a  portion  of  the  entire  gross  income  received  or  accrued  from  such 
entire  manufacturing  business. 

An  inspection  of  the  statute  shows  that  only  taxes  "pmid"  are 
deductible  from  gross  income.  This  term  is  defined  in  all  the  authori- 
ties as  meaning  the  discharge  of  a  debt  through  the  delivery  of  its 
value  in  money  or  goods.  Tlte  courts  have  uniformly  given  the  term 
this  construction  in  taxing  statutes  unless  it  was  clear  that  the  legis- 
lative body  enacting  the  statute  intended  it  to  have  a  different  mean- 
ing. In  section  200,  Title  II,  of  the  Kevenue  Act  of  1918,  Congress 
provided  that — 

The  term  "paid,"  for  the  purposes  of  the  deductions  and  credits  under  this 
title,  means  **  paid  or  accrued  »»♦♦♦. 

This  enlarged  meaning  of  the  word  "  paid  "  is  confined  to  Title  II 
of  the  Act,  wnich  is  concerned  with  the  imposition  of  the  income  and 
excess  profits  taxes. 

It  must,  therefore,  be  held  that  in  a  munition  manufacturer's  tax 
return  for  either  1916  or  1917  only  taxes  actually  paid  are  deductible. 

Kegulations  39  do  not  define  the  meaning  of  the  phrase  ^^with 
respect  to  the  business  or  property  relating  to  the  manufacture." 
(Sec.  302  (d),  Revenue  Act  of  1916.)  It  is  apparent,  however,  that 
it  was  the  intention  of  the  regulations  that  taxes  which  were  paid 
within  the  taxable  year  upon  the  property  used  in  the  manufacture 
of  the  munitions  could  be  deducted.  It  is,  therefore,  held  in  conso- 
nance with  Regulations  39  that  all  real  property  and  like  taxes  which 
became  due  and  payable  within  the  taxable  3^ear  and  were  actually 
paid  within  that  year  are  deductible  from  gross  income  within  the 
limitations  prescribed  by  the  regulations.  It  is  to  be  noted,  however, 
that  where  a  corporation  owns  two  or  more  plants  the  total  product 
of  one  being  the  manufacture  of  munitions,  the  taxes  paid  in  respect 
of  that  plant  are  deductible  without  any  such  proration  as  is  provided 
for  by  article  16  of  Regulations  S9. 

(2)  Income  taxes  paid  in  1916  for  the  year  1915  are  not  paid  **  with 
respect  to  the  business  or  property  relating  to  the  manufacture ''  of 
munitions  the  net  profits  from  which  are  subject  to  the  tax.  It  must, 
therefore,  be  held  that  they  are  not  deductible  frc«n  gross  income. 

(3)  Interest  to  be  deductible  must  have  been  actually  paid  within 
the  taxable  year  ^'  on  debts  or  loans  contracted  to  meet  the  needs  of 
the  business,  and  the  proceeds  of  which  have  been  actually  used  to 
meet  such  needs."    Article  17  of  Regulations  39  provides: 

The  amount  deductible  from  the  gross  income  received  or  accraedi  from  the 
manufacture  and  sale  or  disposition  of  munitions  or  parts  thereof,  on  aceoant 
of  interest.  Is  the  amonnt  of  interest  actnalky  paid  within  the  year  on  debts 
or  loans  contracted  to  meet  the  needs  of  tlie  baslness  of  nuuiufiicturlns  swdx 
articles,  and  the  proceeds  of  which  were  actually  used  to  meet  such  needa 
This  deduction  must  not  include  any  interest  paid  on  debts  or  loans  the  pro- 
ceeds of  which  were  used  to  meet  the  needs  of  any  other  business  in  whh^  the 
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maniifactiirer  may  be  engaged.  This  deduetioii  can  be  taken  only  from  tbe 
gross  income  of  the  year  in  which  the  interest  was  actually  paid. 

This  regulation  is  a  paraphrase  of  the  law  so  far  as  it  relates  to 
the  phrase  "  debts  or  loans  contracted  to  meet  the  needs  of  the  busi- 
ness." The  impoi*tant  question  for  determination  is  whether  debts 
or  loans  contracted  years  before  to  meet  the  needs  of  a  manufacturing 
business  are  comprehended  by  the  phrase. 

This  tax  is  a  munition  manufacturer's  tax.  It  is  imposed  upon 
profits  made  in  the  manufacture  of  munitions.  The  i^ross  income 
and  the  deductions  are  all  related  to  the  manufacture  of  munitions. 
It  seems  clear,  therefore,  that  the  debts  or  loans  referred  to  in  the 
phrase  "contracted  to  meet  the  needs  of  the  business"  are  loans 
contracted  to  meet  the  needs  of  a  munitions  business.  Therefore,  it 
must  be  held  that  the  manufacturer  liable  to  the  munition  manufac- 
turer's tax  may  not  deduct  from  gross  income  any  amount  whatever 
for  interest  unless  the  interest  was  actually  paid  upon  a  debt  or  loan 
which  was  contracted  to  meet  the  needs  of  the  munitions  business. 

This  conclusion  is  strengthened  by  a  provision  in  section  301  of 
the  Bevenue  Act  of  1916,  wnich  is  to  the  effect — 

That  no  person  shall  pay  snch  tax  npon  net  profits  received  during  the  year 
nineteen  hundred  and  sixteen  derived  from  the  sale  and  delivery  of  the  articles 
enumerated  In  this  section  under  contracts  executed  and  fully  performed  by 
such  person  prior  to  January  first,  nineteen  hundred  and  sixteen. 

Article  10  of  Regulations  39,  referring  to  this  proviso,  rules — 

The  Income  received  or  accrued  from  the  latter  source  being  exempt  from 
the  tax,  any  expenses  incident  to  the  manufacture  of  such  articles  and  creation 
of  such  incomes  will  not  be  deductible  from  the  gross  income  contemplated  by 
this  article. 

CARii  A.  Mapes, 
Solicitor  of  Internal  Bevenue. 
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CORPOBATION   INCOME  TAX— REVENllB  ACT  OF  1916,   SECTION   12(a)  ; 

SECTION  13(d). 

Method  of  Comptttino  and  AccouNTrKo  fob  Munftion  Manutactureb's  Tax 

WRSN  TAXFATfiB*8  ACOOtXNTB  AbS  KbPT  ON  THK  ACCBITAI,  BASIS. 

Where  a  corporation  in  1916  kept  its  acconnts  on  the  accrual  basis, 
and  either  accrued  munitions  taxes  or  credited  amounts  to  a  re- 
serve set  up  to  meet  such  taxes,  thus  takinc:  advantage  of  section 
13  (d>  of  the  Revenue  Act  of  1916,  it  becaine  bound  by  the  provi- 
slom  oif  that  section  and  Treasury  Decision  2433,  and  the  amounts 
80  accrued  or  credited  must,  in  computing  income  subject  to  tax 
for  1916,  be  deducted  from  gross  income  for  that  year,  and  not  for 
1917,  during  which  year  such  mmnitlons  taxes  were  paid. 

Section  13(d)  of  the  Revenue  Act  of  1916  is  a  qualifying  section, 
and  when  aceounts  of  a  corporation  are  kept  on  a  basis  other  than 
that  of  receipts  and  disbursonents  it  qualifies  the  manner  of  mak- 
ing deductions  authorized  in  section  12(a)  of  the  Act,  and  the  word 
"  paid  "  in  the  latter  section  is  to  be  read  "  paid  or  accrued,"  de- 
pending on  how  the  accounts  of  the  corporation  are  kept 

The  question  is  presented  whether  the  M  Company^  a  corporation, 
consi(Jering  the  basis  npon  which  its  accounts  are  kept,  is  required, 
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in  computing  its  income  tax  for  the  calendar  year  1916,  to  accrue 
munitions  taxes  assessed  against  the  company  under  Title  III  of 
the  Revenue  Act  of  1916,  and  deduct  the  amount  thereof  from  gross 
income  in  its  tax  return  for  that  year. 

The  company,  in  its  tax  return  for  1916,  made  no  deduction  from 
gross  income  on  account  of  munitions  taxes  assessed  for  that  year, 
but  claims  the  right  to  and  did  deduct  the  amount  of  such  taxes  in 
its  tax  return  for  1917.  This  was  in  accordance  with  the  consistent 
policy  of  the  company,  which  has  made  it  a  practice  since  1912  to 
deduct  in  its  tax  returns  only  the  amount  of  taxes  actually  paid 
during  the  year  for  which  the  returns  were  rendered. 

The  munition  manufacturer's  tax  is  an  excise  tax  of  twelve  and 
one-half  per  centum  upon  the  entire  net  profits  actually  received  or 
accrued  xor  the  year  1916  from  the  sale  or  disposition  of  certain 
articles  therein  specified,  manufactured  in  the  United  States. 

In  computing  net  income  subject  to  tax  under  Part  II  of  Title  I 
of  the  Revenue  Act  of  1916,  domestic  corporations  were  allowed 
certain  deductions  froTi  their  gross  income.  Those  deductions  are 
enumerated  in  section  12(a)  of  the  Act.  The  provisions  relating  to 
general  items  of  expense  and  taxes  read  as  follows : 

Sec.  12(a).  In  the  case  of  a  corporation,  joint-stock  company  or  association, 
or  insurance  company,  organized  in  the  United  States,  such  net  income  shall 
be  ascertained  by  deducting  from  the  gross  amount  of  its  income  received 
within  the  year  from  all  sources — 

First.  All  the  ordinary  and  necessary  expenses  jmid  within  the  year  in  the 
maintenance  and  operation  of  its  business  and  properties,  including  rentals  or 
other  payments  required  to  be  made  as  a  condition  to  the  continued  use  or 
possession  of  property  to  which  the  corporation  has  not  taken  or  is  not  taking 
title,  or  in  which  It  has  no  equity. 

«  *  •  *  *  *  « 

Fourth.  Taxes  paid  within  the  year  imposed  by  the  authority  of  the  United 
States,  ♦  ♦  ♦  or  of  its  Territories,  or  possessions,  or  any  foreign  country, 
or  by  the  authority  of  any  State,  county,  school  district,  or  municipality,  or 
other  taxing  subdivision  of  any  State,  not  Including  those  assessed  against 
local  benefits. 

The  proper  treatment  of  the  item  munitions  taxes  for  income  tax 
purposes  depends  not  only  upon  the  construction  to  be  placed  on 
the  word  "paid"  as  used  m  this  section,  but  also  upon  the  effect  of 
section  13(a)  of  the  Act  concerning  the  methods  of  keeping  accounts, 
and  Ti^asury  Decision  2433. 

Under  revenue  acts  prior  to  the  Revenue  Act  of  1916,  the  only 
recognized  basis  for  keeping  accounts  was  that  of  actual  receipts  and 
disbursements.  Giving  official  recognition  to  the  fact  that  it  is  the 
common  practice  for  all  large  business  enterprises  to  keep  their  ac- 
counts on  the  accrual  basis,  this  Department  permitted  tlie  accrual 
of  certain  items  of  expense  and  the  use  of  inventories.  This  practice 
was  adopted  to  effectuate  as  nearly  as  possible,  without  doing  vio- 
lence to  the  language  employed,  the  real  purpose  of  those  Acts, 
namely,  to  reflect  the  true  income  of  the  taxpayer  upon  which  the 
tax  was  levied.  However,  taxes  were  not  permitted  to  be  accrued.  ^ 
They  were  deductible  only  in  the  year  in  which  actually  paid,  and  ^J 
this  remained  the  practice  at  least  until  the  Revenue  Act  of  1916  be- 
came effective. 

Section  13(d)  of  the  Revenue  Act  of  1916  is  as  follows: 

A  corporation,  joint-stock  company  or  association,  or  insurance  company,  keep- 
ing accounts  upon  any  basis  other  than  that  of  actual  receipts  and  disburse- 
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meuts,  unless  sucb  other  basis  does  uot  clearly  reflect  its  income,  may,  subject 
to  regulations  made  by  the  Commissioner  of  Internal  Revenue,  with  the  ap< 
proval  of  the  Secretary  of  the  Treasury,  make  its  return  upon  the  basis  upon 
which  its  accounts  are  kept,  in  which  case  the  tax  shall  be  computed  upon  its 
income  as  so  returned. 

This  is  the  first  time  the  law  specifically  recognized  keeping 
accounts,  for  income  tax  purposes,  on  any  basis  other  than  that  of 
receipts  and  disbursements,  and  even  then  no  other  basis  was  to  be 
used  if  the  taxpayer's  income  thereunder  was  not  clearly  reflected, 
and  in  no  event  was  another  basis  to  be  used  unless  it  was  in  con- 
formity with  regulations  made  by  the  Commissioner  with  the  ap- 
proval of  the  iScretary.  Formal  consent  in  each  individual  case 
upon  application  made  to  making  returns  of  income  on  the  basis 
upon  which  accounts  were  kept  was  not  necessary.  But  there  were 
two  necessary  requisites:  First,  the  accounts  must  have  clearly  re- 
flected true  income ;  second,  if  a  system  other  than  receipts  and  dis- 
bursements were  used,  it  must  have  been  subject  to  regulations  made 
by  the  Commissioner. 

*This  Act  was  approved  September  8,  1916,  and  shortly  thereafter 
on  January  8.  1917,  Treasury  Decision  2433  was  approved  by  the 
Secretary.  This  Treasury  decision,  after  quoting  section  13(d)  as 
above,  reads  as  follows : 

Under  tbis  provision  It  will  be  permissible  for  corporations  whicb  accrue  on 
tbeir  books  monthly  or  at  other  stated  periods  amounts  sufficient  to  meet  fixed 
annual  or  other  charges  to  deduct  from  their  gross  income  the  amounts  so 
accrued,  provided  such  accruals  approximate  as  nearly  as  possible  the  actual 
liabilities  for  which  tlie  accruals  are  made,  and  provided  thnt  in  cases  wherein 
deductions  are  made  on  the,  accrual  basis  as  hereinbefore  indicated  income  from 
fixed  and  determinable  sources  accruing  to  the  corporations  must  be  returned, 
for  the  purpose  of  the  tax,  on  the  same  basis^ 

In  cases  wherein,  pursuant  to  the  consistent  practice  of  accounting  of  the 
corporation,  or  pursuant  to  the  requirements  of  some  Federal,  State,  or  mu- 
nicipal supervising  authority,  corporations  set  up  and  maintain  reserves  to  meet 
liabilities,  the  amount  of  which  and  the  date  of  payment  or  maturity  of  which 
is  not  definitely  determined  or  determinable  at  the  time  the  liability  is  incurred, 
it  will  be  permissible  for  the  corporations  to  deduct  from  their  gross  income  the 
amounts  creditetl  to  such  reserves  each  year,  provided  that  the  amounts  de- 
ductible on  account  of  the  reserves  shall  approximate  as  nearly  as  can  be  deter- 
mined the  actual  amounts  which  experience  has  demonstrated  would  be  neces- 
sary to  discharge  the  liabilities  incurred  during  the  year  and  for  the  payment  of 
which  additions  to  the  reserves  were  made;  and  provided  if  it  shall  be  found 
that  the  amount  creflited  to  any  such  reserve  is  in  excess  of  the  reasonable  or 
probable  needs  of  the  corporation  to  meet  and  discharge  the  liabilities  for  which 
the  reserve  is  credited,  the  excess  of  such  reserve  over  and  al>ove  the  reasonable 
or  probable  needs  for  the  purpose  Indicated  shall  be  at  once  disallowed  as  a  de- 
duction and  restored  to  income  for  the  purpose  of  the  tax ;  and  provided  further 
that  in  no  event  will  sinking  funds  or  other  reserves  set  up  to  meet  additions, 
betterments,  or  other  capital  obligations  constitute  allowable  deductions  from 
gross  Income. 

This  ruling  contemplates  that  the  income  and  authorized  deductions  shall  he 
computed  and  accounted  for  on  the  same  basis  and  that  the  same  practice  shall 
he  consistently  followed  year  after  year.  Amounts  paid  in  discharge  of  any 
liability  or  obligation  for  which  a  reserve  has  been  set  up,  as  hereinbefore  out- 
lined, wdll,  when  paid,  be  charged  to  the  reserve  created  to  meet  it  in  so  far  as 
such  reserve  is  sufficient  to  meet  the  liability,  provided  always  that  the  Ua- 
bility  is  of  a  character  which  constitutes  an  allowable  deduction  within  the 
meaning  of  the  law. 

If  upon  investigation  it  shall  be  found  that  returns  made  upon  the  basis  of 
accruals  and  reserves  do  not  reflect  the  true  net  income,  the  corporation  so  fail- 
ing in  this  way  to  return  the  true  net  income  will  not  thereafter  be  permitted 
to  make  its  returns  upon  any  basis  other  than  that  of  actual  receipts  and  dis- 
bursements. 
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The  reserves  contemplated  by  the  foregoing  ruling  are  those  reserves  only 
which  are  set  up  to  meet  some  actual  liability  incurred,  the  amount  necessary 
to  discharge  which  can  not  at  the  time  be  definitely  determined,  and  iio  not  con- 
template reserves  to  meet  losses  contingent  upon  shrinkage  in  values,  losses 
from  bad  debts,  capital  investments,  etc.,  which*  losses  are  deductible  only  when 
definitely  determined  as  the  result  of  a  closed  or  completed  transaction  and  are 
charged  ott 

The  company  contends^  notwithstanding  section  13(d)  and  Treas- 
ury Decision  2433,  that  the  wording  of  the  statute,  "Taxes  paid 
within  the  year  "  prechides  their  deduction  in  any  year  except  that  in 
which  they  were  actually  paid.  If  this  be  true,  we  have  a  peculiar 
and  anomalous  situation  in  connection  with  the  company's  returns. 
It  admits,  and  its  returns  so  show,  that  the  ordinary  and  necessary 
expenses  incurred  within  the  year  1916  in  the  maintenance  and  opera- 
tion of  its  business  and  property,  provided  for  in  the  first  subdivision 
of  section  12(a),  were  accrued  on  its  books  and  deducted  in  its  tax 
return  for  1916,  whether  or  not  such  expenses  were  actually  paid  | 

within  that  year.  Likewise,  all  items  of  income,  whether  or  not 
actually  received,  were  accrued  and  included  in  gross  income.  So 
far  as  the  statute  is  concerned,  there  is  nothing  to  indicate  that  the 
expenses  referred  to  in  the  first  subdivision  of  section  12(a)  should 
be  accrued  and  deducted  as  accrued,  and  that  taxes  referred  to  in  sub- 
division 4  thereof  should  be  deducted  only  in  the  year  in  which 
paid.  The  word  ''  paid  "  is  used  in  identically  the  same  manner  in 
both  subdivisions  without  qualifying  words,  and  according  to  rules  of 
statutory  construction  the  deductions  classified  thereunder  must  re- 
ceive like  treatment. 

There  would  be  great  force  to  the  argument  that  the  wording  of  the 
statute  "Taxes  paid  within  the  year**  precludes  their  deduction  in 
any  year  except  that  within  which  they  are  actually  paid  were  it  not 
for  section  13(d).  In  construing  a  statute,  full  consideration  must 
be  given  to  all  its  provisions,  and  a  construction  adopted  that  will 
permit  all  sections  to  harmonize  if  possible.  In  framing  the  Bevenue 
Act  of  1916  it  was  contemplated,  as  theretofore,  that  accounts  ordi- 
narily were  kept  on  the  receipts  and  disbursements  basis;  hence  the 
use  of  the  woni  "  paid  "  in  connection  witii  all  items  of  deductions 
enumerated  in  section  12(a).  But  desiring  to  recognize  other  sys- 
tems of  keeping  accounts,  section  13(d)  was  inserteo,  which  was  de- 
signed especial^  to  recognize  the  system  of  accrued  accounting ;  that 
is,  that  all  items  of  income  and  outgo  be  either  actually  determined 
or  estimated  as  they  accrue  and  that  the  proper  entries  be  made  upon 
the  books  at  that  time,  returns  of  income  be  made  on  that  basis,  and 
the  tax  paid  accordingly.  To  this  extent,  then,  section  13(d)  is  a 
qualifying  section,  ana  when  accounts  are  Kept  on  the  accrual  basis, 
so  as  to  bring  the  taxpayer  within  this  section,  it  Qualifies  the  word 
"paid"  and  the  manner  of  making  deductions  allowed  in  section 
12(a).  The  word  "paid,"  therefore,  is  to  be  read  " paid  or  accrued," 
depending  on  how  the  accounts  of  the  taxpayer  are  kept. 

It  is  further  contended  by  the  company  that  it  did  n^  accrue  muni- 
tions taxes,  but  only  set  up  a  reserve  to  meet  this  liability^  the  amount      Al  | 
of  which  was  not  definitely  determined  until  some  time  m  1917,  and      ^^ 
even  if  these  taxes  were  accrued  on  its  books  it  is  still  properdin  view 
of  the  wording  of  the  statute,  and  the  fact  that  Tre^ury  Deeision 
2433  merely  gives  corporations  permission  to  use  the  accrual  basis 
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and  does  not  require  it,  to  deduct  taxes  onl^  in  the  year  in  which  paid. 
The  company  attempts  to  draw  a  fine  distinction  between  accruals 
and  reserves,  the  only  difference  being,  ^o  far  as  its  brief  shows,  that 
a  liability  is  accrued  when  the  amount  thereof  is  definitely  ascer- 
tainable  and  a  reserve  is  set  up  to  meet  a  liability  when  the  amount 
m  thereof  can  not  be  accurately  determined.    It  also  relies  on  articles 

^  152,  156,  and  158  of  Regulations  33,  promulgated  January  5,  1914, 

as  governing  the  method  of  computing  and  accounting  for  deductions 
of  taxes  for  191^. 

From  reports  of  the  revenue  agent,  copies  of  actual  book  entries 
taken  from  the  books  of  the  company,  and  statements  submitted  by 
officers  of  the  company.  I  am  convinced  the  taxes  in  question  were 
accrued  on  the  books  ot  the  company.  The  statement  furnished  by 
the  revenue  agent  starts  with  the  vear  1915,  and  sets  up  the  distribu- 
tion made  by  the  N  Companv  and  followed  for  the  remainder  of  the 
year  by  its  successor,  the  M  Company.  In  that  year  the  company 
accrued  income  taxes.  In  July,  1916,  tne  successor  company  began  to 
set  aside  monthly  amounts  chargeable  against  the  earnings  of  that 
year  through  "  I^fndistributed  Expense,"  these  amounts  being  credited 
to  the  account  "  Federal  Munitions  Tax,  1916.''  That  the  intention 
of  the  company  was  to  accrue  munitions  taxes  is  shown  by  the  expla- 
nations appearing  on  its  .books  with  reference  to  entries  made  in  this 
account.  The  word  "accrued"  is  used  several  times  in  specifying 
amoimts  accrued  to  certain  dates.  The  balance  sheets  of  the  company 
reflect  the  liability  for  that  year  in  item  "  Deferred  Credits."  The 
schedule  of  this  account  setis  up  the  compilation,  which  includes 
income  taxes  for  1916,  x  dollars;  munitions  tax  for  1916,  6x  dollars; 
accrued  expenses,  4^  dollars;  total,  lOo?  dollars. 

The  method  of  keeping  this  account  discloses  that  instead  of  a  gen- 
eral reserve  being  set  up  as  an  extra  safeguard  to  take  care  of  a  pos- 
sible but  imknown  liability,  the  company  accrued  from  month  to 
month  the  estimated  amount  of  munitions  taxes  it  was  required  to 
pay  and  so  constituted  it  a  liability  against  the  company  s  assets. 
This  amount  should  not  have  been  difficult  to  estimate,  it  being,  as 
has  been  stated,  twelve  and  one-half  per  centum  of  the  net  profits 
received  during  the  year  on  the  manufacture  of  certain  products. 
Under  the  accounting  method  employed  by  the  company  it  undoubt- 
edly could  estimate  with  great  accuracy  its  probaole  profits  from 
munitions  operations,  even  though  they  could  not  be  absolutely  deter- 
mined. While  there  may  be  a  technical  distinction  in  accounting 
between  an  accrual  and  a  reserve,  the  setting  up  of  a  reserve  is  not 
inconsistent  with  the.  system  of  accrued  accounting.  Neither  do  I 
find  anything  in  the  law  that  distinguishes  between  them.  The 
law  looKS  only  to  whether  the  liability  was  actually  incurred  and 
does  not  prohibit  the  deduction  of  a  proper  reserve  set  up  to  meet  a 
known  Lability  that  is  a  proper  deduction.  Law  Opinion  360. 
Therefore,  the  fact  that  the  company  failed  to  make  an  accurate 

t  estimate  of  its  munitions  taxes  for  1916  is  not  sufficient  reason  for 
deducting  the  amount  of  such  taxes  in  1917.  Few  accrued  liabilities 
are  eatimated  with  abfiolute  accuracy,  and  it  is  generally  necessary 
io  make  adjustments  from  time  to  time  in  these  accounts  as  the 
situatioxi  requires.  This  fact  is  recognized  in  Treasury  Decision  2433. 
We  come  now  to  the  question  of  the  effect  of  this  Treasury  de- 
cision.   It  is  unnecessary  to  enter  into  a  discussion  of  whether  under 
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the  language  used  therein  corporations  were  merely  given  permission 
or  were  required  to  use  the  accrual  system  of  keepmg  accounts.  It  is 
sufficient  to  note  that  this  company  not  only  kept  its  accounts  on  the 
accrual  basis,  accruing  munitions  and  other  taxes,  but  rendered  its 
tax  returns  on  that  basis,  with  the  one  exception  that  taxes  were 
deducted  in  the  year  in  which  paid.  In  this  respect  there  was  a 
departure  from  the  established  method  of  accounting  not  warranted 
by  the  law  or  regulations.  Having  elected  to  report  its  income 
subject  to  tax  on  the  basis  on  which  its  accounts  were  kept,  thus 
taking  advantage  of  section  13(d),  wliich  brought  it  witliin  the 
provisions  of  this  section  and  Treasury  Decision  2433,  the  company 
became  bound  by  its  election  and,  havmg  decided  to  accrue  income, 
it  must  go  the  whole  way  and  accrue  liabilities  instead  of  account- 
ing for  them  on  a  different  basis,  except  where  the  Act  specifically 
provides  otherwise.  Neither  can  it  use  one  method  in  making  one 
deduction,  and  a  totally  different  method  in  making  another  de- 
duction. The  reason  for  this  is  obvious.  Take,  for  instance,  the  item 
under  discussion.  Munitions  taxes  are  an  element  of  cost  entering 
into  every  unit  of  production  and  which  must  be  taken  into  con- 
sideration each  year  in  computing  net  income  subject  to  tax.  It  is 
an  exf)ense  necessary  to  produce  income,  and  income  is  improperly 
reflected  if  the  deduction  on  this  account  i»  made  the  foUowinff  vear, 
as  it  is  in  no  way  related  to  the  income  of  the  latter  year,  and  has 
the  further  effect  of  greatly  inflating  the  income  of  the  year  to 
which  it  does  relate.  Such  practice  would  be  contrary  to  the  pro- 
vision contained  in  the  first  sentence  of  paragraph  four  of  Treasury 
Decision  2433  which  contemplates  "that  the  vKfonic  and  authorized 
deductions  shall  he  computed  and  accounted  for  on  the  same  has-ls  and 
that  the  same  practice  shall  be  consistently  followed  year  after  year," 
and  to  the  provisions  of  section  13(d)  which  permit  returns  to  be 
made  on  a  basis  other  than  that  of  receipts  ana  disbursements  only 
when  income  is  properly  reflected. 

But  whether  the  amounts  set  aside  to  cover  munitions  taxes  were 
accrued  or  set  up  as  a  reserve  should  not,  in  my  opinion,  make  any 
difference  so  far  as  this  case  is  concerned.  The  Treasury  decision  re- 
ferred to  provides  for  deducting  from  gross  income  amounts  credited 
to  reserves  each  year  to  meet  liabilities,  the  amount  and  date  of  pay- 
ment of  which  are  not  definitely  determined  or  determinable  at  the 
time  the  liability  is  incurred.    As  stated  in  Law  Opinion  360: 

♦  ♦  *  With  respect  to  a  corporation  making  its  return  on  an  accrual 
basis,  the  cre<Uting  of  an  amount  to  a  reserve  to  meet  a  given  liabiUty  is 
equivalent  to  the  payment  of  such  liability  by  a  corporation  making  its  return 
on  the  basis  of  actual  receipts  and  expenditures,  subject  only  to  the  require- 
ment that,  if  such  reserve  is  "  in  excess  of  the  reasonable  or  probable  needs  of 
the  corporation,*'  amounts  so  credited  shall  be  restored  to  income.  An  amount 
credited  to  a  reserve  in  1916  is  deducted,  if  at  all,  from  income  for  the  year  1916. 
Whether  or  not  it  shall  be  deducted  depends  therefore  upon  the  law  in  force 
in  1916.  ♦  ♦  *  Th(»  sole  question  is  as  to  the  character  of  the  reserve  and 
that  is  to  be  determined  by  the  law  at  the  time  when  amounts  are  credited  to 
it,  rather  than  by  the  law  at  the  time  when  payments  are  made  from  it. 

It  would,  therefore,  appear  that  even  though  this  is  a  reserve  for 
munitions  taxes  it  must  be  deducted  from  gross  income  in  1916  or  not 
at  all.  See  A.  R.  M.  26,  page  115,  and  A.  K.  M.  29,  page  119,  Cumu- 
lative Bulletin  No.  2,  1920. 
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Articles  152,  156,  and  158  of  Regulations  3>3  promulgated  January 
5,  1914,  are  not  applicable.  Those  regulations  were  adopted  in  pur- 
suance of  the  Act  of  October  3.  1913,  which  did  not  recognize  the 
accrual  method  of  accounting,  and  the  articles  in  question  could  have 
no  application  in  this  case  where  advantage  was  taken  of  a  new  pro- 
^Hsion  in  a  different  Act,  and  in  connection  with  which  Treasury 
Decision  2433,  which  is  inconsistent  with  those  articles,  was  issued. 
For  the  same  reason,  the  practice  of  the  company  established  prior 
to  1916  of  deducting  taxes  only  in  the  year  in  which  paid  is  not  to  be 
considered.  What  the  company  did  in  this  respect  prior  to  1916,  its 
1916  return  having  been  made  under  a  new  Act,  has  no  bearing  on  the 
auestion  here  at  issue,  as  the  question  arose  under  the  new  and  not 
the  old  Act,  the  Acts  being  dissimilar. 

It  is  held  that  where  a  corporation  in  1916  kept  its  accounts  on 
the  accrual  basis,  and  either  accrued-  munitions  taxes  or  credited 
amounts  to  a  reserve  set  up  to  meet  such  taxes,  thus  taking  advan- 
tage of  section  13(d)  of  the  Revenue  Act  of  1916,  it  became  bound 
by  the  provisions  of  that  section  and  Treasury  Decision  2433,  and  the 
amounts  so  accrued  or  credited  must,  in  computing  income  subject 
to  tax  for  1916,  be  deducted  from  gross  income  for  that  year,  and 
not  for  1917,  during  which  year  such  munitions  taxes  were  paid. 

Section  13(d)  of  the  Revenue  Act  of  1916  is  a  qualifying  section, 
and  when  accounts  of  a  corporation  are  kept  on  a  basis  other  than 
that  of  receipts  and  disbursements,  it  qualifies  the  manner  of  making 
<ledvictions  authorized  in  section  12(a)  of  the  Act,  and  the  word 
"  paid ''  in  the  latter  section  is  to  be  read  "  paid  or  accrued,"  depend- 
ing on  how  the  accounts  of  the  corporation  are  kept. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Beventie. 


Section   214  (a) 3,    Article    134:    Inheritance  26-21-1706 

taxes.  ■  T.D.3195 

(Ct.D.15) 

income  tax— revenue  act  of  1018— decision  op  supreme  court. 

T)EDU(moN8 — Fedkral  Kstatk  Tax  Paid  by  Exkcutok. 

Federal  estate  tax  paid  by  executors  of  an  estate  is  an  aUowable  deduction, 
jnder  section  214,  in  ascertaining  tlie  net  taxable  income  of  the  estate  for  the 
year  in  which  said  estate  tax  "  accrued,"  which  means  became  due. 

Treasury  Department, 
Office  of  Q)mmissioner  of  Internal  Revenue, 

Wdskington^  D.  C, 

To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  Supreme  Court  of  the  United  States, 
dated  June  6,  1921,  in  the  case  of  United  States  v.  Alan  //.  Wood- 
ward et  aZ.,  executors  of  Joseph  11.  Woodward^  deceased^  affirming 
the  judgment  of  the  Court  of  Claims,  is' published  for  the  informa- 
tion of  internal  revenue  officers  and  others  concerned. 

D.  H.  Blair, 
Commissioner  of  Internal  Revenue. 
Approved  July  13,  1921 : 

A.  W.  MMJiON, 

Secretary  of  the  Treasury, 
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the  language  used  therein  corporations  were  merely  given  permission 
or  were  required  to  use  the  accrual  system  of  keeping  accounts.  It  is 
sufficient  to  note  that  this  company  not  only  kept  its  accounts  on  the 
accrual  basis,  accruing  munitions  and  other  taxes,  but  rendered  its 
tax  returns  on  that  basis,  with  the  one  exception  that  taxes  were 
deducted  in  the  year  in  which  paid.  In  this  respect  there  was  a 
departure  from  the  established  method  of  accounting  not  warranted 
by  the  law  or  regulations.  Having  elected  to  report  its  income 
subject  to  tax  on  the  basis  on  which  its  accounts  were  kept,  thus 
taking  advantage  of  section   13(d),  wliich  brought  it  witnin  the 

£rovisions  of  this  section  and  Treasury  Decision  2433,  the  company 
jcame  bound  by  its  election  and,  having  decided  to  accrue  income, 
it  must  go  the  whole  way  and  accrue  liabilities  instead  of  account- 
ing for  them  on  a  different  basis,  except  where  the  Act  specifically 
provides  otherwise.  Neither  can  it  use  one  method  in  making  one 
deduction,  and  a  totally  different  method  in  making  another  de- 
duction. The  reason  for  this  is  obvious.  Take,  for  instance,  the  item 
under  discussion.  Munitions  taxes  are  an  element  of  cost  entering 
into  every  unit  of  production  and  which  must  be  taken  into  con- 
sideration each  year  in  computing  net  income  subject  to  tax.  It  is 
an  expense  necessary  to  produce  income,  and  income  is  improperly 
reflected  if  the  deduction  on  this  account  i»  made  the  following  year, 
as  it  is  in  no  way  related  to  the  income  of  the  latter  year,  and  has 
the  further  effect  of  greatly  inflating  the  income  of  the  year  to 
which  it  does  relate.  Such  practice  would  be  contrary  to  tlie  pro- 
vision contained  in  the  first  sentence  of  paragraph  four  of  Treasury 
Decision  2433  which  contemplates  "that  the  income  and  autfiorized 
deductions  shall  he  computed  and  accounted  for  on  the  same  basis  and 
that  the  same  practice  shall  be  consistently  followed  year  after  year," 
and  to  the  provisions  of  section  13(d)  which  permit  returns  to  be 
made  on  a  basis  other  than  that  of  receipts  and  disbursements  only 
wien  income  is  properly  reflected. 

But  whether  the  amounts  set  aside  to  coyer  munitions  taxes  were 
accrued  or  set  up  as  a  reserve  should  not,  in  my  opinion,  make  any 
difference  so  far  as  this  case  is  concerned.  The  Treasury  decision  re- 
ferred to  provides  for  deducting  from  gross  income  amounts  credited 
to  reserves  each  year  to  meet  liabilities,  the  amount  and  date  of  pay- 
ment of  which  are  not  definitely  determined  or  determinable  at  the 
time  the  liability  is  incurred.    As  stated  in  Law  Opinion  360: 

♦  *  •  With  respect  to  a  corporation  making  its  return  on  an  accrual 
basis,  the  creiliting  of  an  amount  to  a  reserve  to  meet  a  given  liability  is 
equivalent  to  the  payment  of  such  liability  by  a  corporation  making  its  return 
on  the  basis  of  actual  receipts  and  expenditures,  subject  only  to  the  require- 
ment that,  if  such  reserve  is  *'  in  excess  of  the  reasonable  or  probable  needs  of 
the  corporation,"  amounts  so  credited  shall  be  restored  to  income.  An  amount 
credited  to  a  reserve  in  1916  is  deducted,  if  at  all,  from  income  for  the  year  1916. 
Whether  or  not  it  shall  be  deducted  depends  therefore  upon  the  law  in  force 
in  1916.  ♦  *  *  Th(»  sole  question  is  as  to  the  character  of  the  reserve  and 
that  is  to  be  determined  by  the  law  at  the  time  when  amounts  are  credited  to 
it,  rather  than  by  the  law  at  the  time  when  payments  are  made  from  it. 

It  would,  therefore,  appear  that  even  though  this  is  a  reserve  for 
munitions  taxes  it  must  be  deducted  from  gross  income  in  1916  or  not 
at  all.  See  A.  R.  M.  26,  page  115,  and  A.  K.  M.  29,  page  119,  Cumu- 
lative Bulletin  No.  2,  1920. 
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Articles  152,  156,  and  158  of  Eegiilations  36  promulgated  January 
5,  1914,  are  not  applicable.  Those  regulations  were  adopted  in  pur- 
suance of  the  Act  of  October  3.  1913,  which  did  not  recognize  the 
accrual  method  of  accounting,  and  the  articles  in  question  could  have 
no  application  in  this  case  wliere  advantage  was  taken  of  a  new  pro- 
Ansion  in  a  different  Act,  and  in  connection  with  which  Treasury 
Decision  2433,  which  is  inconsistent  with  those  articles,  was  issued. 
For  the  same  reason,  the  practice  of  the  company  established  prior 
to  1916  of  deducting  taxes  only  in  the  year  in  which  paid  is  not  to  be 
considered.  What  the  company  did  in  this  respect  prior  to  1916,  its 
1916  return  having  been  made  under  a  new  Act,  has  no  bearing  on  the 

Suestion  here  at  issue,  as  the  question  arose  under  the  new  and  not 
le  old  Act,  the  Acts  being  dissimilar. 

It  is  held  that  where  a  corporation  in  1916  kept  its  accounts  on 
the  accrual  basis,  and  either  accrued  munitions  taxes  or  credited 
amounts  to  a  reserve  set  up  to  meet  such  taxes,  thus  taking  advan- 
tage of  section  13(d)  of  the  Revenue  Act  of  1916,  it  became  bound 
by  the  provisions  of  that  section  and  Treasury  Decision  2433,  and  the 
simounts  so  accrued  or  credited  must,  in  computing  income  subject 
to  tax  for  1916,  be  deducted  from  gross  income  for  that  vear,  and 
not  for  1917,  during  w^hich  year  such  munitions  taxes  were  paid. 

Section  13(d)  of  the  Revenue  Act  of  1916  is  a  qualifying  section, 
and  when  accounts  of  a  corporation  are  kept  on  a  basis  other  than 
that  of  receipts  and  disbursements,  it  qualifies  the  manner  of  making 
deductions  authorized  in  section  12(a)  of  the  Act,  and  the  wora 
"  paid  "  in  the  latter  section  is  to  be  read  "  paid  or  accrued,"  depend- 
ing on  how  the  accounts  of  the  cor|X)ration  are  kept. 

Carl  A.  Mapks, 
Solicitor  of  Internal  Revenue. 
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taxes.  '  T.  D.  3195 

(Ct.D.15) 

INCOME  TAX— REVENUE  ACT  OF  1918--DE(MSION  OF  SUPREME  COURT. 
DKDUimoNs — Fedi-jial  Estate  Tax  Paid  by  Executor. 

Federal  estate  tax  paid  by  executors  of  an  estate  is  an  allowable  deduction, 
tinder  section  214,  in  nMcertainlnf?  the  net  taxable  income  of  the  estate  for  the 
year  in  wh:ch  said  estate  tax  "  accrued,"  which  means  became  due. 

Treasury  Department, 
Office  of  CJommissioner  of  Internal  Revenue, 

WasMn^tonj  D.  C 

To  collectors  of  internal  revemie  and  others  concerned : 

The  appended  decision  of  the  Supreme  Court  of  the  United  States, 
dated  June  6,  1921,  in  the  case  of  United  States  v.  Alam.  H,  Wood- 
ward  et  al.^  executors  of  Joseph  11.  Woodwa^d^  deceased^  affirming 
the  judgment  of  the  Court  of  Claims,  is'  published  for  the  informa- 
tion of  internal  revenue  officers  and  others  concerned. 

D.  H.  Blair, 
Commissioner  of  Internal  Rev^nv^e. 
Approved  July  13, 1921 : 
A.  W;  Mellon, 

Secretary  of  the  Treasury, 
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Section  214(a)  4,  5,  6,  Article  141:  Losses.  8-21-1464 

A.  R.  R.  398 

REVENUE  ACT  OF  1017. 

Held,  that  an  Investnient  In  stock  of  a  corporation  by  a  patent 
attorney,  resulting  in  a  loss  to  said  attorney  because  of  his  interest 
in  protecting  similar  investments  made  by  his  clients  in  the  same 
coriwration,  is  not  a  deductible  loss  under  section  5(a)  of  the 
Revenue  Act  of  1917. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  disallowing  as  a  deductible 
loss  in  block  A  of  his  personal  tax  I'eturn  an  item  of  120*  dollars 
alleged  to  have  been  sustained  in  an  investment  in  the  M  (^ompany. 

A  is  a  practicing  patent  attorney.  Early  in  1917  he  subsci'ibed 
to  a  small  amount  of  stock  in  the  M  Company  which  was  undertaking 
the  development  and  production  of  certain  properties.  His  invest- 
ment was  on  the  basis  of  10  cents  a  share  and  he  invested  something 
less  than  x  dollars.  He  alleges  that  through  certain  family  and  pro- 
fessional connections  the  information  that  he  had  subscribed  to  this 
stock  reached  certain  of  his  important  clients  and  that  they,  too, 
made  investments  in  this  property.  He  felt  that  the  knowledge  of 
his  clients  that  he  was  an  investor  in  this  company  to  some  extent 
influenced  them  in  their  purchases  and  he  decided,  under  this  im- 
pression, that  he  would  thoroughly  investigate  the  property  and  the 
methods  under  which  the  company  was  conducting  its  business.  His 
partner  spent  considerable  time  in  making  this  investigation,  and  as 
a  result  of  the  unbusinesslike  methods  pursued  by  the  corporation 
A  decided  that  for  the  protection  of  his  clients,  as  well  as  for  him- 
self, it  would  be  necessary  for  him  to  take  an  active  interest  in  the 
development  of  the  property  and  to  assume  some  control  in  its  man- 
agement. He  states  that  he  seriously  felt  that  if  a  loss  resulted  from 
the  investment  by  his  clients,  he  would  personally  be  held  responsible 
and  that  his  practice  as  an  attorney  would  be  very  much  injured 
thereby.  His  interest  in  the  affairs  of  the  company  was  first  extended 
to  advances  reaching  approximately  6./'  dollars  under  a  readjustment 
of  their  management  and  later  to  the  personal  attention  or  his  son 
and  considerable  expense  to  him  (A).  He  converted  his  advances 
into  stock  for  which  he  paid  20  cents  a  share,  and  he  finally  turned  his 
entire  stockholdings  back  to  the  company  in  order  that  it  might  raise 
additional  capital  and  protect  the  interest  of  its  investors,  having  in 
mind  particularly  his  clients.  His  loss  in  the  transaction  aggregated 
the  amount  claimed  in  his  return,  namely,  12iP  dollars. 

A  and  his  counsel  strongly  argue  that  on  these  facts  it  was  a 
transaction  closely  identified  with  his  profession  and,  therefore,  the 
loss  should  be  a  proper  deduction  under  block  A  in  his  1917  tax 
return. 

Section  5,  paragraph  (a)  provides  that  there  shall  be  allowed  as 
deductions  in  the  tax  returns  of  individuals  "  the  necessary  expenses 
actually  paid  in  carrying  on  any  business  or  trade,  not  including  ^ 
personal,  living  or  family  expenses"  and  (Fifth)  "In  transactions  Wl 
entered  into  for  profit  but  not  connected  with  his  business  or  trade, 
the  losses  actually  sustained  therein  during  the  year  to  an  amount 
not  exceeding  the  profits  arising  therefrom." 

Manifestly  this  was  a  transaction  in  no  way  directly  related  to 
the  practice  or  profession  of  this  taxpayer  as  a  patent  lawyer,  from 
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which  profession  he  receives,  according  to  his  statement,  an  average 
income  of  approximately  20a?  dollars  per  year.  It  was  a  speculative 
investment  and  it  is  difficult  for  the  Committee  to  understand  in 
what  way  the  knowledge  of  his  clients  that  he  had  invested  in  thitf 
stock  would  aifect  his  standing  as  a  patent  attorney.  Undoubtedly 
A  was  conscientious  in  his  thought  but^  after  all,  the  transaction,  not 
only  his  own  investment  but  that  of  his  clients,  was  based  on  specu- 
lative ideas  supported  by  business  judgment  and,  under  such  cir- 
cumstances, the  principle  can  not  well  be  laid  down  that  the  express 
wording  of  the  law  must  be  subordinated  to  the  intention  of  A,  no 
matter  now  sincere,  to  protect  his  clients  in  their  own  speculative 
transactions.    The  transaction  was  not  even  indirectly  related  to  any 

f>atent  in  which  A  or  his  clients  were  directly  or  indirectly  interestedf. 
t  was  purely  a  commercial  transaction,  in  no  sense  professional  and, 
as  above  stated,  A's  services  to  his  clients  were  purely  professional. 
He  admits  that  he  did  not  directly  or  indirectly  discuss  the  invest- 
ment with  his  clients  before  their  purchases  of  stock  in  this  company 
and  only  casually  learned  of  their  investment. 

In  view  of  the  facts  in  the  case,  as  above  stated,  the  Committee 
recommends  that  the  action  of  the  Income  Tax  Unit  be  sustained 
under  section  6,  paragraph  (a)  of  the  Revenue  Act,  in  disallowing 
this  item  of  loss  lor  1917. 

Section  214(a)  4,  6,  6,  Article  141:  Losses.  10-21-1495 

A.  R.  R.  404 

REVENUE  ACT  OF  1916  AS  AMENDED. 

The  Committee  has  had  under  consideration  the  appeal  of  the 
executors  of  the  estate  of  A,  against  additional  taxes  assessed  by 
the  Income  Tax  Unit  for  1917,  on  account  of  the  disallowance  of 
losses  amounting  to  x  dollars,  sustained  upon  the  sale  of  certain 
stocks  during  that  year. 

The  sole  question  submitted  to  the  Committee  for  consideration 
is  whether  the  losses  of  x  dollars  sustained  upon  the  sale  of  stocks 
in  1917  should  be  allowed  as  a  deduction  in  computing  the  net 
income  of  A  for  that  year. 

It  appears  that  A  was  formerly  a  member  of  the  firm  of  M  &  Com- 
pany and  retired  from  that  firm  in  1910.  The  revenue  agent  in 
making  his  report  on  the  tax  liability  of  A  for  1917  stated  that  from 
the  date  of  retirement  from  M  &  Company  to  the  date  of  his  death, 
A's  activities  consisted  of  trading  in  securities  for  profit  and  the 
promotion  (without  profit)  of  public,  charitable,  and  general  wel- 
fare matters. 

The  Income  Tax  Unit  in  the  audit  of  the  revenue  agent's  report  and 
returns  filed  by  A  for  1917  has  disallowed  the  total  losses  sustained 
in  trading  in  stocks  in  1917  and  has  made  an  additional  assessment 
of  taxes  for  that  year. 

The  executors  of  the  estate  of  A,  through  their  attorneys,  main- 
tain that  the  transactions  in  stocks  entered  into  by  A  constituted  a 
business  or  trade  for  1917,  and  that  the  losses  which  resulted  from 
such  transactions  should  be  allowed  as  a  deduction  in  computing  the 
net  income  of  A  for  that  year. 

The  ruling  of  the  Income  Tax  Unit  in  the  audit  of  the  return 
for  1917  disallowing  the  total  losses  sustained  in  stock  transactions 
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Section  214(a)  4,  5,  6,  Article  141 :  Losses.  8-21-1464 

A.  R.  R.  398 

REVENUE  ACT  OP  1917. 

Held,  that  an  investment  in  stock  of  a  c<n7>oration  by  a  patent 
attorney,  resulting  in  a  loss  to  said  attorney  becanse  of  his  interest 
in  protecting  similar  investments  made  by  his  clients  in  the  same 
coriwration,  is  not  a  deductible  loss  under  section  5(a)  of  the 
Revenue  Act  of  1917. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  disallowing  jis  a  deductible 
loss  in  block  A  of  his  personal  tax  return  an  item  of  12a*  dollars 
alleged  to  have  been  sustained  in  an  investment  in  the  M  Company. 

A  is  a  practicing  patent  attorney.  Early  in  1917  he  subsci'ibed 
to  a  small  amount  of  stock  in  the  M  Company  which  was  undertaking 
the  development  and  production  of  certain  properties.  His  invest- 
ment was  on  the  basis  of  10  cents  a  share  and  he  iuA'ested  something 
less  than  x  dollars.  He  alleges  that  through  certain  family  and  pro- 
fessional connections  the  information  that  he  had  subscribed  to  this 
stock  reached  certain  of  his  important  clients  and  that  they,  too, 
made  investments  in  this  property.  He  felt  that  the  knowledge  of 
his  clients  that  he  was  an  investor  in  this  company  to  some  extent 
influenced  them  in  their  purchases  and  he  decided,  under  this  im- 
pression, that  he  would  thoroughly  investigate  the  property  and  the 
methods  under  which  the  company  was  conducting  its  business.  His 
partner  spent  considerable  time  in  making  this  investigation,  and  as 
a  result  of  the  unbusinesslike  methods  pursued  by  the  corporation 
A  decided  that  for  the  protection  of  his  clients,  as  well  as  for  him- 
self, it  would  be  necessary  for  him  to  take  an  active  interest  in  the 
development  of  the  property  and  to  assume  some  control  in  its  man- 
agement. He  states  that  he  seriously  felt  that  if  a  loss  resulted  from 
the  investment  by  his  clients,  he  would  personally  be  held  responsible 
and  that  his  practice  as  an  attorney  would  be  very  much  injured 
thereby.  His  interest  in  the  affairs  of  the  company  was  first  extended 
to  advances  reaching  approximately  6,e  dollars  under  a  readjustment 
of  their  management  and  later  to  "the  personal  attention  of  his  son 
and  considerable  expense  to  him  (A).  He  converted  his  advances 
into  stock  for  which  he  paid  20  cents  a  share,  and  he  finally  turned  his 
entire  stockholdings  back  to  the  company  in  order  that  it  might  raise 
additional  capital  and  protect  the  interest  of  its  investors,  having  in 
mind  particularly  his  clients.  His  loss  in  the  transaction  aggregated 
the  amount  claimed  in  his  return,  namely,  12j;  dollars. 

A  and  his  counsel  strongly  argue  that  on  these  facts  it  was  a 
transaction  closely  identified  with  his  profession  and,  therefore,  the 
loss  should  be  a  proper  deduction  under  block  A  in  his  1917  tax 
return. 

Section  5^  paragraph  (a)  provides  that  theye  shall  be  allowed  as 
deductions  m  the  tax  returns  of  individuals  "  the  necessary  expenses 
actually  paid  in  carrying  on  any  business  or  trade,  not  including  ^ 
personal,  living  or  family  expenses"  and  (Fifth)  "In  transactions  W% 
entered  into  for  profit  but  not  connected  with  his  business  or  trade, 
the  losses  actually  sustained  therein  during  the  year  to  an  amount 
not  exceeding  the  profits  arising  therefrom." 

Manifestly  this  was  a  transaction  in  no  way  directly  related  to 

e  practice  or  profession  of  this  taxpayer  as  a  patent  lawyer,  from 
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which  profession  he  receives,  according  to  his  statement,  an  average 
income  of  approximately  2(te  dollars  per  year.  It  was  a  speculative 
investment  and  it  is  difficult  for  the  Committee  to  understand  in 
what  way  the  knowledge  of  his  clients  that  he  had  invested  in  this' 
stock  would  affect  his  standing  as  a  patent  attorney.  Undoubtedly 
A  was  conscientious  in  his  thought  but,  after  all,  the  transaction,  not 
only  his  own  investment  but  that  of  his  clients,  was  based  on  specu- 
lative ideas  suppoi-ted  by  business  judgment  and,  under  such  cir- 
cumstances, the  principle  can  not  well  be  laid  down  that  the  express 
wording  of  the  law  must  be  subordinated  to  the  intention  of  A,  no 
matter  now  sincere,  to  protect  his  clients  in  their  own  speculative 
transactions.    The  transaction  was  not  even  indirectly  related  to  any 

fatent  in  which  A  or  his  clients  were  directly  or  indirectly  interested, 
t  was  purely  a  commercial  transaction,  in  no  sense  professional  and, 
as  above  stated,  A's  services  to  liis  clients  were  purely  professional. 
He  admits  that  he  did  not  directly  or  indirectly  discuss  the  invest- 
ment with  his  clients  before  their  purchases  of  stock  in  this  company 
and  only  casually  learned  of  their  investment. 

In  view  of  the  facts  in  the  case,  as  above  stated,  the  Committee 
recommends  that  the  action  of  the  Income  Tax  Unit  be  sustained 
under  section  6,  paragraph  (a)  of  the  Revenue  Act,  in  disallowing 
this  item  of  loss  for  1917. 

Section  214(a)  4,  5,  6,  Article  141:  Losses.  10-21-1495 

A.  R.  R.  404 

REVENUE  ACT  OF  1916  AS  AMENDED. 

The  Committee  has  had  under  consideration  the  appeal  of  the 
executors  of  the  estate  of  A,  against  additional  taxes  assessed  by 
the  Income  Tax  Unit  for  1917,  on  account  of  the  disallowance  of 
losses  amounting  to  x  dollars,  sustained  upon  the  sale  of  certain 
stocks  during  that  year. 

The  sole  question  submitted  to  the  Committee  for  consideration 
is  whether  the  losses  of  x  dollars  sustained  upon  the  sale  of  stocks 
in  1917  should  be  allowed  as  a  deduction  in  computing  the  net 
income  of  A  for  that  year. 

It  appears  that  A  was  formerly  a  member  of  the  firm  of  M  &  Com- 
pany and  retired  from  that  firm  in  1910.  The  revenue  agent  in 
making  his  report  on  the  tax  liability  of  A  for  1917  stated  that  from 
the  date  of  retirement  from  M  &  Company  to  the  date  of  his  death, 
A's  activities  consisted  of  trading  in  securities  for  profit  and  the 

? promotion  (without  profit)  of  public,  charitable,  and  general  wel- 
are  matters. 

The  Income  Tax  Unit  in  the  audit  of  the  revenue  agent's  report  and 
returns  filed  by  A  for  1917  has  disallowed  the  total  losses  sustained 
in  trading  in  stocks  in  1917  and  has  made  an  additional  assessment 
of  taxes  Tor  that  year. 

The  executors  of  the  estate  of  A,  through  their  attorneys,  main- 
tain that  the  transactions  in  stocks  entered  into  by  A  constituted  a 
business  or  trade  for  1917,  and  that  the  losses  which  resulted  from 
such  transactions  should  be  allowed  as  a  deduction  in  computing  the 
net  income  of  A  for  that  year. 

The  ruling  of  the  Income  Tax  Unit  in  the  audit  of  the  return 
for  1917  disallowing  the  total  losses  sustained  in  stock  transactions 
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in  computing  its  income  tax  for  the  calendar  year  1916,  to  accrue 
munitions  taxes  assessed  against  the  company  under  Title  HI  of 
the  Revenue  Act  of  1916,  and  deduct  the  amount  thereof  from  gross 
income  in  its  tax  return  for  that  year. 

The  company,  in  its  tax  return  for  1916,  made  no  deduction  from 
gross  income  on  account  of  munitions  taxes  assessed  for  that  year, 
but  claims  the  right  to  and  did  deduct  the  amount  of  such  taxes  in 
its  tax  return  for  1917.  This  was  in  accordance  with  the  consistent 
policy  of  the  company,  which  has  made  it  a  practice  since  1912  to 
deduct  in  its  tax  returns  only  the  amount  of  taxes  actually  paid 
during  the  year  for  which  the  returns  were  rendered. 

The  munition  manufacturer's  tax  is  an  excise  tax  of  twelve  and 
one-half  per  centum  upon  the  entire  net  profits  actually  received  or 
accrued  for  the  year  1916  from  the  sale  or  disposition  of  certain 
articles  therein  specified,  manufactured  in  the  United  States. 

In  computing  net  income  subject  to  tax  under  Part  II  of  Title  I 
of  the  Revenue  Act  of  1916,  domestic  corporations  were  allowed 
certain  deductions  from  their  gross  income.  Those  deductions  are 
enumerated  in  section  12(a)  of  the  Act.  The  provisions  relating  to 
general  items  of  expense  and  taxes  read  as  follows : 

Sec.  12(a).  In  the  case  of  a  corporation,  Joint-stock  company  or  association, 
or  insurance  company,  organized  in  the  United  States,  such  net  income  shall 
be  ascertained  by  deducting  from  the  gross  amount  of  its  income  received 
within  the  year  from  all  sources — 

First.  All  the  ordinary  and  necessary  expenses  paid  within  the  year  in  the 
maintenance  and  operation  of  its  business  and  properties,  Including  rentals  or 
other  payments  required  to  be  made  as  a  condition  to  the  continued  use  or 
possession  of  property  to  which  the  corporation  has  not  taken  or  is  not  taking 
title,  or  in  which  it  has  no  equity. 

«  #  *  *  *  *  * 

Fourth.  Taxes  paid  within  the  year  imposed  by  the  authority  of  the  United 
States,  *  ♦  ♦  or  of  its  Territories,  or  possessions,  or  any  foreign  country, 
or  by  the  authority  of  any  State,  county,  school  district,  or  municipality,  or 
other  taxing  subdivision  of  any  State,  not  including  those  assessed  against 
local  benefits. 

The  proper  treatment  of  the  item  munitions  taxes  for  income  tax 
purposes  depends  not  only  upon  the  construction  to  be  placed  on 
the  word  "paid"  as  used  m  tnis  section,  but  also  upon  the  effect  of 
section  13  (a )  of  the  Act  concerning  the  methods  of  keeping  accounts, 
and  Ti*^asury  Decision  2433. 

Under  revenue  acts  prior  to  the  Revenue  Act  of  1916,  the  only 
recognized  basis  for  keeping  accounts  was  that  of  actual  receipts  and 
disbursements.  Giving  official  recognition  to  the  fact  that  it  is  the 
common  practice  for  all  large  business  enterprises  to  keep  their  ac- 
counts on  the  accrual  basis,  this  Department  permitted  tlie  accrual 
of  certain  items  of  expense  and  the  use  of  inventories.  This  practice 
was  adopted  to  effectuate  as  nearly  as  possible,  without  doing  vio- 
lence to  the  language  employed,  the  real  purpose  of  those  Acts, 
namely,  to  reflect  the  true  income  of  the  taxpayer  upon  which  the 
tax  was  levied.  However,  taxes  were  not  permitted  to  be  accrued.  ^ 
They  were  deductible  only  in  the  year  in  which  actually  paid,  and  ^' 
this  remained  the  practice  at  least  until  the  Revenue  Act  of  1916  be- 
came effective. 

Section  13(d)  of  the  Revenue  Act  of  1916  is  as  follows: 

A  corporation,  joint-stock  company  or  association,  or  insurance  company,  keep- 
ing accounts  upon  any  basis  other  than  that  of  actual  receipts  and  disburse- 
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meuts,  unless  such  other  basis  does  uot  clearly  reflect  its  income,  may,  subject 
to  regulations  made  by  the  Ck>mu)l8sioner  of  Internal  Revenue,  with  the  ap< 
proval  of  the  Secretary  of  the  Treasury,  malse  its  return  upon  the  basis  upon 
which  its  accounts  are  kept,  in  which  case  the  tax  shall  be  computed  upon  its 
Income  as  so  returned. 

This  is  the  first  time  the  law  specifically  recognized  keeping 
accounts,  for  income  tax  purposes,  on  any  basis  other  than  that  of 
receipts  and  disbursements,  and  even  then  no  other  basis  was  to  be 
used  if  the  taxpayer's  income  thereunder  was  not  clearly  reflected, 
and  in  no  event  was  another  basis  to  be  used  unless  it  was  in  con- 
formity with  regulations  made  by  the  Commissioner  with  the  ap- 
proval of  the  l^cretary.  Formal  consent  in  each  individual  case 
upon  application  made  to  making  returns  of  income  on  the  basis 
upon  wnich  accounts  were  kept  was  not  necessary.  But  there  were 
two  necessary  requisites:  First,  the  accounts  must  have  clearly  re- 
flected true  income ;  second,  if  a  system  other  than  receipts  and  dis- 
bursements were  used,  it  must  have  been  subject  to  regulations  made 
by  the  Conamissioner. 

This  Act  was  approved  September  8,  1916,  and  shortly  thereafter 
on  January  8.  1917,  Treasury  Decision  2433  was  approved  by  the 
Secretary.  Tnis  Treasury  decision,  after  quoting  section  13(d)  as 
above,  reads  as  follows : 

Under  this  provision  it  will  be  permissible  for  corporations  which  accrue  on 
their  books  monthly  or  at  other  stated  periods  amounts  sufficient  to  meet  fixed 
annual  or  other  charges  to  deduct  from  their  gross  income  the  amounts  so 
accrued,  provided  such  accruals  approximate  as  nearly  as  possible  the  actual 
liabilities  for  which  the  accruals  are  made,  and  provided  that  in  cases  wherein 
deductions  are  made  on  the,  accrual  basis  as  hereinbefore  Indicated  income  from 
fixed  and  determinable  sources  accruing  to  the  corporations  must  be  returned, 
for  the  purpose  of  the  tax,  on  the  same  basis. 

In  cases  wherein,  pursuant  to  the  consistent  practice  of  accounting  of  the 
corporation,  or  pursuant  to  the  requirefiients  of  some  Federal,  State,  or  mu- 
nicipal sup^vising  authority,  corporations  set  up  and  maintain  reserves  to  meet 
liabilities,  the  amount  of  which  and  the  date  of  payment  or  maturity  of  which 
is  not  definitely  determined  or  determinable  at  the  time  the  liability  is  incurred, 
it  will  be  permissible  for  the  corporations  to  deduct  from  their  gross  Income  the 
amounts  credited  to  such  reserves  each  year,  provided  that  the  amounts  de- 
ductible on  account  of  the  reserves  shall  approximate  as  nearly  as  can  be  deter- 
mined the  actual  amounts  which  experience  has  demonstrated  would  be  neces- 
sary to  discharge  the  liabilities  incurred  during  the  year  and  for  the  payment  of 
which  additions  to  the  reserves  were  made;  and  provided  if  it  shall  be  found 
that  the  n  mount  credited  to  any  such  reser\'e  is  in  excess  of  the  reasonable  or 
probable  needs  of  the  corporation  to  meet  and  discharge  the  liabilities  for  which 
the  reserve  is  credited,  the  excess  of  such  reserve  over  and  above  the  reasonable 
or  probable  needs  for  the  purpose  indicated  shall  be  at  once  disallowed  as  a  de- 
duction and  restored  to  income  for  the  purpose  of  the  tax ;  and  provided  further 
that  in  no  event  will  sinking  funds  or  other  reserves  set  up  to  meet  additions, 
betterments,  or  other  capital  obligations  constitute  allowable  deductions  from 
gross  income. 

This  ruling  contemplates  that  the  income  and  authorized  deductions  shall  he 
computed  and  accounted  for  on  the  same  boMs  and  that  the  same  practice  shall 
be  consistently  followed  year  after  year.  Amounts  paid  in  discharge  of  any 
liabiUty  or  obligation  for  which  a  reserve  has  been  set  up,  as  hereinbefore  out- 
lined, will,  when  paid,  be  charged  to  the  reserve  created  to  meet  it  in  so  far  as 
such  reserve  is  sufficient  to  meet  the  liability,  provided  always  that  the  lia- 
bility is  of  a  character  which  constitutes  an  allowable  deduction  within  the 
meaning  of  the  law. 

If  upon  investigation  it  shall  be  found  that  returns  made  upon  the  basis  of 
accruals  and  reserves  do  not  refiect  the  true  net  income,  the  corix)ration  so  fail- 
ing in  this  way  to  return  the  true  net  income  will  not  thereafter  be  permitted 
to  make  its  returns  upon  any  basis  other  than  that  of  actual  receipts  and  dis- 
bursements. 
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"  Profit  "  or  "  profits  "  is  a  term  susceptible  of  numerous  meanings, 
and  one  which  has  been  variously  defined  as  follows : 

Any  advantage,  any  acquisition  of  good  from  labor  or  exertion ;  the  pecuniary 
advantage  resulting  from  dealing  or  trafficking  in  property;  *  *  *  the  in- 
comings of  the  concern  af tor  deducting  the  expenses  of  earning  them ;  income 
of  wliatever  character  it  may  be  over  and  above  the  costs  and  expenses  of  receipt 
and  collection';  ♦  ♦  ♦  one  of  the  definitions  of  "gain**;  one  of  the  defini- 
tions of  income  *  *  *  of  a  corporation,  gain  made  upon  an  investmait  when 
both  receipts  and  payments  are  taken  into  account  Of  an  estate,  the  balance 
of  the  income  after  paying  expenses.  *  *  ♦  Of  real  estate,  the  produce  of 
land ;     ♦     ♦    ♦.    32  Cyc.  585-591. 

Probably  the  oldest  and  most  familiar  conception  of  the  word 
"  profits  "  occurring  in  our  common  law  is  expressed  by  tlie  phrase 
"  rent,  issues,  and  profits  of  land."  In  that  connection  its  meaning 
was  certainly  not  confined  to  gains  derived  from  a  turnover  of  the 
invested  capital,  viz.,  a  sale  of  the  property,  but  referred  more  to 
the  recurrent  returns  realized  from  the  ownership  and  administra- 
tion of  landed  estates.  When  occurring  alone  or  with  "  rents "  and 
kindred  words,  in  instruments  declaring  trusts,  and  for  the  purpose 
of  indicating  the  source  from  which  a  particular  fund  is  to  be  raised, 
it  may  he  interpreted  as  including  the  results  of  a  sale^  when  there 
is  nothing  in  the  context  to  exclude  that  construction.  82  Cyc.  590 
(footnote  48). 

Profit  is  defined  by  Webster*s  New  International  Dictionary  as 
"  The  income  of  invested  property,  not  including  an  appreciation  in 
market  value.  (15  Wall,  63,  65;  198  Pa.  216)."  Gain  and  profit 
are  also  treated  as  synonymous.  It  is  not  believed  that  the  word 
"profits"  occurring  in  the  fifth  deduction  under  section  5(a), 
supra,  was  used  in  any  technical  sense  or  to  denote  any  particular 
type  of  gain  or  return  from  investments ;  it  was  apparently  intended 
to  include  any  benefit  or  advantage  nccruing  from  the  management, 
use  or  sale  of  property,  or  from  the  conduct  of  any  business.  In 
other  words,  any  return  realized  from  an  investment  is  a  profit  in 
the  sense  there  used.  Undoubtedly  in  the  instant  case  the  purchase 
of  the  stock  was  a  transaction  entered  into  for  profit ;  and  the  stock 
was  held  for  profit.  It  is  obviously  not  contemplated  in  such  busi- 
ness transactions  that  the  return  on  the  investment  shall  be  yielded 
solely  through  an  advantageous  sale  thereof,  for  an  incident  of  stock 
ownership  is  the  stockholder's  right  to  share  pro  rata  in  the  earn- 
ings and  profits  of  the  corporation.  The  same  reasoning  would 
apply  with  equal  force  to  the  rent  or  int^t^St  received^  from  property 
'pui'diascd  ur  lapttlinoaned.h^  J^ay.  of  investment.  "  Any  returns 
on  an  investment*  whether  flowing  from  the  ownership  "iVf  the  pivp- 
erty  invested  in,  or  from  the  sale  of  such  property,  are  the  profits  of 
that  transaction. 

This  construction  is  strongly  supported  by  recent  decisions  of 
the  United  States  Supreme  Court.  In  Lynch  V.  Homhy  (1918)  247 
U.  S.  339,  344,  T.  D.  2731,  the  word  "  dividends  ^  was  defined  as 
follows : 

In  short,  the  word  "dividends"  was  employed  in  the  Act  as  descriptive  of 
ono  kind  of  sain  to  the  individual  stoclcholder ;  dividends  beinfc  treated  as  the 
tangible  and  recurrent  returns  upon  his  stock,  analogous  to  the  intei-est  ami 
rent  received  upon  other  forms  of  invested  capital. 

That  Mr.  Justice  Pitney,  who  delivered  the  opinion  in  that  case, 
regarded  the  terms  "  gain  "  and  "  profit "  as  synonymous,  and  con- 
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sidered  dividends  as  profit,  is  shown  by  the  following  language  which 
he  used  in  delivering  the  opinion  of  the  court  in  Eisner  v.  mdcorriber 
(1920)  262  U.  S.  189,  T.  D.  3010  (C.  B.  3,  p.  25) : 

The  dividend  normally  is  payable  in  money,  tinder  exceptional  circumstances 
in  some  other  divisible  property;  and  when  so  paid,  then  only  (excluding,  of 
course,  a  possible  advantageous  sale  of  his  stock  or  windingrup  of  the  com- 
pany) does  the  stockholder  realize  a  profit  or  gain  which  becomes  his  separate 
property,  and  thus  derive  income  from  the  capital  that  he  or  his  predecessor 
has  invested.  ^  ^^ 

It  is  therefore  held  that  all  returns — e.  g..  dividends,  rents,  inter-  I 

est,  surplus  from  sales,  etc — actually  realizeu  within  the  taxable  year  I 

from  subordinate  endeavors  entered  into  for  profit  are  "profits"  ' 

within  the  meaning  of  the  fifth  deduction,  sec.  5(a).  Revenue  Act  of 

1916;  and  that  losses  actually  sustained  within  the  same  taxable 

year  by  reason  of  similar  transactions,  closed  and  completed,  may  be 

offset  to  the  extent  of  such  realized  profits. 

Carl  A.  Mapes, 

Solicitor  of  Internal  Revenue. 


I 


Section  214(a),  4,  6,  6,  Article  141:  Losses. 

(See  18-21-1607;  sec.  213(a),  art.  49.)    Loss  through  replacement 
of  property  where  replacement  fund  established. 


Section  214(a),  4,  5,  6,  Article  141:  Losses. 

(See  20-21-1640;  sec.  215,  art.  293.)     Deduction  of  a  statutory 
assessment  on  bank  stock  owned  by  an  estate. 


Section  214(a),  4,  5,  6,  Article  141:  Losses. 

(See  21-21-1651;  sec.  215,  art  293.)     Deductibility  of  additional 
oost  of  building  taxpayer's  house  due  to  absconding  contractor. 


Section  214(a),  4,  5,  6,  Article  141:  Losses. 

(See  2a-21-1672;  sec.  212,  art  22.)     Deduction  of  loss  claimed  to 
be  due  to  lower  rate  of  exchange. 


Section  214(a),  4,  5»  6,  Article  141:  Losses.  23^21-1676 

O.  D.  943 

If  an  automobile  is  purchased  with  the  intention  of  using  it  in  a 
business  and  it  is  appropriated  to  business  uses  primarily,  a  loss  sus- 
tained through  its  sale  may  be  deducted  in  computing  net  income  not- 
withstanding its  occasional  use  for  pleasure  purposes. 
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Section  214 (a) ,  4, 5, 6,  Article  142.  Voluntary  2-21-1  eS87 

remoA'al  of  buildings.  O.  D.  773 

A  taxpayer  sustains  no  deductible  loss  in  the  demolition  of  80  per 
cent  of  his  building  for  the  purpose  of  reconstruction.  The  amount 
expended  is  an  investment  of  capital  and  should  be  considered  as  a 
part  of  the  cost  of  reconstruction. 


Section  214(a),  4.  5,  6,  Article  143:  Loss  of 
useful  value. 

(See  15-21-1562;  sec.  214(a)8,  art.  165.)     Capital  assets  discarded 
upon  orders  of  insurance  company. 


Section  214(a),  4,  5,  6,  Article  143:  Loss  of  16-21-1579 

useful  value.  A.  R.  R.  469 

Held,  that  an  item  of  x  dollars  clainie<l  by  the  M  Company  as 
depreciation  in  the  taxable  year  1918  .should  be  allowed  aa  a  loss 
of  useful  value  of  an  asset  permanently  abandoned  in  the  re- 
nrrnngonient  of  its  property. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  disallowing  an 
item  of  X  dollars  as  depreciation  in  the  taxable  year  1918. 

Tt  appears  that  the  corporation  has  consistently  taken  depreciation 
of  10  per  cent  on  its  furniture  and  fixtures,  but  in  the  year  1918 
claimed  in  its  tax  return  a  depreciation  rate  of  20  per  cent,  making 
the  total  claim  for  depreciation  on  furniture  and  fixtures  for  that 
year  2x  dollars. 

The  Income  Tax  Unit  disallowed  one-half  of  this  amount  in  order 
that  the  depreciation  might  be  uniform  and  consistent  with  that 
claimed  in  prior  years.  Since  the  assessment  was  made  on  this  ad- 
justment, the  taxpayer  has  appealed  its  case  and  its  appeal  is  sup- 
ported by  an  affidavit  signed  by  two  officers  of  the  corporation 
wherein  it  is  stated  that  during  the  year  1918,  on  account  of  re- 
arranging a  lease  on  the  property  occupied  by  the  corporation,  a 
very  large  portion  of  the  furniture  and  fixtures  became  useless  and 
was  torn  out  and  had  no  value  thereafter  for  any  purpose  and  that 
said  furniture  which  became  obsolete  and  which  was  actually  torn 
out  and  destroyed  aggre«;ate(l  in  the  A-alue  of  x  dollars  in  excess  of 
any  deductions  or  depreciation  theretofore  taken.  On  this  statement 
the  corporation  claims  that  if  the  disallowed  item  of  x  dollars  is  not 
deductible  as  depreciation,  it  is  deductible  under  article  143  because 
of  loss  of  useful  value  of  an  asset  through  some  change  in  business 
conditions. 

Article  143  of  Regulations  45  reads,  in  part,  as  follows: 

The  exception  applies  to  bniklings  only  when  they  are  permanently  aban- 
doned or  permanently  devoted  to  a  radically  diflferent  use,  and  to  machinery 
only  when  its  use  as  such  is  permanently  abandoned.  Any  loss  to  be  dedu^i^le 
under  this  exception  nnist  be  charged  off  on  the  books  and  fully  explained  in 
returns  of  income. 

The  taxpayer  contends,  in  the  affidavit  above  referred  to,  that  the 
item  of  X  dollars,  which  represented  a  loss  in  addition  to  tne  depre- 
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ciation  charged  at  10  per  cent,  was  actually  charged  off  on  the  books 
of  the  corporation  during  the  taxable  year  1918.  This  item  is  clearly 
not  based  on  depreciation  and  the  taxpayer  was  in  error  in  claiming 
the  deduction  as  such,  but  on  his  present  representation  it  is  a  de- 
ductible loss  because  of  rearrangement  of  its  property  necessitating 
the  abandonment  of  the  certain  lurniture  and  fixtures  referred  to. 

The  Committee  is  accordingly  of  the  opinion  that  under  the  state- 
ment made  in  the  affidavit  the  item  in  question  should  be  allowed  as 
a  deductible  loss  under  article  143  of  Kegulations  45. 


Section  214(a)  4, 5, 6,  Article  143 :  Loss  of  20-21-1639 

useful  value.  A.  R.  R.  498 

REVENUE  ACT  OP  1917. 

Keeoiumended  in  the  appeal  of  the  M  Company  that  the  action  of 
the  Unit  in  disaUowing  a  deduction  claimed  in  1917  for  a  loss  due 
to  "  loss  of  useful  value  "  be  sustained,  and  accordingly,  that  the 
claim  of  the  taxpayer  be  rejected. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
CJompany  from  the  action  of  the  Unit  in  disallowing  an  item  claimed 
as  a  deduction  in  1917  as  a  loss  due  to  "  loss  of  useful  value." 

The  record  in  the  case  indicates  that  upon  field  audit,  the  examin- 
ing officer  recommended  that  this  item  be  wholly  disallowed  as  a 
loss  deduction  in  1917,  and  that  the  Unit  confirmed  such  recommen- 
dation. Upon  concluding  the  review  of  the  field  audit,  the  Unit 
assessed  for  1917  an  additional  tax  of  2x  dollars.  The  taxpayer  has 
filed  a  claim  for  abatement  of  x  dollars  of  this  amount,  basing  said 
claim  on  the  alleged  right  to  deduct  from  gross  income  the  item  of 
loss  hereinbefore  mentioned.  The  claim  and  related  correspondence 
incorporates  a  request  that  the  point  at  issue  be  referred  as  an  appeal 
to  the  Committee  should  the  Unit  be  disposed  to  reject  the  claim. 
The  claim  has  been  reviewed  and  a  letter  prepared  wherein  it  is  indi- 
cated that  the  Unit  intends  to  reject  the  claim  in  toto. 

The  facts  relevant  to  the  question  under  consideration  and  upon 
which  the  taxnayer  and  Unit  appear  to  be  agreed  are  substantially  as 
follows :  The  M  Company  was  engaged  in  the  business  of  selling  ice 
and  other  commodities.  In  19 —  the  company  constructed  a  dam 
across  a  small  creek  for  the  purpose  of  creating  a  lake  from  which  to 
cut  natural  ice,  said  construction  involving  a  cost  of  2faj  dollars. 
From  this  lake,  ice  was  procured  up  to  and  including  the  winter  of 
1915-16.  During  the  winter  of  1916-17,  no  ice  was  cut  because  of 
weather  conditions  and  at  that  time  it  was  decided  to  abandon  and 
discontinue  the  ice  business  as  being  unprofitable.  The  company 
charged,  off  depreciation  on  the  dam  in  varying  amounts  each  year 
and  on  January  1,  1917,  the  residual  value  of  this  asset  appeared  on 
the  books  as  IJa?  dollars.  In  1917  this  residue,  l^x  dollars,  was 
charged  off  and  claimed  in  the  taxpayer's  1917  return  as  a  loss  deduc- 
tion. The  taxpayer  supports  such  action  by  contending  that  this 
item  represents  such  a  loss  as  is  contemplated  by  article  143  of 
E^frulations  45 — ^"  loss  of  useful  value." 

The  examining  officer's  report  of  field  audit  recommends  that  all 
depreciation  charges  for  the  years  19 —  to  1916,  inclusive,  and  the 
loss  charged  off  in  1917,  be  disallowed  as  deductions  in  tax  returns 
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for  the  respective  years,  aud  supports  his  recommendation  by  the 
following  comments : 

I  have  disallowed  all  of  these  charges  because  it  is  my  opinion  that  a  concrete 
dam  is  a  permanent  improvement  on  the  property  the  same  as  a  sidewalk  or 
a  paved  street,  and  in  my  Investigratlon  of  the  N  Company  their  engineer  was 
of  this  same  opinion.  A  permanent  improvement  would  not  be  subject  to  depre- 
ciation, and  the  loss  would  be  shown  when  the  property  is  disposed  of.  This 
property  is  still  held,  but  the  company  has  gone  out  of  the  ice  business,  and 
in  1917,  therefore,  they  considered  the  dam  as  a  lost  investment  and  charged 
off  the  whole  balance  at  that  time;  in  fact,  the  last  season  in  which  they  cut 
ice  was  1915  and  1916,  and  If  this  is  an  allowable  loss  it  occurred  in  1916. 

Practically  the  same  interests  are  connected  with  the  ()  Company,  and  it  is 
the  public  opinion  that  the  M  Company  surrendered  the  ice  business  to  the 
other  company  without  any  loss  of  protlt  to  themselves,  and  in  order  to  segre- 
gate the  ice  business,  which  has  practically  no  connection  with  their  present 
activities,  which  in  fact  cover  anything  other  than  the  name  implies. 

Althoufsjh  they  agree  that  there  is  very  little  depreciation  in  a  dam  they  claim 
that  this  dam  is  an  entire  loss  and  should  be  chargeable  against  profit.  It  was 
constructed  for  the  purpose  of  making  an  ice  lake,  and  since  they  have  gone 
out  of  that  business  they  claim  it  should  be  charged  off. 

They  claim  that  the  dam  did  not  improve  the  property  and  was  built  entirely 
for  business  purposes,  and  when  they  quit  that  business  the  investment  was 
a  loss;  I  can  not  tell  the  monetary  value  of  the  property  with  or  witliout 
the  dam,  but  I  do  know  that  without  it  they  would  not  have  any  land  to  use 
because  they  own  only  the  creek  bottom,  and  if  ft  wasn't  flooded  it  would 
merely  be  a  small  stretch  of  rocky  creek  bottom,  only  a  few  feet  wide,  as  their 
holdings  go  only  as  high  on  each  side  of  the  creek  as  the  flood  stage,  and  the 
dam  is  only  a  six-foot  structure. 

It  is  my  claim  that  this  is  not  the  same  as  a  loss  on  abandoned  machinery 
or  buildings,  wliich  would  be  allowed,  but  it  is  a  permanent  improvement,  and 
if  there  is  a  loss  on  account  of  this  additional  investment  in  the  property,  they 
can  take  it  when  the  transaction  is  closed  by  sale  or  possibly  by  some  accident 
the  dam  might  be  destroyed. 

The  records  of  the  company  are  in  good  condition,  and  I  found  the  oflicers 
to  be  fair-minded,  and  the  only  question  on  which  we  could  not  agree  was  that 
of  the  loss  of  the  dam  investment.  They  would  not  sign  an  amended  excess 
profits  tax  return  on  account  of  tliis  difference  and  they  made  their  decision 
upon  advice. 

The  Unit  sustained  the  agent  in  his  recommendation  that  the  loss 
charged  off  and  claimed  in  1917  be  disallowed  upon  the  ground  that 
the  dam  constitutes  a  permanent  improvement  upon  which  no  deter- 
minable loss  can  be  computed  until  such  time  as  the  asset  is  disposed 
of  (sold  or  otherwise  converted).  However,  the  Unit  overruled  the 
examining  officer  in  respect  to  depreciation  charges  and  allowed  a 
loss  deduction  for  depreciation  each  year  from  1909  to  1917,  inclusive, 
such  annual  deduction  being  computed  on  the  basis  of  cost  and  an 
estimated  life  of  fifty  years. 

The  taxpayer  in  filing  claim  for  abatement  accompanied  by  an 
amended  return  accepts  the  Unit's  adiustment  of  depreciation  allow- 
ances, but  contends  for  the  right  to  deduct  a  "  loss  of  useful  value  " 
as  hereinbefore  outlined. 

By  accepting  the  Unit's  adjustments  respecting  depreciation  on  the 
dam,  the  balance  or  residual  value  as  of  January  1,  1917,  is  shown 
to  be  2ix  dollars  and  it  is  this  amount  which  the  taxpayer  now 
claims  as  a  loss  deduction  instead  of  l^x  dollars  claimed  in  the 
ori«jinal  return. 

The  taxpayer  in  supporting  this  contention  quotes  article  143  of 
Regulations  45  and  supplements  by  the  following  argument : 

The  cause  for  the  loss  was  a  concrete  dam  which  we  constructed  daring  19 — 
for  the  sole  purpose  of  maluug  an  ice  lake. 
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At  that  time  we  were  in  the  ice  business  and  stored  ice,  which  was  cut  from 
the  lake  whenever  the  winters  made  it  available,  but  In  the  winter  of  1916  and 
1917  we  did  not  cut  any  because  of  the  weather  and  decided  at  that  time  to 
discontinue  that  business  as  it  was  not  profitabie  and  we  have  not  handled  any 
ice,  eitlier  natural  or  manufactured,  since. 

The  location  of  this  ice  lake  is  entirely  worthless  for  any  other  purpose  and 
in  fact  the  land  we  own  is  bounded  by  the  high-water  mark  of  the  lake  and  our 
entire  property  there  is  covered  by  water. 

The  ruling  cited  above  contemplates,  we  believe,  that  a  "  loss  of  useful  value  " 
is  an  allowable  deduction  and  whether  the  property  in  question  is  machinery 
(which  is  specifically  mentioned  in  the  quotation)  or  a  dam  we  do  not  think 
should  change  the  spirit  of  the  ruling. 

As  was  no  doubt  shown  by  the  findings  of  your  agent,  this  dam  was  entirely 
charged  off  our  books  in  1917  and  it  is  still  charged  off  and  we  consider  it  an 
absolute  loss  which  is  covered  exactly  by  the  ruling. 

Since  we  made  no  protest  to  you  before,  probably  the  circumstances  of  the  case 
were  not  before  you,  but  with  our  explanation  we  hope  that  you  will  see  that 
our  claim  is  just  and  worthy  of  favorable  action. 

In  considering  the  question  involved  the  Committee  has  given  care- 
ful attention  to  the  language  of  article  143,  Regulations  45,  under 
which  the  taxpayer  claims  the  right  to  deduct  the  disputed  item. 
Article  143  reads : 

When  through  some  change  in  business  conditions  the  usefulness  in  tlie  busi- 
ness of  some  or  all  of  the  capital  assets  is  suddenly  terminated,  so  that  the  tax- 
payer discontinues  the  business  or  discards  such  assets  permanently  from  use  in 
the  business,  he  may  claim  as  a  loss  for  the  year  in  which  he  takes  such  action 
the  difference  between  the  cost  or  the  fair  market  value  as  of  March  1,  1913,  of 
any  asset  so  discarded  (less  any  depreciation  sustained)  and  its  salvage  value 
remaining.  This  exception  to  the  rule  requiring  a  sale  or  other  disposition  of 
property  in  order  to  establish  a  loss  requires  proof  of  some  unforeseen  cause  by 
reason  of  which  the  property  must  be  prematurely  discarded,  as,  for  example, 
where  an  increase  in  the  cost  of  or  other  change  in  the  manufacture  of  any 
product  makes  it  necessary  to  abandon  such  manufacture,  to  which  special 
machinery  is  exclusively  devoted,  or  where  new  legislation  directly  or  indirectly 
makes  the  continued  profitable  use  of  the  property  Impossible.  This  exception 
does  not  extend  to  a  case  where  the  useful  life  of  property  terminates  solely  as  a 
result  of  those  gradual  processes  for  which  depreciation  allowances  are  author- 
ized. It  does  not  apply  to  inventories  or  to  other  than  capital  assets.  The 
exception  applies  to  buildings  only  when  they  are  permanently  abandoned  or 
permanently  devoted  to  a  radically  different  use,  and  to  machinery  only  when 
its  use  as  such  as  permanently  abandoned.  Any  loss  to  be  deductible  under  this 
exception  must  be  charged  off  on  the  books  and  fully  explained  in  returns  of 
income.    But  see  articles  181-189. 

Special  thought  has  been  given  to  the  terms  of  this  article  wherein 
it  states  that  a  taxpayer  "  may  claim  as  a  loss  for  the  year  in  which  he 
takes  such  action  the  difference  between  the  cost  or  the  fair  market 
value  as  of  March  1. 1913,  of  any  asset  so  discarded  (less  any  depreci- 
ation sustained)  ana  its  salvage  value  remaining." 

A  review  of  the  facts  at  present  before  the  Committee  fails  to 
adduce  any  evidence  which  establishes  a  real  determinable  and 
determined  loss.  The  Committee  is  of  the  opinion  that  article  143 
contemplates  a  determinable  and  determined  loss,  and  it  is  evident 
that  such  article  prescribes  a  method  for  such  determination  in  that 
portion  thereof  which  reads  in  part :  ^ 

♦  ♦  ♦  the  difference  between  the  cost  or  the  fair  market  value  as  of  March 
1,  1913  *  ♦  ♦  (less  any  depreciation  sustained)  and  its  salvage  value  re- 
maining. 

The  taxpayer  submits  that: 

The  location  of  this  ice  lake  is  entirely  worthless  for  any  other  purpose,  and 
in  fact  the  land  we  own  is  bounded  by  the  high-water  mark  of  the  lake  and 
our  entire  property  there  Is  covered  by  water. 
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The  Committee,  however,  can  not  conceive  that  property  so  im- 
proved can  as  a  matter  of  fact  be  worthless,  that  is  to  say,  valueless. 
While  the  asset  under  consideration  may  oe  of  no  useful  value  in 
the  conduct  of  the  company's  business  in  that  the  line  of  business  for 
M  hich  it  was  constructed  has  been  voluntarily  abandoned,  the  Com-  ^^ 

mitt<?e  is  of  the  opinion  that  there  is  a  substantial  salvage  or  cash  ^^ 

value  still  existing  in  such  asset. 

In  conclusion  the  Committee  is  of  the  opinion  after  consideration 
of  the  matter  hereinbefore  stated  that  the  tax,payer  has  failed  to 
establish  a  deductible  loss  such  as  is  contemplated  by  article  143, 
Regulations  45;  and  therefore  it  is  recommended  in  the  appeal  ox 
the  M  Company  that  the  action  of  the  Unit  in  disallowing  a  deduc- 
tion claimed  in  1917  for  a  loss  due  to  "loss  of  useful  value"  be  sus- 
tained, and  accordingly  that  the  claim  of  the  taxpayer  be  rejected. 


Sectiox  214(a)  4,  5,  6,  Article  144 :  Shrinkage  14-21-1548 

in  securities  and  stoclcs.  L.  0. 1062 

INCOME   TAX— SECTION    12(a)    SECOND,    ItEVEXUE    ACT   OF    1916. 

The  fact  that  a  new  corporation  organizod  for  tlie  purpose  of 
taking  over  a  branch  of  tlie  business  of  an  existing  corporation  has 
the  same  stoclcholders  as  the  existing  corporation  does  not,  in  the 
absence  of  frau<l,  effect  a  merger  of  the  two  corporations  nor  so 
destroy  their  separate  identities  as  to  prevent  the  realization  of  gain 
or  loss  from  the  sale  of  stocks  and  bonds  held  by  the  existing  cor- 
poration to  the  new  corporation. 

Law  Opinion  1035,  revised,  overruled  in  part.  — - 

The  question  is  again  presented  whether  the  M  Company  can  be 
permitted  a  deduction  for  the  year  1917  of  a  loss  of  475.1?  dollars  on 
securities  sold  by  it  that  year  to  the  N  Company. 

Section  12(a)  Second,  of  the  Revenue  Act  of  1916,  permits  a  cor- 
l)oration  to  deduct  from  f^ross  income  "All  losses  actually  sustained 
and  charged  off  withih  the  year  and  not  compensated  by  insurance 
or  otherwise,     *     *     *." 

The  M  Company  is  a  corporation  engaged  in  a  mercantile  business. 
For  many  years  prior  to  November,  1917,  it  also  engaged  quite  ex- 
tensively in  the  business  of  buying  and  selling  and  dealing  in  bonds, 
stocks,  and  other  corporate  securities,  this  branch  of  the  business 
being  an  outgrowth  of  an  established  policy  of  carrying  its  capital 
reserves  in  pai-t  in  readily  marketable  securities.  Subsequent  to  the 
passage  of  the  Revenue  Act  of  1917,  upon  advice  of  counsel  that  it 
could  not  include  in  its  invested  capital,  as  defined  by  that  Act,  the 
large  amount  invested  by  it  in  stocks  of  other  corporations,  in  pur- 
suance of  a  plan  previously  considered,  the  stockholdei-s  of  the  com- 
pany organized  a  corporation  known  as  the  N  Company  to  purchase 
the  securities  of  the  M  Comi)any  and  engage  in  the  business  of  buy-  . 
ing  and  selling  securities.    The  N  Company  had  an  authorized  capital  A 

stock  of  12^.^  dollars,  all  paid  in  in  cash  at  the  time  of  its  organiza-  ^ 

tion.  In  November,  1917,  the  M  Company  transferred  and  delivered 
the  securities  then  owned  by  it  of  an  aggregate  market  value'  of 
1289j»  dollars  to  the  N  Company  at  the  market  value  plus  accrued 
interest  amounting  to  7x  dollars,  the  purchase  price  being  paid  12a?  ^ 

<lollars  in  cash  and  the  balance  in  collateral  promissory  notes  se- 
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cured  by  the  pledge  of  the  same  securities.  The  cost  of  these  securi- 
ties to  the  M  Company  or  their  vakie  on  March  1,  1913,  was  1764^? 
dollars  and  the  M  Company  in  its  return  for  the  year  1917  claimed 
a  deduction  for  a  loss  of  475a;  dollars. 

This  case  has  heretofore  been  before  this  office  and  in  Law  Opinion 
1035,  revised  (C.  B.  3,  p.  160),  it  was  held,  upon  the  evidence  then  on 
file  that  this  transaction  was  to  be  regarded  as  "  a  sham  and  a  subter- 
fuge to  evade  taxation  "  and  the  right  to  the  deduction  was  denied. 
It  is  to  be  noted,  however,  that  the  Bureau  has  accepted  the  returns  of 
the  N  Companv  in  which  its  profits  from  sales  of  the  securities  taken 
over  from  the  Si  Company  were  computed  upon  the  basis  of  the  ])rice 
at  which  they  were  purchased  and  has  computed  its  taxes  upon  that 
basis.  Following  tnis  holding  and  in  accordance  with  it,  it  was 
recommended  by  this  office  that  the  M  Company  be  assei^sed  the  ad 
valorem  penalty  provided  by  section  3176,  R.  S.-,  as  amended  by 
the  Revenue  Act  of  1916  for  willfully  making  a  false  and  fraudulent 
return.  Upon  the  basis  of  the  statement  made  by  the  taxpayer's  at- 
torney at  a  hearing  and  the  evidence  contained  in  a  brief  filed  on  De- 
cember 1,  1920,  it  is  now  proposed  to  revoke  this  recommendation 
upon  the  ground  that  the  necessary  basis  for  holding  fraud  in  mak- 
ing the  return  is  lacking.  This  conclusion  necessarily  involves  an 
admission  that  the  proceeding  upon  which  the  return  was  based  was 
not  "  a  sham  and  a  subterfuge  to  evade  taxation  "  and  the  question 
arises  whether  the  fact  of  the  identity  at  the  time  of  the  stockholders 
of  the  two  corporations  prevents  the  realization  of  a  loss  from  the 
sale  of  stocks  and  securities  by  the  M  Company  to  the  N  Company. 

The  real  question  here  involved  is  whether  by  reason  of  the  identity 
of  the  stockholders  the  separate  identities  of  the  two  corporations  in 
question  can,  in  the  absence  of  fraud,  be  ignored  and  the  stockholders 
regarded  as  dealing  directly  with  themselves. 

This  question  was  directly  decided  in  the  case  of  PUfshurr/h  and 
Buffalo  Company  v.  Duncan^  232  Fed.  584,  587,  where  it  was  held: 

The  mere  fact  that  the  stockholders  m  two  corporations  are  the  same,  or  that 
one  corporation  exercises  a  control  over  the  other  through  ownership  of  its 
stock  or  through  identity  of  its  stockholders,  does  not  make  either  the  agent 
of  the  other,  nor  does  it  merge  them  into  one^  so  as  to  make  a  contract  of  the 
one  binding  upon  the  other,  where  each  corporation  is  separately  organized 
under  a  distinct  charter.     (Italics  ours.) 

This  holding  is  in  accord  with  the  general  principle  of  the  separate 
legal  identity  of  a  corporation  and  its  stockholders  which  has  been 
consistently  recognized  by  the  Federal  courts.  Peterson  v.  Chicago^ 
Rock  'Island  A  Paci^  Railway,  205  U.  S.  364,  392.  ConUy  v. 
Mathieson  Alkali  Works,  190  tt.  S.  406,  409.  Pullman  Car  Com- 
pany Y.  MissouH  Pacific  Co,,  115  U.  S.  587',  597. 

It  is  also  the  position  which  was  consistently  taken  by  this  Bureau 
prior  to  the  Revenue  Act  of  1918  which  provides  for  consolidated 
returns  (section  240,  Act  February  24,  1919).  Regulations  33, 
article  80 :  T.  D.  2090  :T.  D.  2137 ;  Regulations  33,  revised,  article  207. 

In  article  207,  Regulations  33,  revised,  construing  the  Kevenue  Act 
of  .19!l6  it  was  prescribed : 

For  the  purpose  of  the  tax  and  for  the  puriwse  of  i\  return,  every  corporation 
is  held  to  be  and  Is  a  separate  and  distinct  entity.     *     *     • 

Unless  this  principle  has  been  modified  by  the  recent  decisions  of 
the  Supreme  Court  in  the  cases  of  Southern  Pacific  Company  v. 
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Lowe^  247  U.  S.  330,  and  Gulf  OU  Corporation  v.  LeweU/yn^  248 
U.  S.  71,  we  are  forced  to  the  conclusion  that  the  M  Companv  and 
the  N  Company  are  to  be  considered,  in  spite  of  the  identity  of  their 
stockholders,  distinct  corporations  and  that  the  transaction  here 
considered,  in  the  absence  of  fraud,  was  a  sale  giving  rise  to  gain  or 
loss. 

The  real  basis  of  decision  in  the  Southern  Pacific  case,  supra,  was 
(pp.  335,  336) : 

That  the  dividends  in  question  were  paid  out  of  a  surplus  that  accrued  to 
tlie  Central  Pacific  prior  to  January  1,  1913,  \a  undisputed ;  and  we  deem  it  to 
be  equally  clear  that  this  surplus  accrued  to  the  Southern  Pacific  Company  prior 
to  that  date,  in  every  substantial  sense  pertinent  to  the  present  inquiry,  and 
hence  underwent  nothing  more  than  a  change  of  form  when  the  dividends  were 
declared.     (Italics  ours.) 

The  court  further  said  (p.  337) : 

We  base  our  conclusion  in  the  present  case  upon  the  view  that  it  was  the 
purpose  and  intent  of  Congress,  while  taxing  "  the  entire  net  Income  arising  or 
accruing  from  all  sources  "  during  each  year  comm^icing  with  the  first  day  of 
March.  1913,  to  refrain  from  taxing  that  which,  in  mere  form  only,  bore  the 
appearance  of  income  accruing  after  that  date^  while  in  truth  and  in  substance 
U  accrued  before:    *    *    *     (Italics  ours.) 

The  Ck)urt  expressly  recognized  that  the  identity  of  a  corporation 
is  not  merged  in  that  of  its  stockholder  when  it  said  (p.  337)  : 

While  the  two  companies  were  separate  legal  entities,  yet  in  fact,  and  for  all 
practical  purposes  they  were  merged,  the  former  being  but  a  part  of  the  latter, 
acting  merely  as  its  agent  and  subject  in  all  things  to  its  proper  direction  and 
control.  And,  besides,  the  funda  represented  by  the  dividends  were  in  the  actual 
possession  and  control  of  the  Soutliem  Pacific  as  well  before  as  after  the  decla- 
ration of  the  dividends.  The  fact  that  the  books  were  kept  in  accordance  with 
the  provisions  of  the  lease,  so  that  tliese  funds  appeared  upon  the  accounts  as  an 
indebtedness  of  the  lessee  to  the  lessor,  can  not  be  controlling,  in  view  of  the 
practical  Identity  between  lessor  and  lessee; 

and  again  (page  338) : 

The  case  turns  upon  its  very  peculiar  facts,  and  is  distinguishable  from  others 
in  which  the  question  of  the  identity  of  a  controlling  stockholder  with  his  corpo- 
ration has  been  raised.  Pullman  Car  Co.  v.  Missouri  Pacific  Ry,  Co,  115  U.  S. 
587,  596 ;  Peterson  v.  Chicago,  Rock  Islat^d  d  Pacific  Ry.  Co,,  206  U.  S.  3G4,  391. 

So  also  in  the  Gulf  Oil  Case,  supra,  the  basis  of  the  decision  was 
that  (p.  72) : 

It  is  true  that  the  petitioner  and  its  subsidiaries  were  distinct  beings  in  con- 
templation of  law,  but  the  facts  that  they  were  related  as  parts  of  one  enter- 
prise, all  owned  by  the  petitioner,  that  the  debts  were  all  enterprise  debts  due 
to  members,  and  that  the  dividends  represented  earnings  that  had  been  made  in 
former  years  and  tliat  practically  hnd  been  converted  into  capital,  unite  to  con- 
vince us  that  the  transaction  should  be  regarded  as  bookkeeping  rather  than  as 
"  dividends  declared  and  paid  in  the  ordinary  course  by  a  corporation."  (Italics 
ours. ) 

And  in  the  most  recent  case  of  Eisner  v.  Macomher^  252  U.  S.  1p89, 
213,  214,  the  court  said  : 

We  have  no  doubt  of  the  power  or  duty  of  a  court  to  look  through  the  form  of     ^ 
the  corporation  and  determine  the  question  of  the  stockholder's  right,  in  order    ^i 
to  ascertain  whether  he  has  received  income  taxable  by  Congress  without  ap-     ^ 
portionment.     But,  looking  through  the  form,  we  can  not  disregard  the  essential 
truth  disclose<l;  ignore  the  nuhstantlal  difference  between  corporatio^i  and  stocks 
holder;  treat  the  entire  organization  as  unreal;  look  upon  stockholders  as  part- 
ners, when  they  are  not  such ;  treat  them  as  having  in  equity  a  right  to  a  i>ar- 
tition  of  the  corporate  assets,  when  they  have  none;  and  indulge  the  fiction  that 
they  have  received  and  realized  a  share  of  the  profits  of  the  company  which  in 
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truth  th^  have  neither  received  nor  realized.    We  must  treat  the  corporation  as 
a  substantial  entity  separate  from  the  stockholder,    *    *    *.     (Italics  ours). 

It  is  clear  therefore  that  these  most  recent  cases  are  distinguish- 
able upon  their  peculiar  facts  and  involve  no  departure  from  the 
doctrine  that  a  corporation  and  its  stockholders  are  to  be  regarded 
as  separate  and  distinct  for  all  purposes,  including  taxation. 

The  only  cases  where  the  courts  nave  recognized  the  right  to  dis- 
regard the  corporate  form  is  (1)  when  necessary  to  circumvent  fraud 
and  (2)  when  a  corporation  is  so  organized  and  controlled  as  to  make 
it  merely  an  instrumentality  or  adjunct  of  another  corporation  for  a 
sinister  or  wrongful  purpose  or  to  work  injustice.  Pittsburgh' 
Buffalo  V.  Duncan^  supra ;  re  Watertown  Paper  Co.,  169  Fed.  252. 

The  fact  that  the  ti*ansaction  here  involved  had  for  its  purpose  the 
reduction-  of  taxes  does  not  make  it  fraudulent,  provided  the  means 
employed  were  in  themselves  legal.  This  principle  was  clearly  stated 
bv  the  Supreme  Court  of  the  United  States  in  V.  S,  v.  laham^  17 
Wallace  496,  which  has  never  been  modified  or  overruled,  as  follows 
(p.  606)  : 

It  is  said  that  the  transaction  proved  upon  the  trial  in  this  case  is  a  device  to 
avoid  the  payment  of  a  stamp  duty,  and  that  Its  operation  Is  that  of  a  fraud 
upon  the  revenue.  This  may  be  true,  and  if  not  true  in  fact  in  this  case,  it  may 
well  be  true  in  other  instances.    To  this  objection  there  are  two  answers : 

1st.  That  if  the  device  is  carried  out  by  the  means  of  legal  forms  it  is  subject 
to  no  legal  censure.    •    ♦    ♦. 

See  also  People  ex  rel  v.  Ryavi^  88  N.  Y.  142,  and  Comanonwealth  v. 
Hc^rris,  118  S.  W.  294. 

Again,  the  N  Company  can  not,  upon  the  statement  of  facts  in 
this  case,  be  held  to  have  been  merely  the  agent  of  the  M  Company 
for  the  purpose  of  avoiding  taxation.  One  corporation  was  not 
organized,  nor  its  stock  held  by  the  other,  but  the  N  Company  was 
organized  by  the  stockholders  of  the  M  Company  as  individuals  and 
the  functions  of  the  two  corporations  were  distinct  and  separate.  In 
re  Watertown  Paper  Company,  supra,  H.  B^mington  &  Son  Pulp 
&  Paper  Company  appealed  nrom  an  order  disallowing  a  claim  of 
about  $72,000,  presented  by  it  against  the  Watertown  Paper  Com- 
pany, a  bankrupt.  The  material  facts  were  thus  stated  by  the  court 
(pp.  255,  256,  257)  : 

The  case  thus  presented  is  one  In  whidi  the  stockholders  of  two  corporations 
are  largely  the  same,  in  which  both  corporations  have  been  under  the  same 
management,  and  in  which  their  affairs  have  for  years  been  involved  and 
intermingled;    *    ^    **. 

♦  *  ♦.  But  there  Is  nothing  In  the  record  showing  any  fraud  in  the  organi- 
zation of  the  pulp  company  or  in  its  operation  or  management.  It  does  not 
appear  that  the  pulp  company  absorbed  the  assets  of  the  paper  company.  In 
fact,  the  balance  presented  as  its  claim  by  the  pulp  company  is  reached  by  de- 
ducting all  the  paper  company's  credits.  It  does  not  appear  that  creditors  of 
the  paper  company  gave  it  credit  in  the  belief  that  it  owned  the  property  of 
the  pulp  company.    ♦     ♦     ♦. 

*  *  *.  The  paper  company  did  not  in  any  legal  sense  furnish  tlie  money  to 
build  the  pulp  company's  plant.  It  is  true  that  it  actually  advanced  the  funds ; 
but  it  did  so  for  the  account  of  the  Remingtons.  ♦  *  •  It  does  not  appear 
that  the  paper  company  ever  had  tlie  slightest  claim — legal  or  equitable — to  any 
of  the  stock  of  the  pulp  company.  It  is  true  that  the  two  corporations  mingled 
their  affairs.  ♦  ♦  ♦  Lax  business  methods  are  clearly  shown.  Undoubtedly 
the  controlling  stockholders  regarded  the  two  corporations  as  being,  in  a  gen- 
eral way,  different  departments  of  their  businesa  But  the  separate  Got^orat& 
trrganizations  icere  apparently  kept  up.  Each  corporation  had  its  own  creditors, 
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its  oirn  assets,  and  vondvctcd  its  business  in  its  oirn  name.  Books  of  account 
were  kept,  showing?  their  financial  reLitions.  The  stockholders  were  not  entirely 
the  same.     (Italics  ours.) 

These  facts  presented  a  much  stronger  case  for  ignoring  the  cor- 
porate entity  than  the  instant  case,  but  the  court  held : 

We  can  not,  upon  these  facts,  hold  that  the  corporations  were  identioal^  nor 
that  the  pulp  company  was  merely  an  adjunct  of  instrumentality  of  the  paper 
company.  Instead  of  coming  under  the  exceptions,  this  case  seems  clearly  to 
come  irithin  the  general  rule  that  the  distinct  corporate  existence  of  two  sep- 
arate although  associated  corporations  will  be  regarded  by  the  courts,  (Italics 
ours. ) 

The  application  of  the  above  conclusions  to  the  Case  here  considered 
necessitates  the  recognition  of  the  transfer  of  securities  by  the  M 
Company  to  the  N  Company  as  a  sale  in  which  the  former  suffered  a 
loss  deductible  under  the  statute  in  determining  its  net  income.  In 
Conley  v.  Mathieson  Alkali  ^york8.  supra,  the  defendant  held  the 
entire  capital  stock  of  the  Castner  Electrolytic  Alkali  Company^  but 
the  court,  speaking  through  Justice  McKenna  (p.  411)  saia: 

The  defendant  (The  Mathiesou  ATknll  Works)  was  competent  to  convey  its 
property  to  the  Castner  Electrolytic  Alkali  Company,  and  aftenvards  make  the 
locality  of  its  own  business  Providence  and  Saltville.     •     ♦     ♦. 

And  article  119  of  Regulations  83,  Revised,  provides: 

Sale  by  subsidiai^  to  parent  corporation, — Where  a  subsidiary  or  other  corpo- 
ration sells  or  transfers  its  assets  to  a  parent  or  other  coporation,  accepting  In 
excliange  therefor  the  stock  or  bonds  of  the  purchasing  coi-poration,  the  question 
of  gain  or  loss  resulting  from  this  transaction  will  be  determined  upon  the  basis 
of  the  difference  between  the  cost  or  market  value  as  above  indicated  of  the 
assets  sold  and  the  actual  value  of  the  stock  or  bonds  given  in  exchange  therefor. 
Any  gain  or  loss  thus  ascertained  as  resulting  from  such  a  transaction  will  be 
julded  to  or  deducted  from  the  entire  gross  Income,  as  the  case  may  be,  of  the 
selling  corporation  in  the  year  in  which  the  capital  assets  were  sold. 

l^pon  fui^ther  hearing  and  in  the  light  of  the  additional  evidence 
submitted  establishing  good  faith  in  the  organization  of  the  N  Com- 
pany I  am  of  the  opinion  that  the  stockholders  of  the  M  Company 
Avere  within  their  legal  rights  in  establishing  the  N  Company  to  take 
over  the  securities  branch  of  the  business  of  the  M  Company;  that 
tlie  corporation  so  established  is  an  entity  separate  and  apart  from 
the  M  Company ;  and  that  the  transaction  here  in  question  constituted 
a  sale  resulting  in  the  realization  by  the  company  of  a  loss  which  was 
deductible  in  the  1917  returns. 

Law  Opinion  1035  (revised)  correctly  interprets  the  law  as  applied 
to  the  facts  as  they  then  appeared.  It  is  accordingly  modified  to 
correspond  with  the  conclusions  here  announced. 

Carl  a.  Mapes, 

(Solicitor  of  Internal  Revenue, 


SECTION  214(a)  7.— DEDUCTIONS  ALLOWED: 

BAD  DEBTS. 

Section  214(a)  7,  Article  151 :  Bad  debts.  6-21-1432 

A.  R.  B.^365 

In  1917,  A  loaned  to  a  corporation  10a?  doUarSj  taking  a  note  se- 
cured by  a  mortgage  upon  real  estate  against  which  there  were  two 
prior  mortgages,  and  in  his  1918  return  he  deducted  this  indebted- 
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ness  as  a  bad  debt  and  the  question  is  raised  as  to  the  justification  of 
the  deduction.  The  debtor  held  at  the  end  of  1918  this  property,  said 
to  have  been  worth  75x  dollars,  which  value  was  established  by  an 
appraisal  made  by  B,  a  disinterested  person,  who  later  purchased  the 
proi)erty.  A  second  property  held  by  the  debtor  at  the  end  of  1918, 
consisted  of  land  of  the  value  of  7a?  dollars,  which  property  was  held 
by  the  corporation  as  late  as  June,  1920.  Against  these  two  prop- 
erties, having  a  combined  value  of  82a?  dollars,  there  rested  at  the 
end  of  1918  a  total  indebtedness  of  71a?  dollars  (of  which  53aj  dol- 
lars consisted  of  mortgages  prior  to  A's),  leaving  the  net  worth  of 
the  corporation  11a?  douars.  The  corporation  was  a  going  concern  at 
the  end  of  1918. 

Held,  that  A,  under  the  circumstances,  was  not  justified  in  claim- 
ing that  the  entire  debt  was  worthless  at  the  close  of  1918,  nor  that 
a  substantial  part  thereof  would  not  be  recovered,  though  from  his 
knowledge  of  conditions  as  they  existed  at  the  end  of  1918,  he  was 
undoubtedly  justified  in  believing?  that,  should  foreclosure  occur,  his 
loan  of  10»  dollars  would  result  m  a  loss. 


Section  214(a)7,  Article  151:  Bad  debts.  17-21-1594 

O.  D.  891 

As  a  result  of  the  moratorium  effective  in  Cuba  certain  accounts 
receivable  which  were  due  from  customers  in  Cuba  prior  to  the  close 
of  the  taxable  year  1920  were  uncolle3tible  at  the  close  of  that  taxable 
year.  There  is  no  means  of  ascertaining  what  portion  of  these  ac- 
counts is  good  and  what  portion  is  worthless. 

The  fact  that  the  moratorium  effective  in  Cuba  made  the  debts 
uncollectible  on  their  due  date  does  not  lead  to  the  conclusion  that 
nothing  will  ever  be  realized  on  them.  No  deduction  may  therefore 
be  taken  until  it  has  been  ascertained  that  the  accounts  are  worth- 
less and  charged  off  the  books. 


Section  214 (a) 7.  Article  151 :  Bad  debts.  21-21-1649 

O.  D.  923 

A  taxpayer  owns  Russian  rubles  deposited  in  Russian  banks.  The 
owner  onered  these  deposits  for  sale  in  the  year  1920,  but  could  find 
no  market  for  them. 

Unless  the  taxpayer  can  submit  evidence  that  the  banks  in  which 
the  deposits  in  question  were  made  have  lost  their  identity  as  banking 
institutions  or  tnat  they  have  been  taken  over  by  the  Soviet  Govern- 
ment and  their  funds  requisitioned,  confiscateci,  or  dissipated  the 
deduction  sought  to  be  claimed  can  not  be  allowed  for  the  year  1920. 


Section  214 (a) 7,  Article  151 :  Bad  debts.  22-21-1663 

O.D.934 

A  certain  taxpayer  was  notified  bj  his  bank  that  a  note  had  gone 
to  protest  and  that  he,  as  one  of  the  mdorsers,  was  liable  for  the  pay- 
ment thereof.    In  order  to  defend  a  relative  who  had  forged  the 
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indorsement,  the  taxpayer  gave  the  bank  another  note  of  the  s^e 
face  value.  The  taxpayer  made  arrangements  with  his  relative 
whereby  the  relative  was  to  pay  the  amount  of  the  note  on  the  install- 
ment plan.  The  relative,  however,  made  no  payments  in  the  year 
1919  and  payment  could  not  be  enforced  since  he  had  no  assets. 
During  Uiat  year  the  taxpayer  paid  the  note  in  full  to  the  bank  and 
deducted  as  a  bad  debt  for  the  year  1919  the  difference  between  the 
amount  paid  the  bank  and  the  amount  by  which  he  had  been  reim- 
bursed by  his  relative. 

Held,  that  the  amount  deducted  is  allowable  since  it  represented 
a  debt  due  from  the  relative  and  not  a  gift  to  him. 


SECTION  214(a)  8— DEDUCTIONS  ALLOWED: 

DEPRECIATION. 

Section  214(a),  8,  Akticle  161 :  Depreciation.  6-21-1433 

T.  D.  3125 
(Ct.  D.  4) 

COBPOBATION    EXCISE    TAX— DEDUCTION— DEPRECIATION— DECISION    OF 

COURT. 

1.  Deduction — Depreciation — Loss  in  Value  of  Roadbed  of  Railboad. 

No  deduction  •for  depreciation  in  value  of  the  roadway  of  a  railroad  may  be 
taken  wtiere,  because  of  repairs,  renewals,  and  replacements,  the  roadway  as 
a  whole  is  as  valuable  at  the  end  of  the  taxable  year  as  at  the  beginning. 

2.  Deductions — Depreciation. 

The  depreciation  which  may  be  deducted  in  determining  net  income  is  the 
decrease  in  intrinsic  value  due  to  wear  and  tear,  decay,  obsolescence,  etc.,  of 
the  physical  property  suffered  during  tlie  taxable  year  as  distinguished  from 
the  market  value. 

3.  Deduction — Depreciation — Loss  in  Value  of  Separate  Units — Apprecia- 

tion OF  Othice  Units. 

The  roadway  must  be  considered  as  a  whole  in  determining  whether  deprecia- 
tion has  been  sustaine<l,  and  the  loss  In  value  of  separate  units  of  the  roadway 
may  be  offset  by  appreciation  in  other  units. 

4.  Evidence — Sufficiency  of  Repaibis,  Renewals,  and  Replacements  to  Offset 

Depreciation. 

There  was  sufficient  evidence  that  the  repairs,  renewals,  and  replacements 
made  offset  any  loss  in  value,  and  that  the  roadway  had  not  decreased  in  value, 
to  justify  the  trial  court  in  refusing  to  direct  a  verdict. 

5.  Res  Jttdicata — Lam'  of  the  Case — Former  Appeal. 

The  decision  of  this  court  upon  points  raised  on  the  former  appeal  (249  Fed., 
678;  T.  D.  2697)  is  adhered  to. 

Treas-urt  Department,  ^ 

Office  of  Commtssionfw  of  Internal  Revenue, 

Wdshmgton^  D,  C, 

To  collectors  of  internal  revenue  cmd  others  concerned: 

The  appended  decision  of  the  United  States  Circuit  Court  of 
Appeals  for  the  Sixth  Circuit,  in  the  case  of  NashvUle^  Chatt(m/>oga 
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<fe  St  Louis  RaUvyay  Co.  v.  United  States^  is  published  for  the  infor- 
mation of  internal  revenue  officers  and  others  concerned. 

Wm.  M,  WlLi-IAMS, 

Commissioner  of  Internal  Revenue. 
Approved  February  2,  1921 : 
D.  F.  Houston, 

Secretary  of  the  Treasury, 

UzTiTE3>  States  Oracmr  Cousr  of  Appeals  fob  the  Secth  Oibcuit. 

Nashville^  Chattaafwoga  <Ss  St.  Louis  Railway  Company^  plaintiff  in 

errory  v.  United  States^  defendant  in  error. 

[December  7,  1920.] 

Before  Knappeh,  JDenison,  and  Donahue,  Circuit  Judges. 

Knappen,  Circuit  Judge:  Th!s  case  is  before  this  court  a  second  time.  In 
substance  it  is  this :  In  June,  1916,  the  United  States  under  the  direction  of  its 
Commissioner  of  Internal  Revenue  brouglit  suit  to  recover  from  defendant  an 
excise  tax  of  one  per  cent  claimed  to  be  due  from  it  for  each  of  the  years  1909 
and  1910  under  section  38  of  the  Revenue  Act  of  August  5,  1909  (3(3  Stat.  11, 
112,  C.  6),  which  makes  every  corporation  to  which  it  applies  "subject  to  pay 
annually"  a  special  excise  tax  of  one  per  cent  on  Its  net  income,  to  be  deter- 
mined by  deducting  from  gross  income,  among  other  things,  operating  expenses, 
losses  sustained,  "including  a  reasonable  allowance  for  depreciation  of  prop- 
erty," interest  on  indebtedness  and  taxes.  The  declaration  alleged  the  filing  by 
defendant  with  the  Commissioner  of  Internal  Revenue,"  on  February  25,  1910, 
and  February  21,  1911,  resjiectively,  of  returns  of  its  net  Income  for  the 
respective  years  1909  and  1910;  that  both  returns  were  incorrect  as  to  the 
amount  of  defendant's  income,  that  for  1909,  in  that  it  included,  as  an  item  of 
defluctlon  from  gross  income,  an  alleged  charge  of  $26,000  to  expenses,  which 
was  not  a  necessary  expense  actually  paid  out  of  income  in  the  maintenance 
and  operation  of  Its  business  and  properties;  those  for  both  years,  in  that  they 
included  charges  to  depreciation  of  rcmdway  amounting  to  $249,024.54  for  the 
year  1909  and  $239,229.70  for  the  year  1910,  which  were  not  charged  against 
the  capital  valuation  of  the  roadway  on  its  books  and  were  not  reasonable 
allowances  for  depreciation  of  roadway  within  the  meaning  of  the  Act ;  that  the 
three  items  named  were  disallowed  by  the  Commissioner  of  Internal  Revenue 
and  held  by  him  to  be  incorrectly  chargetl;  and  that  they  were  In  fact  not 
correct  and  proj^r  deductions  from  gross  income;  and  that  the  total  amounts 
so  deducted,  which  should  have  been  included  as  net  income  in  said  returns, 
were  for  the  year  1909,  $275,024.54  and  for  1910,  $239,229.70;  that  the  defend- 
ant was  thus  indebted  to  the  United  States,  and  subject  to  pay  an  income  tax 
of  one  per  cent  upon  the  amounts  state<l;  that  it  had  failed  and  refused  to 
make  payment,  and  that  the  alleged  taxes  were  thus  due  from  defendant  and 
payable  by  it  to  the  United  Statea. 

The  railway  company  demurred  to  the  declaration  upon  grounds,  so  far  as 
now  important  (a)  that  tlie  Government  could  not  recover  an  excise  tax  in 
advance  of  an  assessment  by  the  Commissioner  of  Internal  Revenue,  and  (&) 
that  the  railway  company,  having  made  its  returns  and  paid  the  assessments 
made  by  the  Commissioner,  could  be  made  subject  to  no  further  obligation  unles.s 
the  Commissioner  should  discover  some  item  to  be  false  within  three  yours 
from  March  1st  of  the  year  succeeding  the  calendar  year  for  which  the  return 
Is  made.  The  trial  court  sustained  tlie  demurrer.  This  court  reversed  that 
action,  and  remanded  the  case  for  further  proceedings  and  trial  (249  Feil.  678). 
The  railway  company  then  pleaded  nil  debet  to  each  of  the  two  counts  of  the 
declaration,  together  with  special  pleas  to  each  count,  raising  the  identical 
questions  whidb  had  before  been  presented  by  its  demurrer  to  the  Govern- 
ment's declaration.  The  Government's  demurrers  to  these  special  pleas  were 
sustained  by  the  district  court,  on  the  authority  of  this  court's  decision.  Upon 
trial  by  jury  there  were  verdict  and  judgment  against  the  railway  company 
for  $5,142.50,  being  one  per  cent  upon  the  amount  of  the  three  items  in  ques- 
tion.   This  writ  is  to  review  that  judgment 

1.  Upon  the  present  hearing  counsel  for  the  railway  company  in  support  of 
its  special  pleas,  overruled  below,  has  again  argued  at  great  length  the  ques- 
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tions  presented  to  and  considere<l  by  this  court  under  defendant's  demurrer 
to  tbe  Goyeriiment's  declaration.  All  of  these  questions,  which  relate  equally  to 
the  special  pleas,  were,  upon  careful  consideration,  decided  by  this  court  against 
d(Bfendant's  contention.  It  is  unnecessary  here  to  repeat  the  grounds  of  that 
decision,  which  sufficiently  appear  from  our  published  opinion  (249  Fed.  678). 
The  argument  now  advanced  sheds  no  additional  light  upon  the  subject  We 
content  ourselves  with  saying  that  we  find  no  reason  to  depart  from  our  former 
conclusions.  The  assignments  of  errors  numbered  1  to  5,  inclusive,  are 
accordingly  overruled. 

2.  The  remaining  assignments  relate  to  the  refusal  to  direct  verdict  for  de- 
fendant, to  the  charge  as  given,  and  to  the  refusal  of  certain  of  defendant's 
requested  instructions.  A  consideration  of  the  criticisms  relating  to  the  charge 
wiil  aid  in  determining  whether  there  was  a  case  for  the  jury. 

Defendant  conceded  on  the  trial  that  the  deduction  of  the  $26,000  item  in  its 
return  for  1909  was  not  authorized.  The  court  accordingly  properly  instructed 
that  the  Government  was  entitled  to  a  verdict  for  at  least  $260  on  this  account 
The  substance  of  the  charge  otherwise  was  that  the  question  of  fact  to  be  de- 
termined was  merely  whether  the  deductions  uade  by  defendant  in  its  excise 
tax  reiwrts  for  the  years  1909  and  1910,  viz,  $249,024.54  for  the  former  year, 
and  $239,229.70  for  the  latter  year,  were  in  whole  or  In  part  reasonable  allow- 
ances for  depreciation  of  roadway  during  those  I'espective  years ;  that  if  such 
allowances  were  reasonable  the  Government  is  not  entitled  to  recover;  that 
if  they  were  not  reasonable  the  Government  was  entitled  to  verdict  for  one  per 
cent  of  the  amounts  Improperly  deducted.  The  jury  was  specifically  in- 
structed to  consider,  first,  "  the  depreciation,  either  physical  or  functlomil,  in 
the  value  of  those  parts  of  the  roadway  which  have  not  been  repaired  or  re- 
newed or  replaced,"  and  second,  "what  has  been  the  effect  of  the  repairs,  re- 
newals, and  replacements  that  have  been  made  to  other  parts,  and  determine 
whether,  after  you  strike  a  final  balance  at  the  end  of  the  year,  the  roadway  is 
of  greater  or  less  value,  or  of  equal  value,  than  or  to  that  which  it  was  at  the 
beginning  of  the  year  " ;  and  that  if  It  should  be  found  "  that  the  value  of  the 
roadway,  its  actual  value,  is  as  great  at  the  end  of  the  year,  after  these 
repairs  and  replacements  have  been  made  for  which  credit  has  been  given  as  an 
expense  deduction,  then  there  is  no  depreciation  in  value  of  *  ♦  *  the 
roadway,  within  the  meaning  of  the  statute  " ;  but  that  "  if  after  making  such 
repairs,  replacements,  and  renewals  in  the  different  units  of  the  roadway  it 
should  be  found  that  some  parts  have  been  made  more  valuable  by  the  putting 
in  of  new  parts  in  place  of  worn-out  parts,  yet  the  depreciation  in  the  rest  of 
the  roadway,  in  the  deterioration,  obsolescence,  etc.,  of  other  units  which  have 
not  been  changed,  and  so  little  done  in  repairing  and  replacing  that  at  the  end 
of  the  year,  taking  It  as  a  whole,  the  depreciation  In  value  has  exceeded  the 
repairs,  replacements  and  renewals',  so  that  it  is  worth  less  than  it  was 
*     •     *    to  that  extent  the  railway  is  entitled  to  a  deduction  of  one  per  cent" 

The  first  specific  criticism  to  the  charge  Is  that  depreciation  was  made  to 
depend  ui)on  the  relative  value  of  the  roadway  "  in  dollars  and  cents  "  at  the 
beginning  and  end  of  the  respective  years.  The  contention  Is  that  the  criterion 
is  "  earning  power,"  "  value  for  use,"  not  Its  value  to  an  Investor.  In  point  of 
fact,  the  court  did  not  use  the  expression  "  dollars  and  cents  "  in  its  charge  to 
the  jury.  Its  various  expressions  were  "  value,"  "  net  value,"  "  actual  value," 
**  real  value,"  doubtless  nie^aning  Intrinsic  value,  value  In  "  dollars  and  cents  " 
as  distingulsht*d  from  market  value,  which  defendant's  testimony  showed 
might  be  affected  by  considerations  other  than  Intrinsic  value. 

The  criticism  Is  without  merit  Not  only  is  it  clear  that  market  value  waa 
not  meant,  but  the  criticism  loses  all  point  through  the  specific  admission  of 
defendant's  counsel,  made  upon  the  trial,  that  "  the  road  as  a  whole,  for 
the  purpose  of  carrying  on  the  business  of  a  common  carrier,  was  just  as 
valuable  at  the  end  of  the  year  as  at  the  beginning,"  and  by  the  equally  ex- 
])ress  admission  of  defendant's  chief  engineer,  not  only  to  the  same  effect  as 
that  of  counsel,  but,  further,  that  it  would  be  worth  as  much  to  **  any  persons 
that  wanted  to  buy  It  for  a  railroad."  m 

The  further  criticism  is  made  that  "the  court  refused  to  permit  the  Jury         H 
to  consider  depreciation,  physical  or  functional  in  the  units  constituting  road- 
way,  track  and  structures,"  the  argument  being  that  "  a  railroad  is  a  couv^fMbt 
property,  it  Is  impossible  to  figure  depreciation  of  a  road  as  a  whole  witftHnt 
first  considering  depreciation  of  the  units." 

The  court,  however,  did  not  instruct  that  depreciation  of  units  could  not  be 
considered  in  determining  the  ultimate  question  whether  there  was  net  depre- 
ciation In  the  roadway  as  a  whole.  It  is  true  that  after  stating  that  there 
would  be  no  depreciation  if  repairs,  renewals,  and  replacements  had  placed  the 
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roadway  in  the  same  value  as  at  the  beginning  of  the  year,  it  was  said :  "  In 
that  sense  you  should  not  consider  each  of  the  individual  units  that  enter  into 
the  roadway."  But  the  meaning  of  that  statement  was  made  clear  by  the 
paragrapli  immediately  following :  "  It  was  not  intended  to  have  a  system  of 
bool^eeplng  with  reference  to  each  particular  crosstie  or  each  particular  rail, 
but  you  should  look  to  the  value  of  the  roadway  as  a  whole,  comparing  Its 
value  at  the  beginning  of  the  year  with  its  value  at  the  end  of  the  year." 
Further  evidence  of  the  meaning  of  the  charge  appears  from  the  later  use  of 
the  term  "net  value";  also  by  earlier  reference  to  the  making  of  repairs, 
renewals,  and  replacements  in  the  roadway  by  "  taking  out  units  that  had 
decayed  or  whose  usefulness  was  at  an  end  and  putting  in  others;  taking  out 
crossties,  decayed  crossties,  worthless  crossties,  and  putting  in  new.  cross- 
ties,  taking  out  rails  worn-out  and  putting  in  new  rails ;  repairing  and  replacing 
different  units  in  its  roadway  system  from  time  to  time";  as  well  as  by  the 
instruction  that  the  Jury  should  consider  "  depreciation,  either  physical  or  func- 
tional, in  the  value  of  those  parts  of  the  roadway  which  have  not  been  repaired 
or  renewed  or  replaced,  then  also  consider  what  has  been  the  effect  of  the 
repairs,  renewals,  and  replacements  that  have  been  made  to  other  parts,  and 
determine  whether  after  you  strike  a  final  balance  at  the  end  of  the  year  the 
roadway  is  of  greater  or  less  value,  or  of  equal  value,  than  or  to  that  which  it 
was  at  the  beginning  of  the  year." 

The  contention  on  which  defendant  seems  to  rest  its  chief  criticism  seems  to 
be  that,  notwithstanding  the  roadway  as  a  whole  was  intrinsically  just  as  valu- 
able at  the  end  ^f  the  year  as  at  the  beginning  of  the  year,  that  is  to  say, 
although  depreciation  in  given  units  had  been  fully  overcome  by  appreciation 
in  others,  the  railway  company  would  still  be  entitled  to  credit  for  depre- 
ciation in  such  individual  units  as  had  depreciated.  We  think  this  contention 
of  defendant  not  sustained  by  reason  or  authority,  and  that  the  court  correctly 
charged  the  true  criterion.  If,  as  is  not  entirely  clear,  it  is  meant  to  further 
suggest  that  the  consideration  of  functional  (as  distinguished  from  physical) 
depreciation  was  not  allowed  by  the  charge  to  be  taken  into  account,  the  sug- 
gestion is  plainly  without  merit.  Not  only  did  the  court  define  the  roadway  as 
including  "  structures  connected  with  the  roadway,  such  as  stations,  tool  houses 
and  matters  of  that  sort,"  but  it  Included  in  depreciation  a  lessening  of  original 
values,  "due  to  wear  and  tear,  decay,  gradual  decline  from  obsolescence,  that 
Is,  getting  out  of  date  and  Inadequacy."  In  our  opinion  the  jury  was  given  the 
correct  rule  for  determining  the  existence  or  nonexistence  of  depreciation, 
which  accords  with  the  "  ordinary  and  usual  sense  "  of  that  term  "  as  under- 
stood by  business  men."  Von  Baumhach  v.  Sargent  Land  Co.,  242  U.  S.  503, 
524.  To  say  that  property  can  depreciate  without  Impairment  of  either  intrinsic 
value  or  efficiency  is  to  our  minds  a  solecism. 

3.  The  refusal  to  direct  verdict.  The  sole  question  in  this  regard  is  whether 
or  not  there  was  substantial  testimony  tending  to  support  the  Government's 
contention  that  there  was  during  the  years  19^  and  1910  no  net  depreciation 
in  the  intrinsic  value  of  the  roadway  and  structures  considered  as  a  unit.  It 
is  not  highly  important  to  the  determination  of  this  question  whether  the  con- 
troversy arose  on  one  theory  and  was  tried  on  another,  nor  whether  the  claimed 
depreciation  would  have  been  allowed  under  the  system  of  bookkeeping  em- 
ployed by  the  Government  had  the  charges  therefor  been  set  up  on  the  railway 
company's  books   (249  Fed.  at  p.  686). 

It  appears  that  defendant  arrived  at  the  depreciation  charges  by  estimating 
the  value  of  the  perishable  structures  as  one-third  the  cost  of  tlie  road  (less 
equipment  and  real  estate),  and  then  taking  three  per  cent  of  this  one-third 
value,  on  the  theory  that  the  average  life  of  the  various  perishable  elements 
was  33i  years.  Whether  or  not  these  depreciation  estimates  were  reasonable 
was  a  question  for  the  jury. 

In  our  opinion,  there  was  substantial  testimony  tending  to  support  the  Gov- 
ernment's contention.  It  appeared  that  there  was  expended  in  round  numbers 
for  maint^iance  of  way  and  structures,  that  is  to  say,  for  repairs,  renewals, 
and  replacements  for  the  year  1909,  $1,600,000,  and  for  the  year  1910,  $1,554,000, 
and  that  no  substantial  part  of  these  sums  was  carrie<l  in  defendant's  ac- 
counting as  additions  and  betterments.  It  was  admitted  by  defendant's  chief 
engineer  that  the  expenditures  for  1909  "  kept  the  road  in  a  normal  condition 
to  carry  on  its  business,"  that  "  Its  normal  condition  was  a  good  condition," 
and  that  the  expenditures  "  had  made  good  the  normal  amount  of  depreciation." 
There  was  testimony  by  competent  witnesses  of  railway  experience  that  "  there 
may  be  depreciation  in  the  units  comprising  the  roadway,  track,  and  structures 
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of  the  railroad^  while  there  is  no  depreciaticm  in  the  machine  as  a  whole ;  *'  alao 
that  it  is  possible  "  to  maintain  the  roadway,  track,  and  structures  so  that  there 
will  be  no  depreciation  If  we  consider  the  roadway,  track,  and  structures  as  a 
composite  whole;"  also  that  **the  service  life  of  any  normally  operated  and 
normally  and  well  maintained  railroad  is  perpetual,  and  it  is  maintained  in 
the  condition  of  property  serving  its  purpose  by  annual  renewals  and  replace- 
ments.'' Tlie  testimony,  considered  as  a  whole,  tended  to  support  the  conclu- 
sion that  the  amounts  expended  by  defendant  during  the  years  in  question  for 
repairs,  renewals,  and  replacements  should  and  would  have  fully  offset  the 
d^reciation  in  the  various  units,  and  that  the  defendant's  railway  and  struc- 
tures were,  as  a  whole,  maintained  throughout  the  years  in  question  in  fully 
as  good  condition,  and  were  of  folly  as  great  intrinsic  value  as  at  tlie  bej^ning 
of  the  respective  years.  The  jury  would  have  been  clearly  justified  in  in- 
ferring from  the  testimony  of  defendant's  chief  engineer,  taken  as  a  whole, 
that  the  value  of  the  roadway  had  not  depreciated  during  the  two  years  in 
question;  in  other  words,  that  the  repairs  and  renewals  that  had  been  made 
were  of  such  a  character  as  to  leave  the  road  at  the  end  of  each  year  of  value 
equal  to  that  at  the  beginning  of  the  year.  That  officer's  testimony  so  im- 
pressed the  trial  Judge,  who  stated  his  opinion  from  the  evidence  that  "  there 
is  no  reasonable  deduction  for  depreciation  established."  Defendant  did  not 
directly  controvert  the  situation  so  shown.  Its  chief,  if  not  its  only  reliance, 
seems  to  have  been  on  tlie  proposition  that  in  spite  of  it  all  there  was  inevitable 
annual  depreciation  in  some  of  the  perishable  elements  not  entirely  renewed 
or  replaced,  so  justifying  the  contention  that  for  this  reason  there  was  de- 
preciation within  the  meaning  of  the  Act,  even  though  the  rotldway  as  a  whole 
had  not  decreased  in  value.  To  this  argument,  as  already  said,  we  can  not 
assent.  It  f<^lows  tliat  the  trial  judge  rightfully  refused  to  instruct  verdict 
for  defendant 
Finding  no  error  in  the  record,  the  judgment  of  the  district  court  is  affirmed. 


Suction  214(a)8,  Article  161:  Depreciation.  11-21-1510 

O.  D.  845 

The  term  '^useful  life'^  as  used  in  article  161,  Regulations  45,  is 
interpreted  to  mean  the  period  of  time  over  which  an  asset  may  be 
used  for  the  purpose  for  which  it  was  acquired.  In  the  case  of  a 
new  building,  this  period  starts  at  the  time  the  building  is  completed 
and  capable  of  being  used.  Buildings  under  construction  are  xnA 
subject  to  a  depreciation  allowance  for  income-tax  purposes. 


Section  214(a)    8,  Article  162:  Depreciable  10-21-1496 

pn^perty.  O.  D.  837 

Since  the  full  life  of  radium  has  been  scientifically  estimated  at 
such  an  extended  period  and  since  no  appreciable  depreciation  re- 
sults from  its  continued  use  as  a  tlierapeutic  agent,  the  depreciation 
occurring  during  the  lifetime  of  any  individual  owner  is  practically 
negligible.  It  is  held,  therefore,  that  radium  which  is  used  as  a  thera- 
peutic agent  is  not  subject  to  depreciation  for  income  tax  purposes 
and  its  cost  must  be  treated  as  a  capital  expenditure.  The  return  of 
capital  will  be  realized  upon  its  sale  or  other  disposition. 


SucrnoN  214(a)  8,  Article  163:  Depreciation  8-21-14o5 

of  intangible  property.  O.  D.  818 

In  the  case  of  liquor  dealers  the  useful  life  of  whose  intanglibles, 
such  as  good  will,  trade-marks  and  trade  brands,  was  dennitely 
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limited  as  a  result  of  prohibition  le^lation,  an  allowance  for  ob- 
solescence is  permissible.  However,  m  the  case  of  dealers  who  con- 
tinued in  a  similar  trade  or  business,  the  useful  life  of  such  intangi- 
bles is  not  definitely  limited,  although  the  profits  may  have  been  re- 
duced. Therefore,  liquor  dealers  who  continued  in  a  similar  trade 
or  business  can  not  obtain  a  deduction  under  section  214(a)  8  on 
account  of  obsolescence  of  their  good  will,  trade-marks,  and  trade 
brands. 

Section  •214(a)  8,  Abtigls  163:  Depreciation 
of  intangible  property. 

(See  23-21-1669;  sec.  202,  art.  1561.).  Salaries  of  owners  of  busi- 
ness in  determining  earnings  in  applying  third  method  outlined  in 
A.  R.  M.  34  (C.  B.  2,  p.  31.)        

Section  214(a)  8,  Article  164:  Capital  sum 
recoverable  through  depreciation  allowances. 

(See  8-21-1474;  sec.  213(a),  art.  48.)  Cost  of  improvements  made 
upon  leased  property  by  lessee. 


Section  214(a)  8,  Article  164 :  Capital  sum  re-  12-21-1620 

ooverable  through  depreciation  allowances.  O.  D.  851 

Ships  in  process  of  construction  under  contract  were  requisitioned 
by  the  Shipping  Board,  completed,  and  then  reconveyed  to  the  com- 
pany from  which  they  were  requisitioned  for  an  amount  in  excess  of 
the  contract  price  of  the  ships.  Held,  that  the  entire  cost  of  the  ships 
is  a  capital  expenditure  recoverable  by  allowances  for  depreciation, 
obsolescence,  and  amortization  to  the  extent  allowable  under  the 
Bevenue  Act  of  1918  and  Eegulations  45,  and  that  the  excess  of  the 
cost  over  the  contract  price  is  not  deductible  as  a  loss  or  a  business 
expense. 

Section  214(a)  8,  Article  165 :  Method  of  c<Mn- 
puting  depreciation  allowance. 

(See  9-21-1487:  sec.  326,  art.  831.)  Depreciation  of  property  for 
1917  to  1919  in  valuing  property  as  of  1917. 


Section    214(a) 8,    Article   165:    Method    of  15-21-1562 

computing  depreciation  allowance.  O.  D.  871 

(Also  Section  214(a)4,  5,  6,  Article  143.) 

A  taxpayer  by  order  of  an  insurance  company  replaced  boilers 
at  a  cost  OT  20a;  dollars.  The  cost  of  the  old  boilers  was  10a;  dollars 
and  depreciation  in  the  amount  of  7a?  dollars  had  been  charged  off. 

Held,  that  Sx  dollars  (less  salvage  value)  representing  the  un- 
depreciated cost  of  the  old  boilers  may  be  taken  as  a  loss  for  the 
taxable  year  in  which  the  old  boilers  were  scrapped. 
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The  available  supply  of  timber  for  the  taxpayer's  mill  is  esti- 
mated to  last  five  years.  The  new  boilers,  upon  exhaustion  of  the 
timber  supply  in  that  region,  will  be  worth,  in  a  new  location,  con- 
siderably less  than  the  cost  of  removal  and  will  therefore  be 
scrapped. 

Held,  that  the  cost  of  the  new  boilers,  less  salvage  value,  may 
be  recovered  by  annual  deductions  spread  over  the  period  of  the 
estimated  remaining  timber  supply.  Proper  adjustment  must  be 
made  in  the  year  the  timber  supply  is  exhausted  and  the  mill 
abandoned  for  any  overestimate  of  the  timber  supply,  or  on  the 
other  hand,  any  underestimate  of  the  salvage  value  of  the  boilers. 

All  bases  for  depreciation  and  other  annual  deductions  must  be 
fully  described  in  the  schedules  attached  to  the  returns,  and  the 
facts  submitted  must  substantiate  the  depreciation  and  other  de- 
ductions taken  in  the  returns. 


Section  214  (a)  8,  Article  165 :  Method  of  com-  24-21-1687 

puting  depreciation  allowance.  O.  D.  948 

/     (Also  Section  213  (a) ,  Article  52.) 

^  In  1914  the  United  States  Government  took  over  a  certain  business 
i  of  the  M  Company  and  held  it  until  March,  1920,  at  which  time  it 
I  was  returned  to  private  ownership.  In  1919,  following  the  settle- 
ment of  a  dispute  as  to  the  corporation  entitled  to  receive  the  income 
from  the  operation  of  the  business,  the  United  States  Government 
paid  the  M  Company  the  sum  of  2,c  dollars  representing  earnings 
from  1914  to  April  6,  1917.  In  1920  it  paid  the  company  x  dollars 
as  rental  from  April  6, 1917,  to  March,  1920. 

The  question  arises  as  to  how  this  income  should  be  reported  and 
also  the  manner  and  extent  a  claim  for  depreciation  in  value  of  the 
property  may  be  made. 

Held,  that' inasmuch  as  the  M  Company  kept  its  books  on  the  cash 
receipts  and  disbursements  basis,  the  amounts  received  in  1919  and 
1920  must  be  treated  as  income  for  those  years. 

It  is  further  held  that  since  the  general  plan  of  both  the  income 
and  profits  taxes  is  to  levy  a  tax  upon  an  annual  basis,  and  as  there  is 
no  authority  in  the  statute  for  offsetting  against  income  received  in 
one  year,  losses  sustained  in  a  prior  year  by  reason  of  depreciation, 
except  as  provided  in  sections  204,  214(a)  12,  and  234(a)  14  of  the 
statute,  only  such  depreciation  as  was  sustained  during  the  taxable 
periods  covered  by  the  returns  may  be  claimed. 


Section  214(a)  8,  Article  169:  Charging  off  10-21-1497 

depreciation.  A.  E.  M.  112 

(Also  Section  201,  Article  1549.) 


REVENUE  ACT  OF  1917. 


The  Committee  is  in  receipt  of  a  memorandum  from  the  Income 
Tax  Unit  dated  November  18,  1920,  in  which  advice  is  requested  on 
the  following  question:  Can  a  corporation  claim  depreciation  as  a 
deduction  on  its  return  under  the  Revenue  Act  of  1917  where  all  the 
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earnings  for  that  year  have  been  distributed  as  dividends  without  pro- 
viding for  the  depreciation  of  its  physical  property  used  in  its  busi- 
ness? 

It  appears  that  the  M  Company  paid  out  as  dividends  all  of  its 
earnings  for  1917  so  that  at  the  end  of  the  year  sufficient  earnings 
were  not  available  against  which  to  charge  depreciation  due  to  actual 
wear  and  tear  of  the  physical  property  used  in  its  business. 

In  order  to  pass  upon  this  question  it  is  necessary  to  examine  the 
provisions  of  law  and  the  regulations  issued  thereunder  on  the 
subject  of  depreciation.  Section  12(a)  of  the  Revenue  Act  of  1917 
provides  that  a  corporation  is  entitled  to  certain  deductions,  and 
paragraph  (2)  of  that  section  reads  in  part  as  follows: 

All  losses  actually  sustained  and  charged  off  icithin  the  year  and  not  com- 
pensated by  injjurance  or  otherwise,  Including  a  reasonable  allowance  for  tbe 
exhaustion,  wear  and  tear  of  property  arising  out  of  its  use  or  employment 
In  the  business  or  trade ;     ♦     *     ♦ 

Article  169,  paragraph  480,  Regulations  33,  revised,  has  some  bear- 
ing on  this  subject  and  reads  as  follows : 

Within  the  purview  of  this  item  depreciation,  to  an  amount  measuring  the 
decline  in  value  due  to  exhaustion,  wear  and  tear  of  property  arising  out  of 
its  use,  is  a  loss.  This  loss,  in  order  to  constitute  an  allowable  de<luction  from 
gross  income,  must  be  charged  off.  The  particular  manner  in  which  the  amount 
shall  be  charged  ofC  is  not  material,  except  that  the  amount  measuring  a 
reasonable  allowance  for  depreciation  must  be  either  deducted  directly  from  the 
book  value  of  the  assets  or  credited  to  a  depreciation  reserve  account,  and  as 
such  shall  be  reflected  in  the  annual  balance  sheet 

Article  161  reads  as  follows: 

If  a  corporation  at  the  end  of  the  year  finds  it  has  a  certain  net  income,  and, 
without  making  any  provision  for  depreciation,  distributes  such  net  income 
among  its  stockholders  as  dividends,  it  will  be  estopped  from  claiming  in  its  re- 
turns of  annual  net  income  for  such  year  any  deduction  on  account  of  deprecia- 
tion unless  it  Is  shown  conclusively  that  the  property  account  has  been  reduced 
by  the  amount  of  depreciation  claimed,  or  unless  such  amount  has  been  credited 
to  a  depreciation  reserve  account,  and  such  amount  was  In  fact  a  reasonable 
allowance. 

The  depreciation  allowance  authorized  by  section  12  is  Intended  to  provide 
a  fund  out  of  which  the  loss  due  to  use,  wear,  and  tear  may  be  made  good,  and 
the  fund  thus  created  can  not  be  diverted  to  the  payment  of  dividends;  that 
is  to  say,  a  deduction  made  under  the  guise  of  depreciation  can  not  measure  a 
loss  and  at  the  same  time  be  used  in  the  payment  of  dividends. 

The  fact  that  no  reserve  was  made  for  depreciation  indicates  that  there  is  no 
loss  on  this  account  to  be  provided  for. 

Section  234(a)  of  the  Revenue  Act  of  1918  allows  a  corporation 
subject  to  tax  certain  deductions  in  computing  its  net  income.  Para- 
graph (7)  of  that  section  reads  as  follows : 

A  reasonable  allowance  for  the  exhaustion,  wear,  and  tear  of  property  used  in 
the  trade  or  business,  including  a  reasonable  allowance  for  obsolescence. 

Article  162,  Regulations  45,  deals  with  the  subject  of  depreciable 
property,  and  reads  in  part  as  follows : 

The  necessity  for  a  depreciation  allowance  arises  from  the  fact  that  certain 
property  used  in  the  business  gradually  approaches  a  point  where  its  usefulness 
is  exhausted.  The  allowance  should  be  confined  to  property  of  this  nature.  In 
the  case  of  tangible  property.  It  applies  to  that  which  is  subject  to  wear  and  tear, 
to  decay  or  decline  from  natural  causes,  to  exhaustion,  and  to  obsolescence  due 
to  the  normal  progress  of  the  art  or  to  becoming  inadequate  to  the  growing  needs 
of  the  business.  It  does  not  apply  to  inventories  or  to  stock  in  trade,  nor  to  land 
apart  from  the  improvements  or  physical  development  added  to  it.    *     *    ♦ 


4  214(a)  8]  182 

Article  169.  Be^ulations  45,  requires  that  depreciation  be  charged 
off  on  the  books  of  a  corporation,  and  reads  as  follows : 

A  depreciation  allowance,  in  order  to  constitute  an  allowable  deduction  from 
gross  income,  must  be  charged  off.  The  particular  manner  in  whicli  it  shall  be 
charged  off  Is  not  material,  except  that  the  amount  measuring  a  reasonable  al- 
lowance for  depreciation  must  be  either  deducted  directly  from  the  book  value 
of  the  assets  or  preferably  credited  to  a  depreciation  reserve  account,  which 
must  be  reflected  in  the  annual  balance  sheet  The  allowances  should  be  com- 
puted and  charged  off  with  express  reference  to  specific  items,  units,  or  groups  of 
property,  each  item  or  unit  being  considered  separately  or  specifically  included 
In  a  group  with  others  to  which  the  same  factors  apply.  The  taxpayer  should 
keep  such  records  as  to  each  item  or  unit  of  depreciable  property  as  will  permit 
the  ready  verification  of  the  factors  used  in  computing  the  allowance  for  each 
year  for  each  item,  unit,  or  group. 

Article  86CL  Regulations  45,  deals  with  the  impairment  of  capital 
and  reads  as  loUows : 

Capital  or  surplus  actually  paid  in  is  not  required  to  be  reduced  because  of  an 
impairment  of  capital  in  the  nature  of  an  operating  deficit,  except  where  there 
has  been  directly  or  indirectly  a  liquidation  or  return  of  their  investment  to  the 
stockholders^  in  which  case  full  effect  must  be  given  to  any  liquidation  of  the 
original  capital. 

It  should  be  noted  that  the  above-quoted  provision  of  the  Revenue 
Act  of  1917  with  respect  to  depreciation  requires  that  such  deprecia- 
tion shall  be  charged  off  within  the  year.  No  such  provision  with 
respect  to  charging  off  depreciation  is  found  in  the  1918  statute,  but 
article  169  of  Regulations  45,  quoted  above,  requires  that  deprecia- 
tion must  be  charged  off  on  the  books  of  a  corporation  before  it  can 
be  allowed  as  a  deduction  from  gross  income.  The  1918  statute  also 
provides  for  a  reasonable  allowance  for  obsolescence.  The  mere  re- 
duction in  market  value  of  physical  property  not  resulting  from  ex- 
haustion, wear  and  tear  is  not  depreciation  within  the  meaning  of 
that  term  as  used  in  the  regulations.  Depreciation  of  any  physical 
propertjr  used  in  the  trade  or  business  is  that  amount  which  should 
be  set  aside  for  a  specific  taxable  year  in  accordance  with  a  consistent 
plan,  so  that  the  aggregate  of  such  amounts  set  aside  from  year  to 
year,  plus  the  salvage  value  at  the  end  of  the  useful  life,  will  equal  the 
costof  the  property  or  its  fair  market  value  as  at  March  1,  1913,  if 
acquired  by  the  corporation  before  that  date.  Physical  property 
used  in  business,  even  though  kept  in  repair,  may  be  the  subject  of  a 
depreciation  allowance. 

In  the  instant  case  it  appears  that  the  corporation  distributed  as 
dividends  almost  its  entire  earnings,  leaving  an  amount  insufficient  to 
cover  the  depreciation  actually  sustained  and  charged  off.  In  other 
words,  the  corporation  through  its  failure  to  take  depreciation  into 
account  has  by  the  distribution  impaired  its  capital.  The  provisions 
of  the  Revenue  Act  of  1918  and  the  provisions  of  the  1917  Act  are  sub- 
stantially the  same  except  that  the  1918  Act  carries  a  provision  with 
respect  to  obsolescence.  It  is  also  true  that  the  1918  Act  does  not 
require  that  depreciation  shall  be  charged  off  on  the  books,  but  the 
article  of  Regulations  46  quoted  above  carries  this  provision.  This  A  \ 
corporation  can  not  be  denied  the  right  to  claim  as  a  deduction  a  ^ 
reasonable  allowance  charged  off  on  its  books.  If,  however,  there  are 
no  earnings  against  which  the  depreciation  claimed  may  be  charged 
the  amount  so  set  up  must  be  deducted  from  the  book  value  of  the 
assets  and  the  invested  capital  correspondingly  reduced. 
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It  appears  to  the  Committee  that  there  is  no  substantial  difference 
in  the  provisions  of  the  1917  and  1918  Acts  with  respect  to  deprecia- 
tion and  that  Regulations  45  state  the  present  interpretation  of  both 
statutes  where  there  is  no  material  change  in  the  wording  of  the  Acts. 

The  proper  way  to  handle  the  situation  here  presented,  since  the 
corporation  has  not  set  up  a  depreciation  reserve  and  since  trie  amount 
of  the  depreciation  claimed  in  the  return  has  been  entered  on  the 
books,  thereby  creating  a  deficit,  is  to  reduce  the  book  value  of  the 
assets  and  treat  the  distribution  as  falling  within  the  provisions  of 
article  1549  of  Kegulations  45.  The  book  value  of  the  assets  in  this 
case  must  be  reduced  by  an  amount  equal  to  the  difference  between  the 
amount  of  depreciation  actually  sustained  and  charged  off  and  the 
amount  of  earnings  and  surplus  available  for  depreciation  at  the  end 
of  the  taxable  period. 

It  is  therefore  held  that  in  computing  the  taxable  net  income  of  a 
corporation,  it  can  not  be  denied  a  deduction  on  account  of  deprecia* 
tion  actually  sustained  and  charged  off,  even  though  after  paying  divi- 
dends there  remains  an  amount  of  surplus  and  earnings  insufficient  to 
cover  depreciation ;  and  that  in  such  case  the  book  value  of  the  assets 
must  be  reducied  by  an  amount  equal  to  the  difference  between  the 
amount  of  the  depreciation  actually  sustained  and  charged  off  and  the 
amount  of  the  earnings  and  surplus  available  for  depreciation  at  the 
end  of  the  taxable  period. 


SECTION  214(a)  9.— DEDUCTIONS  ALLOWED: 

AMORTIZATION. 

Section  214(a)  9,  Artici^  181 :  Scope  of  provi-  6-21-1439 

sion  for  amortization.  T.  D.  3123 

Articles  181     *     *     *     of  Regulations  45  are  hereby  amended  to 
read  as  follows    *    *    *     : 

Abt,  181.  Scope  of  provision  for  amortization, — ^AU  allowances  made  to  a  tax- 
payer by  a  contracting  department  of  the  Government,  or  by  any  other  con- 
tractor, for  amortization  or  faU  in  the  value  of  property,  whether  such  aUow- 
ances  were  made  as  a  part  of  the  price  of  the  product  or  in  settlement  of  claims 
arising  out  of  the  cancellation  or  termination  of  contracts,  shall  be  included  In 
gross  income.  All  payments  arising  out  of  the  settlement  of  such  claims  shall 
be  included  In  the  accrued  income  of  the  taxable  year  In  which  such  cancella- 
tion or  termination  (whether  formal  or  Informal)  occurred.  The  amount  of 
amortization  to  be  allowed  as  a  deduction  from  gross  income,  for  the  purpose  of 
the  tax,  shall  be  computed  in  accordance  with  the  provisions  of  articles  181 
*  to  189»  pursuant  to  which  the  deduction  must  be  made,  and  not  upon  the  basis 
of  any  amounts  contractually  or  otherwise  determined. 


Secttion  214(a)  9,  Article  182:  Depreciation  6-21-1439 

of  amortized  property.  T.  D.  3123 

Articles  *  *  ♦  182  *  *  *  of  Regulations  45  are  hereby 
amended  to  read  as  follows    ♦     *     *     : 

*  «  «  ♦  *  4c  Hs 

Abt.  182.  Depreciation  of  amortized  property. — The  allowance  for  amortiza- 
tion shall  be  inclusive  of  all  depreciation  during  the  amortization  period  on 
property  subject  to  amortization  (see  article  186).  Depreciation  will  be  al- 
lowed, beginning  at  the  close  of  the  amortization  period,  ui5on  property  the 
cost  of  which  has  been  partly  amortized.    Depreciation  on  partly  amortize 
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property  shall  be  based  on  the  value  of  such  property  after  the  amortization 
allowauce  has  been  deducted.  Property  which  has  been  amortized  to  its  scrap 
value  shall  not  further  be  subject  to  depreciation. 

«  *  *  «  4i  *  « 


Sectiok  214(a)  9,  Article  183:  Property  cost  6-21-1439 

of  which  may  be  amortized.  T.  D.  3123 

Articles     *     *     *     183     *     *     *     of  Regulations  45   are  hereby 

amended  to  read  as  follows     *     *     *     : 

******  * 

Akt.  183.  Property  cost  of  tchich  may  he  amortized, — The  taxpayer  may  de- 
duct from  gross  income  a  reasonable  allowance  for  amortization ;  such  deduc- 
tion not  to  be  in  excess  of  the  cost  of  buildings,  machinery,  equipment,  or  other 
facilities  constructe<l,  erected,  installed,  or  acquired  on  or  after  April  6,  1917, 
for  the  production  of  articles  contributing  to  the  prosecution  of  the  present 
war,  or  of  vessels  constructed  or  acquired  on  or  after  such  date  for  the  trans- 
portation of  articles  or  men  contributing  to  the  prosecution  of  the  present  war. 

In  the  case  of  property  the  construction,  erection,  installation  or  acquisition 
of  which  was  commenco<l  before  April  6,  1917,  and  completed  subsequent  to 
that  date,  amortization  will  be  allowed  with  respect  only  to  that  part  of  the 
cost  incurred  on  or  after  April  6,  1917,  and  which  was  proi)erly  entered  on 
the  books  of  the  taxpayer  on  or  after  that  date. 

•  *  *  4>  *  *  * 


f 


Section  214(a)    0,  Article  184:  Cost  which  6-21-1439 

may  be  amortized.  T.  D.  3123 

Articles  *  *  *  184  *  *  *  ^^  Regulations  45  are  hereby 
amended  to  read  as  follows     *     *     *     ; 

******  * 

Art.  184.  Cost  which  may  be  amortized. — The  total  amount  subject  to  nmortl- 
zatlim  shall  be  the  difference  between  the  orlfjlnal  cost  of  the  property  if 
constructed,  erected,  installed  or  acquired  on  or  after  April  6,  1917;  or  if 
acquired  partly  before  and  partly  after  April  6,  1917,  then  that  part  of  the 
cost  incurred  on  or  after  April  6,  1917,  and  properly  entered  on  the  books  of 
the  taxpayer  on  or  after  that  date,  less  any  amounts  deducted  for  depreciation, 
losses,  etc.,  prior  to  January  1,  1918,  and  the  value  of  the  property  on  either  of 
the  bases  Indicated  below : 

1.  In  the  case  of  property  useful  to  the  taxpayer  only  during  the  period  of 
its  operation  as  a  war  facility  and  which  has  been  sold  or  permanently  dls- 
carde<l,  or  which  will  be  sold  or  permanently  discarded  within  three  years 
after  the  termination  of  the  war;  the  value  shall  be  the  actual  sale  price  or. 
estimated  fair  market  value  as  of  the  date  when  the  property  was  or  will  be 
jiermanently  discarded,  such  fair  market  value  to  be  reestablished  at  and  as  of 
the  time  of  the  investigation  by  en.Erineers  of  the  Bureau  of  Internal  Revenue. 

2.  In  the  case  of  in*operty  not  Included  In  (1)  above,  the  value  shall  be  the 
estimated  value  to  the  taxpayer  in  terms  of  its  actual  use  or  employment  in 
his  polng  business;  such  value  to  be  not  less  than  the  sale  or  salvage  value  of 
the  property :  Provided,  hotrcver.  That  for  the  purposes  of  returns  made  in 

3919,  the  preliminary  estimate  of  the  amount  of  such  amortization  shall  not,  ^ 

In  any  case,  have  exceeded  25%  of  the  cost  of  the  property.    In  the  determina-  0) 

tion,  by  engineers  of  the  Bureau  of  Internal  Revenue,  of  the  proper  amortiza-  ^^ 

tion  allowance,  the  estimated  value  to  the  taxpayer  of  the  proi>erty  in  terms 
of  its  actual  use  or  employment  in  his  going  business,  shall  be  as  of  the  time 
of  such  determination.  In  the  final  determination,  the  amount  of  the  amortiza- 
tion allowance  will  be  as<?ertained  upon  the  basis  of  stable  post  war  condi- 
tions under  reg\ilations  to  be  promulgated  when  these  conditions  become 
apparent. 

Special  record  of  all  property  falling  in  (1)  above,  must  be  preserved  by  the 
taxpayer,  and  the  Conmilssioner  must  be  promptly  notified  (o)  if,  after  having 


• 


« 
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been  in  good  faith  permanently  discarded  or  dismantled,  property  shall  in  any 
case  be  restored  to  use  because  of  conditions  not  foreseen  or  anticipated  at 
the  time  it  was  discarded ;  or  (b)  of  the  selling  price,  if  sold. 


Section  214(a)  9,  Article  185:  Amortization  6-21-1439 

period.  T.  D.  3123 

Articles  *  *  *  186  *  *  ♦  of  Regulations  45  are  hereby 
amended  to  read  as  follows     *     *     ♦     : 

Art.  185.  Amortization  period. — The  amortization  allowance  shall  be  spread 
in  proportion  to  the  net  income  (computed  without  beneftt  of  the  amortization 
allowance)  between  January  1,  1918  (or  if  the  property  was  acquired  subse- 
quent to  that  date,  January  1st  of  the  year  in  which  acquired),  and  either  of 
the  following  dates: 

(a)  If  the  claim  is  based  on  (1)  of  article  184,  the  date  when  the  property 
was  or  will  lie  soUl  or  permanently  discarde<l  as  a  war  facility;  or  (&)  if  the 
claim  is  based  on  (2)  of  article  184,  the  actual  or  estimated  date  of  cessation 
of  oi)eration  as  a  war  facility. 

All  taxpayers  claiming  an  allowance  for  amortization  shall  compute  (or.  to 
the  extent  that  accurate  computations  can  not  be  made,  shall  estimate)  the 
amount  of  their  net  income  for  the  period  between  January  1,'  1918,  and  the 
dates  specified  above,  and  shall  also  compute  (or  estimate  as  above)  that  part 
thereof  pi*operly  assignable  to  each  of  the  calendar  years  falling  within  the 
amortization  period;  and  the  amount  of  income  so  computed  or  estimated  shall 
be  the  basis  for  apportioning  the  amounts  of  amortization  applicable  to  each  of 
the  calendar  years  affected.  Taxpayers  reporting  on  the  fiscal  year  basis 
shall  (a)  in  all  computations  based  upon  1918  rates  for  tiscal  years  ending  in 
1918  and  1919,  use  the  amount  of  such  allowance  apportioned  to  the  calendar 
year  1918;  (&)  in  all  computations  basinl  upon  1919  rates  for  a  year  beginning 
In  1918  and  ending  in  1919.  use  the  amount  of  such  allowance  apportioned  to 
the  calendnr  year  1919;  and  (c)  in  all  computations  for  subscMiuent  fiscal  years, 
use  the  number  of  twelfths  of  the  allowance  apportioned  to  each  calendar  year 
falling  within  such  fiscal  year  that  there  are  months  of  such  calendnr  year 
fnlling  within  such  fiscal  year. 


Section  214(a)  9,  Article  188 :  Sale  of  amortized  (>-21-1439 

property.  T.  D.  3123 

Articles  *  *  ♦  igg  of  Regulations  45  are  hereby  amended  to 
read  as  follows     *     *     ♦ ; 

*****  «  4e 

AST.  188.  Sale  of  amortized  property. — In  the  case  of  the  lK)na  fide  sale  of 
amortized  property  before  three  years  from  the  termination  of  the  war,  the 
sale  price  thereof  will  be  cfmsideretl  as  reflecting  the  correctness  or  Incorrect- 
ness of  the  amortization  allowance  made,  due  allowance  being  made  for  depre- 
ciation sustained  since  the  close  of  the  amortization  period. 

«****«  * 


Section  214(a)  9,  AirriCLE   189:  Information  6-21-1439 

to  be  furnished  by  the  taxpayer.  T.  D.  3123 

Articles     *     *     *    of  Regulations  45  are  hereby  amended  to  read 
as  follows,  and  a  new  article  189  inserted: 

******* 

Abt.  189.  Information    to    be    furnished    by    the    taxpayer. — The    taxpayer's 
claim  for  amortization  nmst  be  complete  and  comprelienslve  in  all   respects. 


F 
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The  CommlssioBer  will  not  entertain  claims  which  do  not  clearly  set  forth  full 
data  with  respect  to  the  property  which  it  is  desired  to  amortize. 

To  assist  the  taxpayer  in  compiling  this  Information  the  Ckuumissioner  has 
prepared  Guide  Form  1007-M,  which  explains  in  detail  the  manner  in  which' 
claims  for  amortization  should  be  presented.  A  copy  of  this  guide  form  will' 
be  furnished  to  the  taxpayer  upon  application  to  the  Commissioner. 

Approved,  «Tanuary  28, 1921. 


• 


SECTION  214(a)  10.— DEDUCTIONS  ALLOWED: 

DEPLETION. 

Section  214(a)  10,  Abtigle  201:  Depletion  of  2-21-1388 

mines,  oil  and  gas  wells;  depreciation  of  im-  T.  D.  3107 

provements. 
Articles  201     *     *     *     of  Regulations  45,  are  hereby  amended  toj 

read  as  follows: 

Abt.  201.  Depletion  of  mines,  oU  and  gas  icells;  depreciation  of  improve-  . 
m^ents. — Sections  214(a)   10  and  234(a)  9  provide  that  taxpayers  shall  be  al-  ' 
lowed  as  a  deduction  in  computing  net  income  in  the  case  of  natural  deposits,  a 
reasonable  allowance  for  deletion  of  mineral  and  for  depreciation  of  im- 
provementB.   The  provisions  of  the  statute  and  these  articles  do  not  apply  to  or 
affect  the  regulations  covering  invested  capital,  losses,  accounting  methods,  etc. 

The  essence  of  these  provisions  of  the  statute  is  that  the  owner  of  mineral 
deposits,  whether  freehold  or  leasehold,  shall,  within  the  limitations  prescribed, 
secure  through  an  aggregate  of  annual  depletion  and  depreciation  deductions 
the  return  of  either  (a)  his  capital  invested  in  the  property,  or  (&)  the  value 
of  his  property  on  the  basic  date,  plus  subsequent  allowable  capital  additions 
(see  art.  222),  but  not  including  land  values  for  purposes  other  than  the  extrac- 
tion of  minerals. 

Operating  owners,  lessors  and  lessees,  whether  corporations  or  individuals,  are 
entitled  to  deduct  an  allowance  for  depletion  and  depreciation,  but  a  stock- 
holder in  a  mining  or  oil  or  gas  corporation  is  not  allowed  such  deductions 
(see  further  articles  839  and  844). 

When  used  in  these  sections  of  the  regulations  covering  depletion  and  de- 
preciation— 

(a)  The  term  "basic  date"  indicates  the  date  of  valuation,  i.  e.,  March  1, 
1913,  in  the  case  of  property  acquired  prior  thereto,  the  date  of  acquisition  in 
the  case  of  property  acquired  on  or  after  March  1,  1913,  or  the  date  of  dis- 
covery or  within  thirty  days  thereafter  in  the  case  of  discovery. 

(6)  The  *•  fair  market  value"  of  a  property  is  that  amount  which  would  in- 
duce a  willing  seller  to  sell  and  a  willing  buyer  to  purchase.  Where  there  has 
been  no  sale  and  the  fair  market  value  at  the  basic  date  is  to  be  used,  such 
value  will  be  determined  by  the  method  which  a  prospective  vendor  and  vendee 
in  the  industry  would  use  in  arriving  at  the  sale  value  of  the  property  at  the 
basic  date. 

(c)  A  "  mineral  property  "  or  "  property  "  is  the  oil  or  gas  well,  including  the 
mineral,  plant,  development,  and  surface  value  of  the  land.  The  value  of  a 
mineral  property  is  the  combined  value  of  its  component  parts. 

id)  A  "  mineral  deposit  "  refers  to  "  minerals  only  "  such  as  the  "  ores  only  " 
in  the  case  of  a  mine,  to  the  "  oil  only  "  in  the  case  of  an  oil  weU,  and  to  tlie 
"  gas  only  "  in  tlie  case  of  a  gas  well.  The  value  of  a  mineral  deposit  is  its 
cost;  or  it  is  the  value  of  the  mineral  property,  less  the  value  of  the  plant, 
equipment  and  surface  of  the  land  for  purposes  other  than  mineral  production. 

(e)   "Minerals"  comprise  ores  of  tlie  metals,  coal,  oil,  gas,  and  such  non-  ^ 

metallic  substances  as  abrasives,  asbestos,  asphaltum,  barytes,  borax,  building         fl  i 
stone,   cement,   rock,   clay,   crushed   stone,  feldspar,   fluorspar,   fuller's   earth,         ^^ 
graphite,  gypsum,  limestone,  magnesite,  marl,  mica,  mineral  pigments,  peat, 
potash,  precious  stones,  refractories,  rock  phosphate,  salt,  sand,  and  gravel, 
silica,  slate,  soapstone,  soda,  sulphur,  and  talc. 
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</)  "Operating  profit"  is  tbe  net  income  from  mineral  production  before 
depletion  and  depreciation  are  deducted.    It  is  distinct  from  net  income. 


Secttion  214(a)  10,  Article  202:  Capital  re-  2-21-1388 

coverable   through   depletion    deduction    in  T.  D.  3107 

the  case  of  an  operating  owner. 

Articles    ♦    ♦    *    202    *    *    ♦    of  Regulations  45  are  hereby 

amended  to  read  as  follows : 

«  *  *  »  *  *  * 

Am*.  202.  Capital  recoverable  through  depletion  deduction  in  the  case  of  an 
operating  ovmei*, — In  tlie  case  of  an  operating  owner  in  fee,  the  capital  remain- 
ing in  any  year  recoverable  througli  depletion  and  depreciation  deductions  is 
(a)  the  cost  or  value  of  the  property  at  the  basic  date  plus  (&)  subsequent 
allowable  capital  additions  and  minus  (c)  depletion  and  depreciation  sustained^ 
whether  legally  allowable  or  not,  from  the  basic  date  to  the  taxable  year,  and 
minus  {d)  the  value  of  the  land  at  the  basic  date  for  other  purposes  than  min- 
eral production.  The  capital  recoverable  through  deletion  is  the  total  capital 
remaining  less  the  sum  recoverable  through  deprec*atioii. 


Section  214(a)   10   Article  203:  Capital  re-  2-21-1388 

coverable  througn   depletion  deductions  in  T.  D.  3107 

the  case  of  lessee. 

Articles  ♦  ♦  *  203  *  *  *  of  Regulations  45  are  hereby 
amended  to  read  as  follows : 

Art.  206.  Capital  recoverable  through  depletion  deductions  im  the  case  of 
lessee. — (a)  In  the  case  of  a  lessee,  the  capital  remaining  in  any  year  recover- 
able through  depletion  and  depreciation  deductions  is  (1)  the  value  as  of  the 
basic  date  of  the  lessee's  equity  in  the  property  plus  (2)  subsequent  allowable 
capital  additions  but  minus  (8)  depletion  and  depreciation  sustained,  whether 
legally  allowable  or  not.  from  the  basic  date  to  the  taxable  year.  The  capital 
recoverable  through  depletion  is  the  total  capital  remaining  less  the  sum  recov- 
erable through  depreciation. 

(b)  The  value  of  the  equities  of  lessor  and  lessee  shall  be  computed  sepa- 
rately, but  when  determined  as  of  the  same  basic  date,  shall,  together,  never 
exceed  the  value  at  that  date  of  the  property  In  fee  simple. 

{€)  The  value  of  a  lessee's  equity,  if  acquired  prior  to  March  1,  1913,  is  the 
value  of  his  interest  in  the  mineral  as  of  that  date. 

(d)  The  value  of  a  lessee's  equity  in  a  proven  mineral  property  acquired 
after  March  1, 1913,  is  its  cost. 

(e)  The  value  of  a  lessee's  equity  in  a  discovery  on  or  after  March  1,  1913, 
is  the  fair  market  value  at  date  of  discovery  or  within  thirty  days  thereafter, 
of  his  equity  in  the  mineral  discovered. 


Seotiok  214(a)  10,  Article  203:  Capital  re- 
coverable through  depletion  deductions  in 
the  case  of  lessee. 

(See  4r-21-140C;  sec.  214(a)  1,  art.  109.)  Deduction  of  sums  paid 
in  accordance  with  the  terms  of  an  option  to  purchase,  or  so-called 
"  bond  and  lease  "  agreement. 
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Section  214(a)  10,  Articoj  204:  Capital  re-  2-21-1388 

coverable  through  depletion  in  case  of  lessor.  T.  D.  3107 

Articles  *  *  *  204  *  *  *  of  Regulations  45,  are  hereby 
amended  to  read  as  follows : 

4e  «  4e  >|(  4:  <(  4: 

Art.  204.  Capital  recoverable  through  deletion  in  case  of  lessor, — (o)  In 
the  case  of  a  lessor  the  capital  remaining  in  any  year  recoverable  through  de- 
pletion and  depreciation  deductions  is  (1)  the  value  of  his  equity  in  the  prop- 
erty nt  the  basic  date  minus  (2)  depletion  and  depreciation  sustained  whether 
legally  allowable  or  not  from  the  basic  date  to  the  taxable  year,  plus  (3) 
subsequent  allowable  capital  additions  and  minus  (4)  the  value  of  the  land 
at  the  basic  date  for  other  purposes  than  mineral  production.  The  capital 
recoverable  through  depletion  is  the  total  capital  remaining  less  the  sum  re- 
coverable through  depreciation. 

(6)  The  value  of  the  equities  of  lessor  and  lessee  shall  be  computed  sepa- 
rately, but,  when  determined  as  of  the  same  basic  date,  shall  together  never 
exceed  the  value  at  that  date  of  the  property  in  fee  simple. 

(c)  The  value  of  the  lessor's  equity  in  the  case  of  a  mineral  property  not 
under  lease  on  March  1,  1913,  but  subsequently  leased,  is  the  en  bloc  value  of 
the  mineral  in  the  ground  on  March  1.  1913,  and  will,  in  the  absence  of 
satisfactory  evidence  to  the  contrary,  be  presumed  not  to  exceed  the  value  as 
of  March  1,  1913,  of  the  royalties  to  be  expected  under  the  lease. 

id)  The  value  of  a  lessor's  equity  in  a  mineral  property  under  lease  March  1, 
1013,  for  the  entire  operating  life  of  the  mineral  deposits  is  the  value  as  of 
March  1,  1913,  of  the  royalties  and  other  payments  to  be  expected  under  the 
terms  of  the  lease  in  effect  on  that  date. 

(e)  The  value  of  a  lessor's  equity -in  a  mineral  property  under,  lease  for  a 
portion  of  its  operating  life  is  the  value  as  of  March  1,  1913.  of  the  royalties 
expected  from  the  mineral  to  be  extracted  during  the  life  of  the  existing  lease 
plus  the  estimated  en  bloc  value  of  the  mineral  remaining  at  its  expiration, 
which,  in  the  absence  of  satisfactory  evidence  to  the"  contrary,  will  be  presumed 
not  to  exceed  the  value  as  of  March  1,  1913,  of  royalties  which  could  have  been 
expecteil  as  at  that  date  from  the  remaining  mineral. 

(/)  The  value  of  a  lessor's  equity  in  a  mineral  property  when  acquired  after 
March  1, 1913,  is  its  cost. 

(g)  The  value  of  a  lessor's  equity  in  a  discovery  on  or  after  March  1,  1913, 
is  the  fair  market  value  at  the  date  of  discovery  or  within  30  days  thereafter 
of  his  equity  in  the  mineral  discovered. 


Section 214(a)  10,  Article 205 :  Detennination  2-21-1388 

of  cost  of  deposits.  T.  D.  3107 

Articles  *  *  *  205  *  *  *  of  Eegulations  45,  are  hereby 
amended  to  read  as  follows : 

«  :>  *  *  *  «  '  * 

Art.  205.  Determinatwn  of  cost  of  deposits. — In  any  case  in  which  a  deple- 
tion or  depreciation  deduction  is  computed  on  the  basis  of  the  cost  or  price 
at  which  any  mine,  mineral  deposit,  mineral  right,  or  leasehold  was  acquired 
the  owner  or  lessee  will  be  required  to  show  that  the  cost  or  price  at  which  the 
property  was  bought  was  fixed  for  the  purpose  of  a  bona  fide  purchase  and 
sale  by  which  the  property  passed  to  an  owner  in  fact  as  well  as  in  form  other 
than  the  vendor.  No  fictitious  or  inflated  cost  or  price  will  be  permitted  to 
form  the  basis  of  any  calculation  of  a  depletion  or  depreciation  deduction,  and, 
in  determining  whether  or  not  the  price  or  cost  at  which  any  purchase  or  sale 
was  made  represented  the  actual  market  value  of  the  property  sold,  due  weight 
will  be  given  to  the  relationship  or  connection  existing  between  the  person 
selling  the  property  and  the  buyer  thereof. 


« 


# 
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Secttion  214(a)  10,  Article  206:  Determination  2-21-13S8 

of  fair  market  value  of  mineral  property.  T.  D.  3107 

Articles  *  *  *  206  *  *  *  of  Begulations  45  are  hereby 
amended  to  read  as  f oUow  s : 

Akt.  206.  Determination  of  fair  market  value  of  mineral  proi)eriy.  (a) 
Where  the  fair  market  value  of  the  property  at  a  specified  date  In  lieu  of  the 
cost  thereof  Is  the  basis  for  depletion  and  depreciation  deductions,  such  value 
must  be  determined,  subject  to  approval  or  revision  by  the  Commissioner,  by 
the  owner  of  tlie  property  in  the  light  of  the  conditions  and  circumstances 
known  at  that  date,  regardless  of  later  discoveries  or  developments  in  the  prop- 
erty or  subsequent  improvements  in  methods  of  extraction  and  treatment  of  the 
mineral  product.  The  value  sought  should  be  that  established  assuming  a  trans- 
fer between  a  willing  seller  and  a  willing  buyer  as  of  that  particular  date.  The 
Commissioner  will  lend  due  weight  and  consideration  to  any  and  all  factors 
and  evidence  having  a  bearing  on  the  market  value,  such  as  cost,  actual  sales 
and  transfers  of  similar  properties,  market  value  of  stock  or  shares,  royalties 
and  rentals,  value  fixed  by  the  owner  for  purpose  of  the  capital  stock  tax,  valua- 
tion for  local  or  State  taxation,  partnership  accountings,  records  of  litigation  in 
\||^ieh  the  value  of  the  property  was  in  question,  the  amount  at  which  the  prop- 
erty may  have  been  inventoried  in  probate  court,  disintereste<l  appraisals  by  ap- 
proved methods,  such  as  the  present  value  method  and  other  factors. 

(6)  To  determine  the  fair. market  value  of  a  mineral  proi>erty  by  the  present 
value  method,  the  essential  factors  must  be  determined  for  each  deposit  included 
in  the  proi)erty.  The  factors  are  (1)  the  total  quantity  of  mineral  in  terms  of 
the  principal  or  customary  unit  (or  units)  paid  for  in  the  product  marketed, 
(2)  the  average  quality  or  grade  of  the  mhieral  reserves,  (3)  the  expected  per- 
centage of  extraction  or  recovery  in  each  process  or  operation  necessary  for 
the  preparation  of  the  crude  mineral  for  market,  (4)  the  probable  operating  life 
of  the  deposit  in  years,  (5)  the  unit  operating  cost,  1.  e.,  cost  of  production  exclu- 
sive of  depreciation  and  depletion,  (6)  expected  average  selling  price  per  unit 
during  the  operating  life,  and  (7)  the  rate  of  profit  commensurate  with  the  risk 
for  the  particular  deposit.  When  the  deposit  has  been  sufliciently  developed 
these  factors  may  be  determined  from  past  operating  experience.  In  the  appli- 
cation of  factors  derived  from  past  experience  full  allowance  should  be  made  for 
probable  future  variations  in  the  rate  of  exhaustion,  quality  or  grade  of  the  min- 
eral, percentage  of  recovery,  costs  of  production,  and  selling  price  of  the  product 
marketed  during  the  expecte<l  operating  life  of  the  mineral  deposit. 

(c)  Mineral  deposits  for  which  these  factors  may  not  be  determined  with  rea- 
sonable accuracy  from  past  oi)erating  experience  may,  with  the  approval  of  the 
Commissioner,  be  valued  In  a  similar  manner ;  but  the  factors  must  be  detlucetl 
from  concurrent  evidence,  such  as  the  general  type  of  the  deposit,  the  character- 
istics of  the  district  in  which  it  occurs,  the  habit  of  the  mineral  deiwsits  in  the 
property  itself,  the  intensity  of  mineralization,  the  rate  at  which  additional  min- 
eral has  been  discloseil  by  exploitation,  the  stage  of  the  operating  life  of  the 
proi)erty,  and  other  evidence  tending  to  establish  a  reasonable  estimate  of  the 
required  factors. 

{d)  Mineral  deposits  of  different  grades,  locations,  and  probable  dates  of  ex- 
traction in  a  mineral  property  shall  be  valued  separately.  The  mineral  content 
of  a  deposit  should  be  determined  in  accordance  with  article  208  in  the  case  of 
mines,  with  article  200  in  the  case  of  oil  wells,  and  with  articles  211  and  212 
la  the  case  of  gas  wells.  In  estimating  the  average  grade  of  the  develojwd  and 
prospective  mineral,  account  should  be  taken  of  probable  increases  or  decreases 
as  Indicated  by  the  operating  history.  The  rate  of  exhaustion  of  a  mineral  dt^ 
posit  should  be  determined  with  due  regard  to  the  limitations  imposed  by  plant 
capaci^,  by  the  character  of  the  deposit,  by  the  ability  to  market  the  mineral 
product,  by  labor  conditions,  and  by  the  operating  program  in  force  or  definitely 
adopted  at  the  basic  date  for  future  operations.  The  operating  life  of  a  mineral 
deposit  is  that  number  of  years  necessary  for  the  exhaustion  of  both  the  <le- 
veloped  and  prospective  mineral  content  at  the  rate  determined  as  above.  The 
operating  cost  comprises  all  current  expense  of  producing,  preparing,  and 
marketing  the  mineral  product  sold,  exclusive  of  Federal  income,  war  profits, 
and  excess  profits  taxes,  allowable  capital  additions  as  defined  in  article  222, 
and  deductions  for  depreciation  and  depletion,  but  including  cost  of  repairs  and 
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r^lacements  necessary  to  maintain  the  plant  and  equipment  at  its  rated 
GHpacity  and  efficiency.  This  cost  of  repairs  and  replacements  is  not  to  be  con- 
fused with  the  depreciation  deduction  by  which  the  cost  or  value  of  plant  and 
equipment  is  returned  to  the  taxpayer  free  from  tax.  In  general  no  estimates 
of  these  factors  will  be  approved  by  the  Commissioner  which  are  not  supported 
by  the  operating  experience  of  the  property  or  which  are  derivetl  from  different 
and  arbitrarily  selwted  periods. 

{e)  The  product  of  the  number  of  units  of  mineral  recoverable  in  marl^etable 
form  by  the  differemre  between  the  selling  price  and  the  operating  cost  per  unit 
is  the  total  expected  operating  profit.  The  value  of  each  mineral  deposit  is  then 
the  total  expected  operating  profit  from  that  deposit  reiluced  to  a  present  value 
as  of  tlie  basic  date  at  the  rate  of  interest  commensurate  with  the  risk  for  the 
operating  life,  and  further  reduced  by  tlie  value  at  the  basic  date  of  tlie  depre- 
ciable assets  and  of  tlie  capital  additions,  if  any,  necessary  to  realize  the 
profits. 


Section  214(a)  10,  Article  207 :  Revaluation  of  2-21-1S88 

mineral  deposits  not  allowed.  T,  D.  3107 

Articles    ♦     *     *    207    *     *     *    of  Begulations  45,  are  hereby 

amended  to  read  as  follows : 

•  «  «  «  1*  *  * 

Art.  207.  Revaluation  of  mineral  deposits  not  alloived, — ^No  revaluation  of  a 
property  whose  value  as  of  the  basic  date  has  been  determined  and  approved 
will  be  allowed  during  the  continuance  of  the  ownership  under  which  the  value 
was  so  determined  and  approved  except  in  the  case  of  discovery  as  defined  in 
articles  219  and  220.  The  value  as  of  the  basic  date  may,  however,  be  corrected 
when  a  virtual  change  of  ownership  of  part  of  the  property  results  as  the  out- 
come of  litigation,  and  may  be  redistributed  (a)  when  a  revision  of  the  number 
of  units  of  mineral  in  the  property  has  been  made  in  acconlance  with  articles 
208,  209,  or  211,  and  ( ft )  in  case  of  the  sale  of  a  part  of  the  property,  between 
the  part  sold  and  part  retained. 
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mineral  deposits  not  allowed.  A.  R.  M,  124 

Held,  that  the  M  Company  is  not  entitled  to  a  new  valuation  for 
depletion  in  a  Icnown  mine;  that  a  discovery  can  not  be  made  of 
any  "probable"  or  "prospective"  ores  which  had  been  or  could 
have  been  included  in  the  previous  valuation  and  that  the  regula- 
tions do  not  recognize  a  discovery  for  the  purpose  of  depletion  as 
the  result  of  improved  processes  of  treatment  of  ores  making  com- 
mercially valuable  ores  which  were  theretofore  valueless. 

It  is  further  held  that  if  bodies  of  zinc  ore  not  theretofore  known 
to  exist  were  discovered  within  the  meaning  of  the  regulations,  the 
fact  that  the  explorations  were  stimulated  by  recent  improvements 
in  metallurgy  which  made  them  commercially  valuable  for  the  first  ^ 
time  would  not  bar  a  claim  for  discovery,  and  that  if  the  original 
valuations  of  the  M  Company  were  based  upon  estimates  of  recov- 
erable units,  which  included  only  the  ores  in  sight  and  blocked  out, 
the  properties  may  be  revalued  as  of  the  basic  date  in  accordance 
with  the  provisions  of  the  present  regulations  and  the  depletion 
rate  determined  accordingly. 

Advice  is  requested  as  to  whether  certain  known  bodies  of  zinc  and 
copper  ores  owned  by  the  M  Company  could  be  revalued  on  account 
of  improvements  in  certain  metallurgical  processes  which  made  val- 
uable ores  which  theretofore  had  no  commercial  value. 


c 


# 
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This  inquiry  raised  a  point  of  law  and  inasmuch  as  the  amendment 
of  the  regulations  with  respect  to  discovery  was  under  consideration 
the  matter  was  referred  to  the  Solicitor  for  consideration  and  an 
opinion.  The  Committee  is  in  receipt  of  a  memorandum  from  the 
Solicitor  dated  March  9,  1921,  which  reads,  in  part,  as  follows: 

As  the  question  is  presented  in  the  m^uorandum  the  claims  of  discoveries 
in  the  case  of  zinc  ore  were  based  upon  improvements  in  metallurgical  processes, 
making  valuable  ores  which  had  theretofore  had  no  commercial  value.  It  now 
appears  that,  while  these  processes  first  made  commercially  valuable  zinc  ores 
which  before  that  time  were  valueless,  by  reason  of  this  very  fact  the  indica- 
tions of  zinc  ore  wtiich  had  originally  been  found  in  these  mines,  were  not 
followed  up,  and  the  presence  of  the  zinc  ores  which  were  commercially  valu- 
able by  any  process  of  treatment  was  not  actually  discovered  until  the  dates 
claimed  for  discoveries.  The  claims  for  discoveries  in  the  case  of  zinc  ores, 
tlierefore,  have  no  different  basis  than  the  claims  for  discovery  of  copper  ores. 

At  the  time  this  memorandum  was  received  in  this  office,  regulations  deal- 
ing with  the  question  of  discovery  were  in  process  of  preparation,  ami  It-wa!? 
deemed  advisable  to  anticipate  those  regulations.    The  regulations  have 

>w  been  prepared  and  appear  as  articles  under  the  appropriate  heading,  In 
Regulations  45  (1920  edition). 

Articles  219,  207,  and  208  of  these  Regulations  appear  to  answer  the  ques- 
tion presented  and  these  articles  will  be  briefly  considered  with  reference  to 
tlieir  application  to  tlte  facts  in  the  present  case. 

Article  219(b)  of  the  Regulations  provides: 

For  the  purpose  of  these  sections  of  the  Act  a  mine  may  be  said  to  be  dis- 
covered when  •  •  ♦  (2)  th«^  is  disclosed  by  drilling  or  exploration,  con- 
ducted above  or  below  ground,  a  mineral  deposit  not  previously  known  to  exist 
and  so  improbahle  that  it  had  n^t  been,  and  could  not  have  been,  included  in 
any  previous  valuation  for  the  purpose  of  depletion,  and  which  in  either  case 
exists  in  quantity  and  grade  sufficient  to  justify  commercial  exploitation.  The 
discovery  must  add  a  new  mine  to  those  previously  known  to  exist  and  can 
not  be  made  uHthin  a  prox>en  tract  or  lease^  as  d^ned  in  paragri^h  (f )  infra. 

Paragraph  (f )  of  article  219  provides : 

In  the  case  of  a  mine,  a  "  proven  tract  or  lease  "  includes,  but  is  not  neces- 
sarily limited  to,  the  mineral  deposits  known  to  exist  in  any  knotcn  mine  at  the 
date  as  of  which  such  mine  was  valued  for  purposes  of  depletion,  and  all  ex- 
tensions thereof t  including  "  probable  "  and  "  prospective  "  ores  considered  as 
a  factor  iu  the  determination  of  the  value  or  cost. 

Under  this  article  a  discovery  for  the  purpose  of  a  new  valuation  for  deple- 
tion can  not  be  made  in  a  "  known  mine,"  nor  can  a  discovery  be  made  of  any 
•*  probable  "  or  **  prospective  "  ores  which  had  been  or  could  have  been  included 
in  the  previous  valuation.  This  appears  to  exclude  most,  if  not  all,  of  the 
alleged  discoveries  of  copper  ores.  It  will  be  noted  that  this  article  does  not 
recognise  a  discovery  for  the  purpose  of  depletion  as  the  result  of  improved 
processes  of  treatment  of  ores,  making  commercially  valuable  ores  which  were 
theretofore  valueless.  This  omission  was  intentional  and  made  only  after  ma- 
ture consideration.  If,  liowever,  bodies  of  zinc  ore,  not  theretofore  known  to 
exist,  were  discovered  within  the  meaning  of  the  Kegulations,  the  fact  that  the 
explorations  were  stimulated  by  recent  improvements  in  metallurgy  which  made 
them  commercially  valuable  for  the  first  time  would  not  bar  a  claim  for 
discovery. 

Article  207  of  the  Regulations  provides : 

No  revaluation  of  a  property  whose  value  as  of  the  basic  date  has  been  de- 
termined and  approved  will  be  allowed  during  the  continuance  of  the  owner- 
ship under  which  the  value  was  so  determined  and  approved  except  in  the 
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case  of  discovery  as  defined  in  articles  219  and  220.  The  value  as  of  the  basic 
date,  ♦  ♦  ♦  may  be  redistributed  (a)  when  a  revision  of  the  number  of 
units  of  mineral  in  the  property  has  been  made  in  accordance  with  article 
208.     *     *     ♦. 

Article  208  provides  in  part  that: 

Tlie  estimate  of  the  recoverable  units  of  the  mineral  products  in  the  property 
for  the  purposes  of  valuation  and  depletion  shall  inchide  as  to  both  quantity  and 
grade  (a)  the  ores  and  minerals  **  in  sight,"  "blocked  out,"  "developed,"  or 
'*  assure<l,"  in  the  usual  or  conventional  meaning  of  these  terms  in  respect  to 
the  tyi)e  of  the  deposit,  and  (b)  "probable*'  or  "  proapectir>e ''  ores  and 
mi7icrals  (in  the  corresponding  sense)  ;  that  is,  ores  and  minerals  that  are 
believed  to  exist  on  the  basis  of  good  evidence  although  not  actually  known  to 
occur  on  the  basis  of  existing  development ;  but  "  probable  "  or  "  prospective  " 
ores  and  minerals  may  be  computed,  for  purposes  of  this  valuation,  (c)  as  to 
quantity,  only  in  case  they  are  extensions  of  known  dei)osIts  or  are  new  bodies 
or  manses  trhose  existence  is  indicated  by  geological  or  other  evidence  to  a 
high  degree  of  probability,  and  (d)  as  to  grade,  of  such  richness  only  as  ac- 
cords with  the  best  indications  available.  If  subsequent  developments  show 
a  material  error  in  the  original  estimate,  a  new  estimate  may  be  made  and  the 
capital  remaining  to  be  recovered  distributed  accordingly. 

While  article  207  does  not  permit  of  a  revaluation  of  property  whose  vi\ft*^ 
as  of  the  basic  date  has  been  determined,  it  is  clear  that  only  a  valuatfow 
based  upon  an  estimate  of  the  recoverable  units  including  not  only  ores  and 
minerals  in  sight,  blocked  out,  developed  or  assured,  but  also  probable  or  pros- 
pective ores,  is  contemplated  by  this  article.  The  meaning  of  this  article  is 
that  once  the  property  has  been  valued  in  accordance  with  the  Regulations  as 
they  now  stand,  it  can  not  be  revalued  because  it  subsequently  develops  that 
the  taxpayer  has  in  his  mine  more  ore  than  could  reasonably  have  been  in- 
cluded in  the  original  estimate  of  recoverable  units  when  the  estimate  was 
properly  made. 

If,  as  is  now  contende<l  by  the  M  Company  the  original  valuations  were 
based  upon  estimates  of  recoverable  units  which  Included  only  ores  in  sight, 
blocked  out,  developed  or  assured,  the  properties  should  be  revalued  as  of  the 
basic  date  in  accordance  with  the  present  regulations  and  the  rate  of  depletion 
determined  accordingly.  If  it  should  subsequently  develop  that  a  material 
error  in  the  original  estimate  of  the  recoverable  units  was  made,  the  prop- 
erties may  not  be  revalued  but  a  redistribution  of  the  depletion  may  then  be 
made  as  provided  In  articles  207  and  208. 

In  view  of  the  foregoing  opinion  of  the  Solicitor,  in  which  the 
Committee  concurs,  it  is  held  that  the  M  Company  is  not  entitled  to 
a  new  valuation  for  depletion  in  a  known  mine;  that  a  discovery 
can  not  be  made  of  any  "  probable  "  or  "  prospective  "  ores  which  had 
been  or  could  have  been  included  in  the  previous  valuation,  and  that 
the  re<2:ulations  do  not  recognize  a  discovery  for  the  purpose  of 
depletion  as  the  result  of  improved  processes  of  treatment  of  ores 
making  commercially  valuable  ores  which  were  theretofore  value- 
less. 

It  is  further  held  that  if  bodies  of  zinc  ore  not  theretofore  known 
to  exist  were  discovered  within  the  meaning  of  the  regulations,  the 
fact  that  the  explorations  were  stimulated  by  recent  improvements  ^ 
in  metallurgy  which  made  them  commercially  valuable  tor  the  first  W\ 
time  would  not  bar  a  claim  for  discovery,  and  that  if  the  original 
valuations  of  the  M  Company  were  based  upon  estimates  of  re- 
coverable units,  which  included  only  the  ores  m  sight  and  blocked 
out,  the  properties  may  be  revalued  as  of  the  basic  date  in  accordance 
with  the  provisions  oi  the  present  regulations  and  the  depletion  rate 
determined  accordingly. 


« 
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Section  214(a)  10,  Article  208:  Determination  2-21-1388 

of  mineral  contents  of  mine.  T.  D.  3107 

Articles    *     *     *     208     *     *     *     of  Regulations  45   are  hereby 

amended  to  read  as  follows : 

******  « 

Abt.  208.  DetermUuition  of  mineral  contents  of  mine, — Every  taxpayer  claim- 
ing a  deduction  for  depletion  for  a  given  year  will  be  required  to  estimate  or 
determine  with  respect  to  eacli  separate  property  the  total  units  (tons,  pounds^ 
ounces,  or  other  measure)  of  mineral  products  reasonably  known  or  on  good 
evidence  believed  to  have  existed  in  the  ground  on  the  basic  date,  according  to 
the  method  current  in  the  industry  and  in  the  light  of  the  most  accurate  and 
reliable  information  obtainable.  Preference  shall  be  given  in  the  selection  of  a 
unit  of  estimate  to  the  principal  unit  (or  units)  paid  for  in  the  product  mar- 
keted. The  estimate  of  the  recoverable  units  of  the  mineral  products  in  the 
property  for  the  purposes  of  valuation  and  depletion  shall  include  as  to  botli 
quantity  and  grade  (a)  the  ores  and  minerals  "in  sight/'  '* blocked  out,"  '*  de- 
veloped," or  **  assured,"  in  the  usual  or  conventional  meaning  of  these  terms  in 
respect  to  the  type  of  the  deposit,  and  (6)  "probable"  or  "prospective"  ores 
and  minerals  (in  the  corresponding  setlse),  that  is,  ores  and  minerals  that  ar^? 
believed  to  exist  on  the  basis  of  good  evidence  although  not  actually  known  to 
occur  on  the  basis  of  existing  development ;  but  "  probable  "  or  "  prospective  " 
ores  and  minerals  may  be  computed,  for  purposes  of  this  valuation,  (c)  as  to 
quantity,  only  in  case  they  are  extensions  of  known  deposits  or  are  new  bodies 
or  masses  whose  existence  is  indicated  by  geological  or  other  evidence  to  a  high 
degree  of  probability,  and  (<f )  as  to  grade,  of  such  richness  only  as  accords  witlr 
the  best  indications  available. 
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tion  of  mineral  contents  of  mine.  A.  R.  R.  43L 

Held,  that  when  material  error  has  been  made  in  an  estimate  of 
mineral  contents  of  a  mine,  a  new  estimate  may  be  made  and  the 
capital  remaining  to  be  recovered  should  be  recovered  thereafter 
through  depletion  in  the  year  or  years  of  continueti  operation. 
H€tld,  further,  that  the  excess  profits  tax  should  be  assessed  under 
section  210  of  the  Revenue  Act  of  1917  in  accordance  with  the 
recommendation  of  the  Advisory  Tax  Board. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  making  assess- 
ment under  section  201  of  the  Revenue  Act  of  1917  on  basis  of  certain 
information  obtained  by  examination  of  the  taxpayer's  books  by  a 
revenue  agent. 

The  case  was  originally  submitted  to  the  Advisory  Tax  Boards 
which  board,  after  aue  consideration  of  the  facts  in  the  case,  recom- 
mended assessment  under  section  210  of  the  Revenue  Act  of -1917  and 
assessment  was  accordingly  made.  Subsequent  thereto  the  books  and 
accounts  of  the  taxpayer  were  examined  by  a  revenue  agent,  who  dis- 
allowed certain  items  of  expense  which  had  been  included  by  the  M 
Company  in  its  cost  of  operations.  The  original  assessment  was 
thereupon  revised  and  the  tax  was  calculated  under  section  201.  The 
assessment,  in  the  first  instance  under  section  210,  was  without  ref- 
erence to  proper  comparatives  because  audited  returns  of  similar 
corporations  were  not  available.  Since  the  assessment  under  section 
201  the  case  has  been  reaudited  under  section  210  with  very  careful 
selection  of  proper  comparatives  and  the  excess  profits  tax  has  now 
been  fixed  at  a  higher  percentage  of  the  net  income.  In  the  calcula- 
tion of  the  tax,  however,  the  exceptions  taken  by  the  revenue  agent, 
as  above  referred  to,  were  sustained. 
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During  the  year  1917  in  the  development  of  the  mining  operations 
of  the  taxpayer,  it  was  discovered  that  the  company's  coal  vein  was 
lacking  in  approximately  z  acres  and  that  there  was  hard  black  rock 
in  its  place.  This  so-called  "  rock  fault  "  was  actually  determined  by 
tests  and  statements  to  this  effect  are  supported  bv  affidavit  of  engi- 
neers. On  the  basis  of  original  cost  of  this  vein  of  coal,  the  develop- 
ment of 'this  large  area  of  solid  rock  determined  a  loss  of  x  dollars. 
With  respect  to  Toss  of  this  character,  section  234(a)  of  the  Revenue 
Act  of  1918  does  not  materially  diner  from  section  12 (a) 2  of  the 
Revenue  Act  of  1917. 

The  examining  revenue  agent  reports  that  the  vein  of  coal  pur- 
chased had  an  estimated  recovery  of  y  tons  per  acre.  In  the  original 
acreage  purchased  there  were  4^  acres.  The  acreage  loss  by  location 
of  tlie  rock  fault  was  z  acres,  leaving  actual  coal  acreage  purchased 
30  acre&.  The  en  bloc  tonnage  on  revised  estimate  was,  therefore,  63y 
tons  which,  at  a  cost  of  3a?  dollars,  gives  the  cost  per  unit  for  deple- 
tion charge  on  basis  of  Zz  acres  actually  contained  in  this  tract. 

It  is  contended  by  taxpayer  that  a  Ic«6  of  x  dolWa  has  been  estab- 
lished during  the  year  1917  under  article  143  of  Regulations  45»  The 
amount  of  alleged  loss  is  based  on  cost  at  l/26a?  dollars  per  acre  plus 
four  years'  interest  charges. 

The  Committee  can  not  reach  the  conclusion  that  location  of  this 
rock  fault  determines  a  loss  of  useful  value  as  contemplated  by  the 
regulations.  The  rock  fault  determined  that  a  bad  estimate  had  been 
made  in  fixing  the  consideration  of  purchase.  This  mistaken  value 
lor  tax  purposes  affected  the  true  measure  of  capital  returnable  by 
way  of  depletion.  Article  208,  Regulations  45,  provides  for  the  deter- 
mination of  mineral  contents  of  a  mine.  The  last  sentence  of  the 
article  reads: 

If  subsequent  developmenU  show  a  material  error  In  the  original  estimate,  a 
new  estimate  may  be  made  and  the  capital  remaining  to  be  recovere<1  distributed 
accordingly. 

Hence,  if  this  mine  was  under  production  after  discovery  of  the 
rock  fault,  the  capital  remaining  to  be  recovered  through  depletion 
may  be  distributed  pro  rata  over  subsequeait  years.  If  the  mining 
<^peration  of  this  property  was  discontinued  entirely  in  the  taxaJt^le 
year,  the  deduction  lor  depletion  should  be  taken  in  that  year  so 
that  the  return  of  capital  may  be  complete.  No  interest  on  the 
capital  sum  should  be  considered  in  thi»  computation. 

The  Committee,  therefore,  recommends  that  the  excess  profits  ta36, 
as  determined  \^  proper  revision  under  section  210  of  the  Revenue 
Act,  should  be  applied  to  the  income  of  the  corporation  after  giving 
effect  to  the  items  above  referred  to  as  proper  deductions  from  imeome 
under  articles  208  and  222  of  Begulalioas  45. 


Sectigx  214(a)  10,  Article  210:  Computation  2-21-1588 

of  deduction  for  depletion  of  mineral  de-  T.  D.  310T         ^ 

posits.  ^^ 

Articles    ***210***of  Regulations  45,  are  hereby 

amended  to  read  as  follows: 

******* 

Art.  210.  Computation  of  deduction  for  depbstion  ef  mineral  d^poHU. — («) 
Depletion  attaches  to  the  annual  production  "  according  to  the  i)eculiar  condl- 
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tioiis  of  etch  case  '*  and  when  the  depletion  actually  sustained,  whether  legally 
allowable  or  not,  from  the  basic  date,  equals  the  cost  or  value  on  the  basic  date 
plus  subsequent  aHowable  capital  additions,  no  further  deduction  for  depletion 
will  be  allowed  except  in  consequence  of  added  value^  arising  through  discovery 
or  purchase  (see  articles  202,  203,  204,  and  222). 

(&>  When  the  value  of  the  property  at  the  basic  date  has  been  determined, 
depletion  for  the  taxable  year  shall  be  determined  by  dividing  the  value  remain- 
ing for  depletion  by  the  number  of  units  of  mineral  to  which  this  value  is 
applicable,  and  by  multiplying  the  unit  value  for  depletion,  so  determined,  by  the 
number  of  units  sold  within  tlie  taxable  year.  In  the  selection  of  a  unit  for 
depletion  preference  shall  be  given  to  the  principal  or  customary  unit  or  units 
paid  for  in  the  product  sold. 


Seotion  214  (a)  10,  Abticui  210:  Computation  5-21-1418 

of  deduction  for  depletion  of  mineral  de-  Sol.  Op.  80 

posits. 

INCOME  TAX— SECTION  12(a)   SECOND,  REVENTTB  ACT  OF  1016. 
COMPXJTATIOTf  OF  DEBrCTTOKS  FOR  DEPLETION  OF  A  MiNE  IN  THE  CaSE  OF  A  LESSOB, 

8oucitor'8  Memorandum  1365  Explained. 

The  question  is  raised  as  to  the  proper  construction  to  be  placed 
upon  Solicitor's  Memorandum  1365  (C.  B.  2,  p.  143)  in  so  far  as  it 
relates  to  the  computation  of  deductions  for  depletion  of  a  mine 
allowed  to  a  lessor. 

Section  12(a)  of  the  Revenue  Act  of  1916  provides: 

In  the  case  of  a  corporation  *  •  *  organized  In  the  United  States,  such 
met  income  [taxable  net  income]  sliall  be  ascertained  by  deducting  from  tbe 
gross  amount  of  its  income  recetred  wlthfn  the  year  from  all  sotircee — 

i»  *^  >|r  «  *  «  * 

SecoiKl.  ♦  *  *  (b)  In  the  case  of  mines  a  reasonable  allowance  for 
depletion  tbereof  not  to  exceed  the  market  vahie  in  tbe  mine  of  the  product 
thereof  which  has  been  mined  and  sold  during  the  year  for  which  the  retnm 
and  computation  are  made»  such  reasonable  allowance  to  be  made  in  the  case  of 
both  (a)  and  (b)  under  rules  and  regulations  to  be  prescribed  by  the  Secretary 
of  the  Treasury:  Prfyvided,  That  when  the  allowance  authorized  in  (a)  and  (b) 
shall  equal  the  capital  originally  invested,  or  in  the  case  of  purchase  made  prior 
to  March  first,  nineteen  hundred  and  thirteen,  the  fair  market  value  as  of  that 
date,  no  further  allowance  shall  be  made ;     ♦    ♦    ♦ 

The  inquiry  is  made  in  connection  with  the  following  statement 
of  facts:  A  leases  a  propertjr  to  B  in  1910  at  20  cents  a  ton  for  the 
period  of  10  years.  In  WiZ  it  is  determined  that  th«  property  is  very 
valuable,  and  has  a  large  tonnage  of  ore  which  will  extend  its  life,  ait 
the  probable  rate  of  extraction,  until  1940.  In  1920  A  renews  the 
lease  to  B  for  the  life  of  the  mine  «t  a  royalty  of  $1.00  per  ton. 

In  Solicitor's  Memorandum  1365  it  is  held  that  the  allowable 
deduction  for  depletion  in  that  cctse  under  the  Act  of  September  8, 
1916,  i.  e.,  the  maximum  amount  that  could  be  deducted^  was  to  be 
determined  by  dividing  the  fair  market  value  of  the  entire  body  of 
coal  in  place  on  March  1,  1913,  by  ttie  estimated  content  of  the  mine 
in  tons  and  multiplying  the  result  so  obtained  by  the  mimber  of  tons 
of  coal  taken  out  each  year,  in  accordance  with  article  172^  Kegula- 
tioBS  3^  (revised).  The  lease  there  considered  was  entered  into  June 
12,  1^14.  There  was  bo  evidence  in  the  case  that  the  value  of  the 
coal  in  place  had  increased  between  March  1,  1913,  and  the  date  of 
the  making  of  the  lease,  and  it  was  stated  that  the  lease^  which  was  ^ 
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for  the  term  of  10  years,  was  conterminous  with  the  life  of  the  mine. 
The  decision  was  based  upon  these  facts  and  was  clearly  correct. 

Section  12(a)  Second  (b)  of  the  Revenue  Act  of  1916  provides  for 
a  deduction  in  the  case  of  mines  of  a  "  redsonahle  allotaance  for  de- 
pletion *  *  ♦  not  to  exceed  the  market  value  in  the  mine."  It 
IS  clear  from  this  language  that  it  was  not  the  intent  of  Congress 
that  an  owner  of  a  mine  who  had  leased  it  for  a  fixed  royalty,  thus 
putting  a  limit  upon  the  amount  which  he  could  receive  in  any  event, 
should  recover  all  the  value  of  the  ore  in  place  as  of  the  basic  date, 
but  only  that  he  should  be  allowed  a  deduction  for  depletion  to  the 
amount  of  his  interest  in  the  ore  extracted,  not  In  excess  of  the  cost 
of  the  mine  or  its  fair  market  value  as  of  March  1,  1913. 

In  the  case.now  presented  the  value  of  A's  interest  as  of  MaiK^h  1, 
1913,  in  the  ore  in  the  mine  was  the  present  worth  as  of  that  date  of 
his  royalties  of  20  cents  per  ton,  obtained  by  multiplying  the  royalty 

Ser  ton  by  the  number  of  tons  probable  extraction  by  the  lessee  ana 
iscounting  the  product  for  the  remaining  life  of  the  lease,  plus  the 
value  of  the  ore  which  would  be  left  in  the  mine  at  the  termination 
of  the  lease.  The  fair  market  value  of  the  ore  in  the  mine  as  of 
March  1,  1913.  having  been  determined,  "a  reasonable  allowance" 
to  the  lessor  tor  depletion  under  such  lease  was  the  then  present 
worth  of  his  royalties,  provided  this  did  not  exceed  such  fair  market 
value.  Upon  the  renewal  of  the  lease  in  1920  for  the  remaining 
life  of  the  mine  the  lessor's  interest  in  the  capital  sum  will  again 
be  represented  by  the  royalties  stipulated  to  be  paid,  capitalized  and 
discounted  as  above,  and  this  present  worth  divided  by  the  estimated 
mineral  content  of  the  mine  at  the  date  of  the  lease  will  equal  the 
unit  of  depletion  which,  multiplied  by  the  number  of  tons  extracted 
in  any  year,  will  give  the  allowable  deduction  for  depletion  for  such 
year,  provided  always  that  such  deduction  does  not  exceed  the  value 
as  of  March  1,  1913,  of  the  ore  extracted  during  such  year. 

The  above  ruling  is  not  understood  to  modify  the  conclusion 
reached  in  Solicitor's  Memorandum  1365,  but  only  to  apply  the 
principle  therein  laid  down  to  the  different  facts  here  presented. 

Carl  A.  Mapes, 

Solicitor  of  Intern^  Revenue, 


Section  214(a)   10,  Article  215:  Depletion:  2-21-1388 

adjustments  of  accounts  based  on  bonus  or  T.  D.  3107 

advanced  rovaltv. 

Articles     ♦     ♦     ♦     215     *     *     •     of  Regulations  45   are   hereby 

amended  to  read  as  follows : 

******* 

Art.  21.^».  Drplction:  a^Jjttsfmcnis  of  accounts  batted  on  fK>*»M/»  or  atlranced 
royalty. —  (a)  Where  a  lessor  receives  n  bonus  or  other  sum  in  addition  to 
royalties,  such  bonus  or  other  sum  shall  be  regarded  as  a  return  of  capital  to 
the  lessor,  but  only  to  the  extent  of  the  capital  remaining  to  be  recovered 
through  depletion  by  the  lessor  at  the  date  of  lease.  If  the  bonus  exceeds  the 
capital  remaining?  to  be  recovered,  the  excess  and  all  the  royalties  thereafter 
received  will  be  income  and  not  depletable.  If  the  bonus  is  less  than  the  capital 
remaining:  to  be  recovered  by  the  lessor  through  depletion,  the  difference  may 
l>e  recovered  through  depletion  deductions  based  on  the  royalties  thereafter 
rei'elved.  The  bonus  or  other  sum  paid  by  the  lessee  for  a  lease  made  on  or 
after  March  1,  1913,  will  be  his  value  for  depletion  as  of  date  of  acquisition. 
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# 
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(6)  Where  the  owner  has  leased  a  mineral  property  for  a  term  of  years  with 
a  requirement  in  the  lease  that  the  lessee  shall  extract  and  pay  for,  annually, 
a  specifletl  number  of  tons,  or  other  agre*»d  units  of  measurement,  of  such  min- 
eral, or  shall  pay,  annually,  a  specified  sum  of  money  which  shall  be  applied  in 
payment  of  the  purchase  price  or  royalty  per  unit  of  such  mineral  whenever 
the  same  shall  thereafter  be  extracted  and  removed  from  the  leased  premises, 
the  value  in  the  ground  to  the  lessor,  for  purposes  of  depletion,  of  the  number 
of  units  so  paid  for  in  advance  of  extraction  will  constitute  an  allowable  de- 
duction from  the  gross  income  of  the  year  in  which  such  payment  or  payments 
shall  be  made ;  but  no  deduction  for  depletion  by  the  lessor  shall  be  claimed  or 
allowed  in  any  subsequent  year  on  account  of  the  extraction  or  removal  in  such 
year  of  any  mineral  so  paid  for  in  advance  and  for  which  deduction  has  once 
been  made. 

<o)  If  for  any  reason,  any  such  mineral  lease  shall  be  terminated  or  aban- 
doned before  the  mineral  which  has  been  paid  for  in  advance  has  been  ex- 
tracted and  removed,  and  the  lessor  repossesses  the  leased  property,  the  lessor 
shall  adjust  his  capital  accounts  by  restoring  to  the  capital  sum  of  the  property 
the  depletion  deductions  made  in  prior  years  on  account  of  royalties  on  mineral 
imid  tor  but  not  removed,  and  his  income  account  shall  be  adjusted  so  as  to  in- 
clude the  amount  so  restored  to  capital  sum  as  income  of  the  year  such  lease  is 
terminated  or  the  property  repossessed,  and  the  tax  thereon  paid. 

(d)  Upon  the  expiration,  termination,  or  abandonment  of  a  lease,  without 
the  removal  of  any  or  all  of  the  mineral  contemplated  by  the  lease,  the  lessor 
shall  be  required  to  restore  to  capital  account  so  much  of  the  bonus  received 
and  deducted  from  capital  recoverable  through  depletion  as  is  in  excess  of 
the  actual  depletion  or  loss  in  value  sustained  as  a  result  of  the  operations 
under  the  lease  and  the  corresponding  amount  will  be  income  for  the  year  in 
which  the  lease  expires,  terminates,  or  Is  abandoned. 
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and  depreciation  accounts  on  books.  T.  D.  3107 

Articles  ♦  »  *  216  *  *  *  of  Begulations  45  are  hereby 
amended  to  read  as  follows : 

«  4c  «  «  •  «  i|c  * 

Abt.  216.  Depletion  and  depreciation  accounts  on  hooks. — Every  taxpayer 
claiming  and  making  a  deduction  for  depletion  and  depreciation  of  mineral 
property  sh^li  keep  accurate  ledger  accounts  in  which  shall  be  charged  the 
fair  market  value  as  of  March  1,  1913,  or  within  tliirty  days  after  the  date  of 
discovery,  or  the  cost,  as  the  case  may  be,  (o)  of  the  mineral  deposit  and  (6) 
of  the  plant  and  equipment,  together  with  subsequent  allowable  capital  additions 
to  each  account.  These  accounts  shall  thereafter  be  credited  annually  with 
the  amounts,  whether  legally  allowable  or  not,  of  the  depreciation  and  depletion 
sustained,  or  the  amounts  of  the  depreciation  and  depletion  sustained  shall 
be  cre<lited  to  depletion  and  depreciation  resen-e  accounts,  to  the  end  that 
when  the  sum  of  the  cretlits  for  depletion  and  depreciation  equals  the  value  or 
cost  of  the  property  plus  subsequent  allowable  capital  additions  no  further 
deduction  for  depletion  and  depreciation  with  respect  to  the  property  shall  be 
allowed. 


Section  214(a)  10,  Article  217:  Statement  to  2-21-1388 

be  attached  to  return  when  depletion  or  de-  T.  D.  3107 

preciation  of  mineral  property  is  claimed. 

Articles    *     *     *     217    ♦     *     *    of  Regulations  45  are  hereby 
amended  to  read  as  follows : 

*  ♦  «  *  *  «  4> 

Akt,  217.  Statement  to  he  attached  to  return  when  depletion  or  depredation 
of  mineral  property  is  claimed, — (a)  To  the  return  of  every  taxpayer  claiming 
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a  deduction  for  depletion  or  depreciation  there  shall  be  attached  a  statement 
ajetting  forth  with  respect  to  each  mineral  property  <1)  whether  taxpityer  is 
a  fee  owner,  lessor,  or  lessee ;  (2)  the  date  of  acquisition,  and  if  under  lease  its 
exact  terras  and  date  of  expiration;  (3)  the  cost  of  the  property  stating  the 
amount  paid  to  each  vendor  with  his  name  and  address;  (4)  the  basic  date 
at  which  the  proi.>erty  is  valued;  (5)  the  value  of  the  property  on  the  basic 
date  with  a  statement  of  the  precise  method  by  wliich  it  was  determined;  (6) 
the  value  of  the  surface  of  the  land  for  purposes  other  than  mineral  production ; 
(7)  the  estimated  number  of  units  of  mineral  at  the  basic  date,  with  an 
explanation  of  the  method  used  in  the  estimation,  and  an  average  analysis 
which  will  indicate  the  quality  of  the  mineral  valued;  (8)  the  number  of  units 
sold  during  the  year  for  which  the  return  Is  made;  (9)  the  gross  and  net  income 
derived  from  the  sale  of  mineral;  (10)  the  ^mounts  deducted  for  depletion; 
(11)  the  amounts  sustained  on  account  of  depletion  or  on  account  of  depre- 
ciation stated  separately  from  the  basic  date  to  the  taxable  year;  and  (12) 
any  other  data  which  will  be  helpful  in  determining  the  reasonableness  of  the 
deductions  claimed  in  the  return. 

(6)  To  the  return  of  every  taxpayer  claiming  a  deduction  for  depletion  in 
respect  of  (1)  property  in  which  he  owns  a  fractional  interest  only,  or  (2) 
a  leasehold,  or  (3)  property  subject  to  Tease,  there  shall  also  be  attached  a 
statement  setting  forth  the  name  and  address  and  the  precise  nature  of  the 
holding  of  each  person  interested  in  the  property,  and  every  lessor  shall  attach 
to  his  return  an  affidavit  stating,  as  of  the  date  of  filing  the  return,  whether 
the  lease  involved  is  still  in  effect  during  the  year  covered  by  the  return,  ami 
if  not  still  in  effect  when  it  was  terminated  and  for  what  reason  and  whether 
the  lessor  has  repossessed  the  property. 
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of  mines.  T.  D.  3107 

Articles    *     ♦     *    219     *     *     *    of  Regulati<His  45,  are  hereby 

amended  to  read  as  follows : 

******* 

Art.  219.  Discovery  of  mines, — (a)  To  entitle  a  taxpayer  to  a  yaluation  of 
his  property  for  tlie  purpose  of  depletion  allowances,  by  reason  of  the  discovery 
of  a  mine  on  or  after  March  1,  1913,  the  discovery  must  be  made  by  the  tax- 
payer after  that  date  and  must  result  in  the  fair  market  value  of  the  property 
becoming  disproportionate  to  the  cost.  The  fair  market  value  of  the  property 
will  be  deemed  to  have  become  disproportionate  to  the  cost  when  the  newly  dis- 
covered mine  contains  mineral  in  such  quantity  and  of  such  quality  as  to  aftord 
a  reasonable  expectation  of  return  to  the  taxpayer  of  an  amount  materially  in 
excess  of  the  capital  expended  In  making  such  discovery  plus  the  cost  of  future 
development,  equipment,  and  exploration. 

{b)  For  the  purpose  of  these  sections  of  the  Act  a  mine  may  be  said  to  be 
discovered  when  (1)  there  is  found  a  natural  deposit  of  mineral,  or  (2)  there  is 
disclosed  by  drilling  or  exploration,  conducted  above  or  below  gn)und,  a  mineral 
deposit  not  previously  known  to  exist  and  so  improbable  that  it  had  not  beeii, 
and  could  not  have  been,  included  in  any  previous  valuation  for  the  purpose  of 
depletion,  and  which  in  either  case  exists  in  quantity  and  grade  sufficient  to 
justify  commercial  exploitation.  The  discovery  must  add  a  new  mine  to  those 
previously  known  to  exist  and  can  not  be  made  within  a  proven  tract  or  lease 
as  defined  in  paragraph  (/")  infra. 

(c)  In  determining  whether  a  discovery  entitling  the  taxpayer  to  a  valuation 
has  been  made,  the  Commissioner  will  take  into  account  the  peculiar  conditions 
of  each  case ;  but  no  discovery,  for  the  purposes  of  valuation,  can  be  allowed, 
as  to  ores  or  minerals,  such  as  extension  of  known  ore  bodies,  that  have  been  or 
should  have  been  included  in  "probable"  or  ** prospective ""  ore  or  mineral,  or 
in  any  other  way  comprehended  in  a  prior  valuation,  nor  as  of  a  date  subse- 
quent to  that  when,  fn  fact,  discovery  was  evident,  when  delay  by  the  taxpayer 
in  making  claim  therefor  has  resulted  or  will  resalt  in  exces^ve  allowances  for 
depletion. 
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(d)  The  value  of  the  property  claimed  as  a  result  of  a  discovery  must  be  the 
fair  market  value,  as  defined  1h  article  206,  based  on  what  is  evident  within 
thirty  days  after  the  commercially  valuable  character  and  extwit  of  the  dis- 
covered deposits  of  ore  or  mineral  have  with  reasonable  certainty  been  estab- 
lished, determined,  or  proved. 

(e)  After  a  bona  fide  discovery  the  taxpayer  shall  adjust  his  captial  and  de- 
pletion accounts  in  accordance  with  articles  206,  208,  and  210,  and  shall  submit 
such  evidence  as  to  establish  his  right  to  a  revaluation,  covering  the  conditions 
and  circumstances  of  the  discovery  and  the  size,  character,  and  location  of  the 
discovered  deposit  of  mineral,  the  value  of  the  property  at  the  prior  basic  date, 
the  cost  of  discovery,  and  its  development,  equipment  and  esploitatlcoi,  its  value 
and  the  particular  jnethod  used  in  the  determination. 

(f)  In  the  case  of  a  miue,  a  "proven  tract  or  lease"  includes,  but  Is  not 
necessarily  limited  to,  the  mineral  deposits  known  to  exist  in  any  known  mint" 
at  the  date  as  of  which  such  mine  was  valued  for  purposes  of  deletion,  and 
all  extensions  thereof,  including  "  probable  "  and  "  prospective  "  ores  considered 
as^  a  factor  ia  the  determination  of  their  value  or  cost. 


Section  214(a)    10,  Arucle  222:  Allowable  2-21-1388 

capital  additions  in  case  of  mines.  T.  D.  3107 

Articles  ♦  ♦  ♦  222  *  *  *  of  Regulations  45,  are  hereby 
amended  to  read  as  follows : 

*  •  *  «  *  *  « 

Abt.  222.  AWnoable  empUal  oddUionM  in  case  of  mmes. — (a)  All  expe&ditnres 
for  development,  rent,  and  royalty  in  exeess  of  receipts  from  minerals  sold 
shall  be  charged  to  capital  account  recoverable  through  depletion,  while  the 
mine  is  in  the  development  stage.  Thereafter  any  development  which  adds 
value  to  the  mineral  deposit  l)ey(»id  the  current  year  shall  be  carried  as  a 
deferred  charge  asd  apportioned  and  deducted  as  operating  expense  in  the 
years  to  wlilch  it  is  applicable. 

(b)  Ail  expenditures  for  plant  and  equipment  shall  be  charged  to  ca|>ltal 
account  recoverable  through  depreciation,  while  the  mine  is  in  the  development 
slate.  Thereafter  the  cost  of  major  items  of  plant  and  eQuiimieut  shall  be 
capitalized,  but  the  cost  of  minor  items  of  equipment  and  i^nt,  necessary  to 
maintain  the  normal  output,  and  the  cost  of  replacement  may  be  charged  to 
current  expense  of  operation. 


Section  214(a)  10,  Article  223:  Charts  to  6-21-1434 

capital  and  to  expense  in  the  case  of  oil  and  O.  D.  796 

gas  wells. 

A  corporation,  beginning  with  the  year  1918,  deducted  such  inci- 
dentaJ  expenses  as  wages,  fuel,  repairs,  hauling  etc.^  in  connection 
with  the  expk)rati<H:i  of  property,  drilling  of  weUs,  etc.,  as  operating 
expenses.    From  June  1,  1916,  to  December  31,  1917,  inclusive,  such 

expenditures  were  charged  to  the  capital  account.  The  question  is 
presented  as  to  whether  such  expenditures  for  the  period  stated 
may  now  be  charged  as  operating  expenses. 

Held,  that  since  the  corporation  m  1916  and  1917  exercised  its 
option  of  charging  such  expenditures  to  capital  account,  it  may 
not  now  amend  its  returns  coyering  such  period  by  transferring 
such  items  to  operating  expenses. 
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Section  214(a)  10,  Article  223:  Charges  to  10-21-1498 

capital  and  to  expense  in  the  case  of  oil  and  A.  B.M.  110 

gas  wells. 

Held,  that  under  article  223,  Regulations  45,  the  ezerdse  by  a 
taxpayer  of  his  option  to  charge  cost  of  drilling  wells  to  op^ ations 
precludes  a  revision  of  the  accounts  to  treat  such  items  as  capital 
expenditures. 

Tlie  Committee  has  had  under  consideration  a  request  from  the 
Income  Tax  Unit  for  an  opinion  as  to  whether  the  labor  cost  of  drill- 
ing gas  wells  charged  to  expenses  prior  to  January  1,  1920,  by  the 
M  Company,  may  now  be  charged  to  capital  in  accordance  with  the 
requirements  of  the  Public  Service  Commission  of  Pennsylvania 
effective  January  1,  1920. 

I^'^nder  article  841,  Regulations  45,  additions  to  surplus  may  be 
made  where  additions  to  plant  and  equipment  or  other  capital 
charges  have,  hi  error,  been  charged  off  in  prior  years  as  an  expense. 
Amended  returns  are  required. 

The  action  of  the  Public  Service  Commission  of  Pennsylvania  in 
prescribing  accounting  regulations  as  of  January  1,  1920,  does  not 
affect  the  option  exercised  by  taxpayer  in  prior  years.  These  regu- 
lations outlined  a  definite  accountmg  policy  thereafter  to  be  adopted 
and  which,  accordingly,  will  thereafter  be  recognized  by  the  Internal 
Revenue  Bureau.  These  regulations  are  not  conclusive  that  the  prac- 
tice of  the  company  theretofore'was  in  error. 

Article  223  of  Kegulations  45  provides  that : 

Such  incidental  exi>enses  as  are  paid  for  wages,  fuel,  repairs,  hauling,  etc.,  in 
connection  with  the  exploration  of  the  property,  drilling  of  wells,  building  of 
pilie  lines,  and  development  of  the  property  may  at  the  option  of  the  taxpayer 
be  deducted  ns  an  operating  expense  or  charged  to  the  capital  account  return- 
able through  depletion.  If  in  exercising  this  option  the  taxpayer  charges  these 
Incidental  expenses  to  capital  account,  in  so  far  as  such  expense  is  represented 
by  physical  property  it  may  be  tak^i  into  account  in  determining  a  reaisonable 
allowance  for  depreciation.  The  cost  of  drilling  nonproductive  weUs  may  at 
the  option  of  the  operator  be  deducted  from  gross  Income  as  an  operating  ex- 
pense or  charged  to  capital  account  returnable  through  depletion  and  depred- 
ation as  in  the  case  of  productive  wells.  An  election  once  made  under  this 
option  wiU  control  the  taxpayer's  returns  for  all  subsequent  years. 

This  regulation  disposes  of  the  question  for  years  prior  to  January 
1,  1920,  because  it  recognizes  the  two  methods  of  accounting  and 
determines  that  the  option  exercised  must  control  the  taxpayer's 
returns  for  all  subsequent  years. 

The  Committee,  accordingly,  is  of  the  opinion  that  where  the  labor 
cost  for  drilling  wells  has  been  charged  to  operating  expenses  under 
the  taxpayer's  option,  article  223  of  Regulations  46  precludes  a  re- 
vision of  the  accounts  to  treat  such  items  as  capital  expenditures. 


Section  214(a)  10,  Article  224:  Depreciation  2-21-1388 

in  the  case  of  mines.  T.  D.  3107 

Articles     *     *     *     and  224  of  Regulations  45  are  hereby  amended 
to  read  as  follows : 


AnT.  224.  Depreciation  in  the  case  of  mines. —  (a)  The  Act  provides  that  de- 
ductions for  depreciation  of  improvements  "  according  to  the  iieculiar  conditions 
in  each  case  '*  may  be  taken  by  a  taxpayer  owning  or  leasing  mining  property. 
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This  is  deemed  to  include  exhaustion  and  wear  and  tear  of  the  property  used 
in  mining  of  deposits,  comprising  a  reasonable  allowance  for  obolescence.  ( See 
articles  161-171.) 

(6)  It  shall  be  optional  with  the  taxpayer,  subject  to  the  approval  of  the 
Commissioner,  (1)  whetlier  the  value  of  the  mining  property  plus  allowable 
capital  additions  but  minus  estimated  salvage  value  shall  be  recovered  at  a 
rate  established  by  current  exhaustion  of  mineral,  or  (2)  whether  the  value 
of  the  mineral  deposit  on  the  basic  date  plus  allowable  capital  additions  shall 
be  recovered  through  depletion  and  the  cost  of  plant  and  equipment  less  the 
estimated  salvage  value  shall  be  recovered  by  reasonable  charges  for  deprecia- 
tion (see  article  161)  at  the  rate  determined  by  its  physical  life  or  its  economic 
life  or,  according  to  the  peculiar  conditions  of  the  case,  by  a  method  satisfac- 
tory to  the  Commissioner. 

(c)  The  estimated  physical  life  of  a  plant  or  unit  thereof  (including  build- 
ings, machinery,  apparatus,  roads,  railroads,  and  other  equipment  and  improve- 
ments whose  principal  use  is  in  connection  with  the  mining  or  treatment  or 
other  necessary  handling  of  mineral  products)  may  be  defined  as  the  estimated 
time  such  plant  or  unit,  when  given  proper- cure  and  repair,  can  be  continued 
in  use  despite  physical  deterioration,  decay,  wear  and  tear. 

(d)  The  estimated  economic  life  of  a  plant  or  unit  thereof  is  the  estimated 
time  during  which  the  plant  or  unit  may  be  utilized  effectively  and  economically 
for  its  intended  purposes  and  may  be  limited  by  the  life  of  the  property  or  of 
that  portion  .of  the  mineral  deposits  whicli  it  serves,  but  can  never  exceed  the 
physical  life. 

(e)  Any  difference  between  the  salvage  value  of  plant  and  (Kiuipment  and  the 
sum  remaining  to  be  recovered  through  depreciation  at  the  termination  of 
mining  operations  shall  be  returned  as  profit  or  loss  in  the  year  in  which  it  Is 
realized. 

if)  "Nothing  in  these  regulations  shall  be  interpreted  as  meaning  that  the 
value  of  a  mining  plant  and  equipment  may  be  reduced  by  depreciation  deduc- 
tions to  a  sum  below  the  value  of  the  salvage  when  the  property  shall  have  be- 
come obsolete  or  shall  have  l>een  abandoned  for  the  purpose  of  mining.  In 
estimating  the  salvage  value  of  the  equipment  at  the  end  of  its  estimated 
economic  life  due  consideration  may  be  given  to  its  specialized  character  and 
the  cost  of  dismounting  and  dismantling  and  transporting  it  to  market. 

iff)  Nothing  in  these  regulations  shall  be  interpreted  to  permit  exi)enditures 
charged  to  expense  in  any  taxable  year  or  any  part  of  the  value  of  land  for 
imi-poses  other  than  mining  to  be  recovered  through  depletion  or  depreciation. 


Section   214(a)  10,   Article  228:  Capital   re-  9-21-1480 

coverable  through  depletion  allowance  in  the  A.  R.M.lll 

case  of  timber. 

Recommended,  in  the  case  of  the  M  Company,  that  certain  con- 
tracts, under  which  timber  was  acquired  from  the  N  Company, 
grant  only  a  license  to  the  M  Company  to  enter  and  remove  timber 
and  that  the  status  of  the  company  is,  therefore,  that  of  a  lessee 
for  the  purpose  of  determining  Its  right  to  depletion. 

The  Committee  has  had  under  consideration,  at  the  request  of  the 
Income  Tax  Unit,  the  construction  of  certain  contracts  under  which 
the  M  Company  acquired  timber  from  the  N  Company  under  two 
contracts,  drawn  up  in  similar  form,  dated  1911  ancf  1915.  The 
question  has  arisen  m  connection  with  the  determination  of  depletion 
to  which  the  M  Company  is  entitled  and  as  to  whether  these  contracts 
are  to  be  considered  as  leases  or  as  sales  of  timber. 

The  question  has  been  submitted  to  the  Solicitor  of  Internal 
Revenue  and  his  opinion  is  as  follows : 

Umler  the  laws  of  most  States  standing  timber  Is  real  property. 

Paragraph  15  of  section  17  of  the  West  Virginia  Code  (1916)  provides  that: 

The  word  **  land  "  or  **  lands  **  and  uhe  words  **  real  estate  "  or  "  real  prop- 
erty" include  lands,  tenements  and  hereditaments,  and  all  rights  thereto  and 
interest  therein  except  chattel  interests. 


t  214(a)  10]  202 

Paragraph  16  of  the  same  section  provides  that : 

The  words  "  personal  estate "  or  "  personal  property "  iDClnde  goods*  diat- 
tels — real  and  personal,  money  credits,  investments  and  the  evideaces  thereof. 

Section  39  of  the  West  Virginia  Code  relating  to  "Assessment  of  land  of  dif- 
ferent owners ;  mineral  and  timber  lands,"  provides  in  part  that  "  whenever 
any  pei*son  becomes  the  owner  of  the  surfatoe,  and  another  or  others  become 
the  owner  ♦  •  ♦  of  the  timber  thereon,  the  assessor  shall  assess  such  re- 
Sjpectlve  estates  to  the  respective  owners  thereof  at  their  true  and  actual  value, 
*  ♦  ♦."  West  Vli-ginia,  in  which  State  the  timber  in  question  is  located, 
therefore,  follows  the  g^ieral  rule  as  to  tlie  nature  of  standing  timber ;  and  the 
rules  relative  to  the  sale  of  personal  property  are,  for  the  most  part,  not  ap- 
plicable to  a  conveyance  of  real  property. 

The  contract  of  1911,  between  the  N  Company  aad  the  M  Company  which, 
in  the  fH-o visions  here  essential  to  be  considered,  was  not  modified  by  certain 
later  amendments,  contains  the  following : 

Thiju>.  The  said  party  of  the  second  part  will  pay  to  the  party  of  the  first 
part  for  the  timber  sold  thei*eunder  the  following  rates  per  thousand  feet 
board  measure: 

For  the  merchantable  lumber  cut  from  the  poplar,    *     ♦     • ; 

For  the  merchantable  lumber  cut  from  the  white  oak,     *     *     * ; 

For  the  merchantable  lumber  cut  from  the  chestnut  trees    •     •     ♦; 

For  the  merchantable  lumber  cut  from  the  hemlock  trees    ♦     •     * ; 

For  the  merchantable  lumber  cut  from  the  plain  walnut  trees    ♦     ♦     ♦ ; 
*    '  *  *  *  *  *  « 

Fifth.  ♦  *  ♦  It  is  understood  and  agreed  that  tlie  said  party  of  the  first 
part  only  grants  to  the  said  party  of  the  second  part  the  right  to  cut,  manu- 
facture, and  remove  the  timber  and  trees  mentioned  in  the  former  part  of  this 
article  fifth,     *     *     *, 

Ninth.  The  party  of  the  second  part  further  covenants  and  agrees  that  It 
will  not  mortgage,  nor  will  it  assign,  convey,  or  set  over  its  interest  In  whole 
or  in  part.  In  this  contract,  or  any  part  thereof,  to  any  person  or  persons  whom- 
soever or  corporation  whatsoever  for  any  time  whatsoever  without  the  license 
or  consent  of  tlie  party  of  the  first  part,  its  successors  or  assigns,     *     ♦     ♦. 

Tenth.  In  the  event  of  the  party  of  the  second  part  at  any  time  hereafter 
refusing  or  omitting  to  make  any  payment  or  payments  at  the  place  herein 
provided,  when  and  as  the  same  shall  become  due  and  payable,  or  failing  to 
keep  or  perform  any  other  of  the  covenants  or  stipulations  hereinbefore  men- 
tioned and  provided  for,  and  if  su<?h  omission,  failure,  or  default  in  any  of  the 
above-mentioned  cases  shall  continue  for  a  period  of  sixty  (60)  days  after 
notice  in  writing  duly  given,  then,  in  any  or  either  of  such  events,  the  party 
of  the  first  part  may — 

1.  Proceed  by  proper  action  or  actions,  either  at  law  or  in  equity,  to  enforce 
the  performance  of  such  covenant  or  stipulation    ♦     •     ♦. 

2.  Or,  by  notice  in  writing  to  the  party  of  the  second  part,  determine  this  con- 
tract and  the  rights  of  the  party  of  the  second  part  hereunder,  and  thereupon 
all  interest  of  the  party  of  the  second  part  in  the  timber  (ineluding  timber  cut 
or  manufactured  and  not  removed  from  the  premises)  covered  by  this  con- 
tract,    *     *     ♦     shall  cease  and  determine     •     ♦     *. 

Foubteenth.  The  party  of  the  second  part  shall  be  permitted  at  any  time, 
at  its  option,  to  manufacture  out  of  slabs  or  other  waste  portions  of  logs  ami 
trees  taken  by  it  on  lands  n<>t  abandoned  by  it,  or  at  the  mill,  any  shingles  or 
railroad  ties  (but  not  including  switch  ties  or  street  railway  ties)  and  take 
bark  from  any  of  the  timber  and  shall  pay  for  the  said  shingles,  railroad  cross- 
ties,  or  bark,  x  per  cent  of  the  amount  received  for  the  sale  of  the  same  f.  o.  b. 
cars  at  tbe  mill ;     *     *     •. 

Fifteenth.  It  is  understood  and  agreed  by  and  between  the  parties  hereto 
that  the  said  party  of  the  first  part  shall  retain  title  to  each  of  said  trees, 
whether  standing  or  cut  or  manufactured,  until  all  such  trees  sold  hereunder 
shall  have  been  paid  for  in  full  by  tlie  said  party  of  the  second  part 

Sixteenth.  The  said  party  of  the  second  part  shall  have  until  December  31, 
1920,  in  which  to  cut  and  remove  the  timber  sold  by  this  contract  (unless  this 
ctmtraet  shall  be  socmer  terminated  under  the  provisions  thereof),  and  any 
trees  not  cut  on  that  date,  or  at  the  date  of  the  sooner  termination  of  this 
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contract,  shall  revert  to  and  become  the  property  of  the  party  of  the  first  part, 
notwithstanding  the  fact  tlKit  those  trees  may  have  been  pftid  for  by  the  party 
of  the  second  part,  and  this  contract  and  any  and  aJI  rights  of  the  party  of 
the  second  part  tiieieoBder  shallt  on  the  above  date,  cease  aiMi  determine. 

The  agreement  of  lftt2  extended  the  time  in  which  the  timber  might  be  cut 
and  removed  imder  the  above  contract  to  December  31, 1926. 

From  the  above  jjr^nfsiims  it  Is  clear  that  the  effect  of  the  contract  in  ques- 
tion was  only  to  convey  to  the  M  Company  tlie  title  to  the  nierehantsWe  lumber 
cut  and  removed  and  fully  paid  for  np  to  December  31,  1925.  It  was  in  no 
sense  a  sale  of  standing  timber,  but  only  a  license  to  enter  and  remove  the 
lumber  covered  by  the  contract  upon  paying  therefor  in  full.  The  status  of  the 
lomber  eompany,  thiMreforer  la  tbat  of  a  lessee  for  the  purpose  of  determining 
Its  right  to  depletion. 

The  Committee  is  in  accord  with  the  opinion  of  the  Solicitor* 


SECTION  214(a)  11.— DEDUCTIONS  ALLOWED: 
CHAEITABLE  CONTRIBUTIONS. 

Section  fl4(a)  11,  Aimci*  251 :  Charitable  6-^21-1435 

contributions.  A.  R.  R.  379 

(Also  Section  231,  Article  517.) 

The  Committee  has  had  under  consideration  the  appeal  of  the 
executors  ,oi  the  estate  of  A,  dec4^^sed.  from  the  action  of  the  Unit 
in  disallowing  a  dechictian  claimed  in  A's  personal  income  tax  return 
for  the  year  1917,  to  cover  a  contribution  made  to  the  Citizens  Club 
of  Y.  The  executors  in  maloBg  their  appeal  contend  that  the  club 
is  a  charitable  and  educational  ori^anization  and  that  "  the  activities 
of  said  Citizens  Club^  the  facilities  furnished  to  its  members,  and 
the  purposes  acecmiplished  by  it  are  similar  to  those  accompKshed 
by  the  x .  M.  C.  A..^  except  in  so  far  as  the  Y.  M.  C.  A.  is  a  religious 
organization^"  and  that  for  income  tax  purposes  contributions  made 
to  the  club  are  deductible  for  substantially  the  same  reasons  that 
contributions  to  the  Y.  M.  C.  A.  are  deductible. 

From  the  records  in  the  case  it  appears  that  the  Citizens  Club  is 
an  unincorporated  association  founded  in  1914  by  A,  now  deceased, 
who  donated  to  the  club  the  buildings  and  property  now  occupied 
hy  it,  and  during  his  lifetime  made  contributicms  toward  its  support. 
The  club  derives  income  from  its  annual  membership  fees,  from 
rental  of  its  auditorium  and  music  hall,  amounts  collected  at  its 
candy,  cigar,  and  fruit  counters,  soft-drink  fountains,  dining  room, 
pool  tabl^  and  bowling  alleys,  and  other  minor  sources.  The  club 
has  never  be^ri  self-supporting,  the  deficit  of  each  year  being  met 
by  contributions  made  by  the  Citizens'  Aid  Society  and  by  A.  The 
appellants  contend  that  the  club  is  a  charitable  organization  for 
the  reason  that  "  it  furnishes  to  its  members  facilities  for  which  they 
do  not  pay  more  than  one-fifth  of  the  cost."  Their  contention  that 
the  duo  is  also  an  educational  association  is  apparently  based  upon 
the  fact  that  it  maintains  an  educational  committee  for  the  purpose 
of  conducting  evening  classes,  lectures,  debates,  open  forum  meet- 
ing, and  Sunday  fireside  talks. 

Paragraph  9,  section  5  of  the  Revenue  Act  of  1916,  as  amended 
by  the  Revenue  Act  of  1917^  and  section  214(a)  11  of  the  Revenue 
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Act  of  1918,  exprefisly  provide  that  a  corporation  or  association, 
contributions  to  which  are  allowable  deductions,  must  not  only  be 
operated  exclusively  for  religious,  charitable,  scientific,  or  educa- 
tional purposes,  but  that  it  must  also  be  organized  as  such.  The 
records  in  the  case  show  that  the  Citizens  Club  is  not  a  religious 
organization,  and  it  does  not  claim  to  be  scientific.  The  only  ques- 
tion remaining,  therefore,  is  whether  it  was  organized  and  is  oper- 
ated exclusively  for  charitable  or  educational  purposes. 
.  Article  2  of  the  constitution  and  by-laws  of  the  Citizens  Club  reads 
as  follows : 

Section  1.  The  object  for  which  this  club  is  organized  is  the  civic,  social,  and 
moral  betterment  of  its  members  and  the  promotion  of  every  enterprise  that 
conserves  the  well-being  of  the  community.  It  shall  provide  an  opportunity 
for  social  contact  for  men  irresi>ective  of  economic  conditions  and  religious  and 
political  convictions.  Its  purpose  Is  to  promote  good  citizenship,  and  as  an  aid 
in  making  effectual  this  purpose  the  following  principles  are  stated : 

Section  2.  The  club  shall  be  self-governing. 

Section  3.  The  club  shall  promote  educational  and  cultural  activities  which 
shall  provide  such  Information  and  facts  as  will  better  enable  Its  constituency 
to  form  accurate  and  unbiased  judgments  on  public  questions.  The  club  shall 
also  promote  amateur  athletics  and  recreational  activities  and  shall  aim  to 
develop  a  spirit  of  clean  fellowship  and  fair  play  among  its  members. 

Section  4.  The  club  may  provide  at  any  time  an  opportunity  for  the  discus- 
sion, without  bias  or  fayor,  of  any  public  question  or  civic  problem,  and  any 
presentation  of  any  theory  or  statement  of  a  social,  religious,  political,  or  eco- 
nomic nature  shall  always  be  subject  to  a  presentation  of  a  contrary  opinion. 
However,  the  club  as  an  institution  shall  not  lend  Its  Influence  or  support  to 
any  particular  political,  s^iclal,  economic,  or  religious  propaganda,  nor  shidl 
any  organization  which  seeks  to  disseminate  such  propaganda  have  Its  head- 
quarters In  the  Citizens  Club. 

It  is  apparent  from  the  above-quoted  article  that  the  primary 
objects  sought  to  be  attained  by  the  organization  and  operation  of 
the  club  are  the  ^^  civic,  social,  and  moral  betterment  of  its  members 
and  the  promotion  of  every  enterprise  that  concerns  the  well-being 
of  the  community,"  the  "  promotion  of  educational  and  cultural  ac- 
tivities which  shall  provide  such  information  and  facts  as  will  better 
enable  its  constituency  to  form  accurate  and  unbiased  judgment  of 
public  questions,"  and  also  the  promotion  of  athletic  and  recreational 
Activities.  The  club  is  not  shown  to  have  been  organized  for  the  pur- 
pose of  engaging  in  charitable  enterprises,  and  it  is  not  claimed  that 
it  is  conducting  any  work  of  a  purely  charitable  nature.  The  mere 
fact  that  the  income  derived  by  the  club  from  membership  fees  and 
its  various  activities  is  not  sufficient  to  pay  its  total  operating  ex- 
penses, and  that  it  furnishes  its  facilities  to  its  members  at  less  than 
cost,  the  deficit  bein^  made  up  by  contributions,  does  not,  in  the 
opinion  of  the  Committee,  entitle  the  club  to  be  classified  as  a  chari- 
table organization  within  the  meaning  of  that  term  as  used  in  the 
above-mentioned  statutes. 

Section  3  of  article  2  (quoted  above)  of  the  club's  constitution 
and  by-laws,  and  section  9  of  article  12,  which  provides  for — 

An  educational  committee  to  consist  of  not  less  than  five  members.  It  .shall 
be  their  duty  to  promote  such  educational  activities  as  will  be  of  Interest  and 
profit  to  the  members  of  the  club.  They  shall  have  general  oversight  of  such 
activities  as  evening  classes,  a  debating  club,  and  a  dramatic  society. 

indicate  that  one  of  the  objects  sought  to  be  attained  was  the  promo- 
tion of  educ«itional  activities.  Section  3  of  article  2  apparently  con- 
fines such  activities  to  the  study  of  matters  of  public  policy,  while  a 
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careful  examination  of  pamphlets  filed  with  the  Committee  descrip- 
tive of  the  club's  activities  does  not  disclose  that  the  educational 
committee  provided  for  in  section  9  of  article  12  maintains  and  con- 
ducts any  classes  for  the  study  of  literature^  mathematics,  historv, 
the  sciences,  or  any  kindred  subject  taught  in  institutions  of  a  purely 
educational  character.  Such  pamphlets  do  show  that  the  cluD  con- 
ducts classes  in  dancing,  boxing,  and  athletics,  all  of  which  are  more 
recreational  than  educational. 

The  Committee  recognizes  and  is  in  sympathy  with  the  worthy 
objects  sought  to  be  attained  by  A  when  he  rounded  the  club  and  by 
the  club  itself  in  the  conduct  of  its  activities,  but  after  a  careful  con- 
sideration of  all  the  facts  submitted  it  is  of  the  opinion  that  the 
Citizens  Club  does  not  qualify  as  a  corporation  or  association  or- 
ganized and  operated  exclusively  for  charitable  or  educational  pur- 
Soses,  and  therefore  it  recommends  that  the  action  of  the  Unit  in 
enying  exemption  to  the  club  under  the  provisions  of  the  above 
cited  paragrapns  and  sections  of  the  Revenue  Act  of  1916,  as  amended 
by  the  Act  of  1917,  and  of  the  Act  of  1918,  and  disallowing  con- 
tributions made  to  such  organization  by  individuals  as  deductions  for 
the  purpose  of  the  income  tax,  be  sustained. 


•  Section   214(a)  11,    Article  251:    Charitable 
contributions. 

• 

(See  15-21-1663;  sec.  231,  art.  517.)  Contributions  to  a  memorial 
fund  established  not  to  actually  engage  in  a  charitable  undertaking, 
but  to  distribute  its  income  to  other  cliaritable  institutions  and 
worthy  individuals. 

SECTION  214(a)  12.— DEDUCTIONS  ALLOWED: 

LOSS  IN  INVENTORY. 

Section  214(a)   12,  Article  263:  Loss  in  in-  18-21-1609 

ventory.  A.  R.  R.  487 

(Also  Section  203,  Article  1584.) 

Held,  tlmt  when  a  corporation  has  taken  inventory  at  the  close 
of  the  taxable  year  1918  on  basis  of  **  asking  price  '*  because  there 
was  in  fact  no  **  market  price,"  it  is  entitled  to  claim  an  inventory 
loss  under  section  2B4,  paragraph  14(a)  of  the  Revenue  Act,  deter- 
mined by  the  bid  or  selling  price  at  December  31,  1918,  as  defined 
in  article  15d4  of  Regulations  45  (1920  edition).  If  the  market 
was  established  during  the  succeeding  year  claim  for  loss  must  be 
made  in  accordance  with  article  268  of  Regulations  45. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  denying  an 
inventory  loss  for  the  year  1918  on  basis  of  certain  prices  for  cer- 
tain products  fixed  by  the  Industrial  Board  of  the  Department  of 
Conmierce  as  of  Maren  21, 1919. 

At  the  date  prices  were  fixed  by  the  Industrial  Board  of  the 
Department  of  Commerce  the  M  Company  was  in  possession  of  v 
tons  of  the  product  that  it  purchased  during  1918  at  prices  much 
higher  than  those  fixed  by  the  board.  The  prices  so  fixed  reduced 
the  value  of  this  particular  product  seven  dollars  per  ton  with 
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the  restilt,  it  is  allej^ed.  that  the  M  Company  sustamed  a  substantial 
loss  in  the  vali^  of  the  product  that  it  had  on  hand  at  the  close  of 
the  fiscal  year  ended  December  31, 1918. 

The  taxpayer  c(»itends  that  its  claim  for  loss  is  supported  by  sec^ 
tion  234 (a)  14  of  the  Sevenue  Act  of  1918  and  that  articles  263  and 
264  of  Kegulations  45  are  contrary  to  paragraph  14  of  subdivision 
(a)  of  section  234  of  the  Act. 

!raragr&ph  14  of  subdivision  (a)  reads,  in  part,  as  follows: 

At  the  time  of  filing  return  for  the  taxabte  year  IfilS  a  taxpayer  may  file 
a  claim  ia  abatement  based  on  the  fact  that  he  has  sustained  a  substantial 
loss  (whether  or  net  actually  realized  by  sale  or  other  disposition)  resulting 
from  any  material  reduction  (not  due  to  temporary  fluctuation)  of  the  value 
of  the  inventory  for  such  taxable  year,  or  from  the  actual  payment  after 
the  close  o<  9ueh  taxable  year  of  rebates  in  pursuance  of  contracts  entered  Into 
during  stach  year  upon  sales  made  during  siwh  year    *    *    *, 

*  *  *  If  no  such  claim  is  filed,  bat  it  is  shown  to  the  satisfaction  of  the 
Commissioner  that  during  the  taxable  year  1919  the  taxpayer  has  sustained  a 
substantial  loss  of  the  character  above  described,  then  the  amount  of  such  loes 
shall  be  deducted  from  the  net  income  for  the  taxable  year  1918  and  the  taxes 
inqoosed  by  this  title  and  by  Title  III  for  such  year  shall  be  redetermined 
accordingly    *    ♦     *. 

Article  263,  Regulations  46,  reads,  in  part^  as  follows : 

Inventory  losses  are  allowable  either  (a)  where  goods  included  in  an  inven- 
tory at  the  end  of  the  taxable  year  1918  have  been  sold  at  a  loss  during  the  suc- 
ceeding taxable  year,  or  (b)  where  such  goods  remain  unsold  throughout  the 
taxable  year  1919  and  at  its  close  have  a  then  market  value  (not  resulting  from 
a  temporary  fluctuation)  materially  below  the  value  at  which  they  were  Inven- 
toried at  the  end  of  the  taxable  year  1918    ♦     *     ♦. 

Article  2W  provides  as  follows: 

Where  goods  Included  fn  the  inventory  at  the  end  of  the  taxable  year  1918 
have  been  sold  during  the  succeeding  taxable  year,  the  lose  which  may  be  de- 
ducted  from  net  income  for  the  taxable  year  1918  is  the  amount  by  which  the 
value  at  which  the  goods  sold  were  included  in  the  inventory  exceeds  the  actual 
selling  price  minoa  a  reasonable  allowance  for  selling  expenses  and  for  manu- 
facturing expenses,  if  any,  iacunred  in  the  taxable  year  1919  and  attributable 
to  such  goods. 

It  is  contended  by  the  tax^yer  specifically  that  subdivision  (a)  of 
article  263,  as  above  quoted,  is  contrary  to  the  law. 

The  Committee  has  given  very  careful  consideration  to  the  conten- 
tions of  the  M  Company,  but  it  can  not  concur  in  its  conclusions. 
The  prices  established  by  the  Industrial  Board  of  the  Department  of 
Commerce  as  of  March  21^  1919,  do  not  establish  an  inventory  loss 
that  may  be  claimed  as. of  December  SI,  1918,  because  in  a  taxable 
year  there  is  a  definite  beginning  and  a  definite  ending,  and  inven- 
tories at  these  periods  definitely  measure  the  corporation'^s  gross  in- 
come. At  no  other  time  within  the  taxable  year  does  an  inventory 
determine  gain  or  loss  of  the  jrear. 

Article  263(a)  determines  inventory  loss  by  realization;  article 
263(b)  determines  inventory  loss  by  failure  to  realize  during  the  tax- 
able year  on  inventory  on  hand  at  the  beginning  of  the  taxable  year. 
The  fractional  part  of  a  year  does  not  determine  a  gain  or  loss  for  ^ 
the  period  of  taxati(»u  Temporary  fluctuations  in  prices  without  ^ 
realization  do  not  signify  loss  and  it  has  not  been  established  that 
the  prices  fixed  as  of  March  21^  1919^  represented  anything  more  than 
a  temporary  price  within  the  taxable  year. 

Paragraph  14,  subdivision  (a)  of  section  234  provides  for  a  sub- 
stantioTloss  of  the  value  of  the  inventory  sustained  for  such  taxahle 
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1/^ar,  but  haw  cft&  a  loss  be  determined  except  by  a  closed  transaction  ? 
The  elosttd  trajisaetioii  maj  be  the  sale  or  the  value  of  the  goods  at 
the  end  of  the  taxable  period  when  profits  for  the  period  are  de- 
termined. Otherwise,  is  it  "  a  fact "  that  taxpayer  has  sustained  a 
loss  during  the  taxable  year  ?  It  does  not  ai)pear,  therefore,  that  the 
Regulations  arfe  inconsistent  with  the  provisions  of  the  law. 

Since  the  case  was  argued  before  the  Committee  by  representatives 
of  the  corporation  further  statements,  supported  by  affidavit,  have 
been  submitted  for  consideration.  In  these  statements  the  treasurer 
of  the  company  asserts  that  the  term  "  market  price  "  was  used  in 
the  original  claim  for  inventory  loss  instead  of  the  term  "  asking 

Erice,"^  because  at  or  about  December  31,  1918,  and  for  the  period 
etween  said  date  and  March  21,  1919,  there  was  in  fact  no  real 
market  for  the  product  at  the  asking  price,"  and  it  is  now  claimed 
that  "  the  proper  adjiKtment  of  the  tax  return  would  be  to  apply 
the  asking  prices  fixed  on  or  before  March  21,  1919^  to  the  asking 

£  rices  on  December  31,  1918,  as  representing  fair  bid  prices  as  of 
December  31,  1918." 

it  is  admilted  that  the  corporation  ai^l  others  i^milarly  situated 
nominally  continued  to  ask  the  high  prices  after  December  31,  1918„ 
but  that  purchases  were  not  made  at  these  prices  because  they  were 
toa  high  and  the  reduction  in  the  asking  prices  on  or  before  March 
21,  1919,  was  in  recognition  of  this.  The  taxpayer  accordingly  con- 
tetfids  for  '^  a  fair  suBstitution  of  the  fair  bid  prices  for  the  figures 
used  in  the  inventory  which  were  erroneously  based  on  the  asking 
prices  "  and  supports  its  contention  on  that  provision  in  article  1584 
of  Regulations  45  which  reads  as  follows : 

It  is  vecogDlzed  that  ia  the  latter  part  of  191S,  by  reason  among  other  thiags 
of  governmental  control  not  having  been  relinquished,  <*onditions  were  abnormal 
and  In  many  commodities  there  was  no  such  scale  of  trading  as  to  establish  a 
free  market. 

This  article  further  provides: 

In  such  a  case  when  a  market  was  established  daring  the  suceeeding  year^ 
a  claim  may  be  filed  for  any  loss  sustained  in  accordance  with  the  provisions 
of  section  214(a)  12  or  section  234 (a)  14  of  the  statute.    See  articles  261-268. 

It  would  appear  from  the  above  quotation  from  article  1584,  on 
which  the  taxpaver  relies,  and  on  that  provision  of  the  article  which 
immediately  lollows  the  quotation  that  in  so  far  as  the  market  was 
established  during  the  succeeding  vear  the  claim  must  be  made  under 
section  214(a)  12 'of  the  statute  ana  article  263  of  Regulations  45,  per- 
taining thereto. 

Article  1582  provides  that : 

Inventories  must  be  valued  at  (a>  eost  or  (b)  cost  or  market,  as  defined  in 
article  1584  as  amended,  whichever  is  lower  ♦  ♦  ♦.  Whichever  basis  is 
adopted  must  be  applied  constetently  to  the  enttre  inventory.  A  taxpayer  may, 
regardless  of  his  past  practice,  adopt  the  basis  of  "  cost  or  marliet  whichever  is 
lower,"  for  his  1920  inventory,  provided  a  disclosure  of  the  fact  and  that  it 
represents  a  change  Is  made  In  the  return; 


m        Article  1584  provides  that: 


Under  ordinary  circumstances  "  market "  means  the  current  bid  price  pre- 
vailing at  the  date  of  the  inventory  for  the  particular  merchandise  in  the 
vc»hinte  fa  which  ordluarUy  porehaaed  by  the  taxpayer  *  *  *.  W^here  no 
eiies-mavket  qjoetatloaa  are  availal^le  the  taxpayer  muet  use  such  evidence'  of 
ft  t&is  mavkst  price  at  tbpe  date  or  datea  nearest  the  inventory  as  may  be  avail- 
able^ such  as  specific  transactions  in  reasonable  volume  entered  into  in  good 
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faith,  or  compensation  paid  for  cancellation  of  contracts  for  purchase  commit- 
ments. Where,  owing  to  abnormal  conditions,  the  taxpayer  has  regularly  sold 
such  merchandise  at  prices  lower  than  the  current  bid  price  as  above  defined, 
the  inventory  may  be  valued  at  such  prices,  and  the  correctness  of  such  prices 
will  be  determined  by  reference  to  t-he  actual  sales  of  the  taxpayer  for  a  reason- 
able period  before  and  after  the  date  of  the  inventory. 

These  revised  Begulations  give  effect  to  current  bid  price  and  to 
sales,  under  abnormal  conditions,  at  prices  lower  than  current  bid 
price  in  determining  market  value,  and  the  closing  paragraph  of  the 
article  (above  quoted)  recognizes  the  abnormality  m  the  latter  part 
of  the  year  1918. 

While  article  263  provides  for  the  manner  of  determining  1918  in- 
ventory losses  when  the  market  was  established  during  the  succeeding 
year,  it  would  appear  that  the  revised  Regulations  (article  1584)  in 
defining  market  open  up  another  condition  by  which  inventory  loss 
may  be  determined  at  the  close  of  the  taxable  year  1918.  £mj>hasis 
is  placed  on  the  wording  of  the  law  (paragraph  14  of  subdivision 
(a)),  which  reads: 

At  the  time  of  filing  return  far  the  taxable  year  1918  a  taxpayer  may  file  a 
claim  in  abatement  based  on  the  fact  that  he  has  sustained  a  substantial 
loss  •  •  ♦  resulting  from  any  material  reduction  *  *  *  of  the  value  of 
the  inventory  for  such  taxable  year. 

If,  then,  there  was,  as  a  matter  of  fact,  as  of  December  31,  1918,  a 
material  reduction  in  the  value  of  the  inventory  of  the  M  Company, 
determined  by  the  use  of  fair  bid^  prices  or  sellinff  prices  of  the  M 
Company  under  abnormal  conditions  instead  of  oy  use  of  asking 
prices,  the  reduction  would  appear  to  be  a  deductible  loss  to  be 
claimed  as  of  that  year.  It  is  not  considered  this  loss  can  be  deter- 
mined by  prices  fixed  as  of  March  21,  1919,  or  any  other  date  sub- 
sequent to  the  close  of  the  taxable  year  1918.  It  naust  be  determined 
as  of  the  date  of  the  inventory^  the  period  at  which  the  taxable  in- 
come of  the  company  is  determined.  If  the  loss  can  not  be  satisfac- 
torily determined  as  of  the  close  of  the  taxable  year,  the  conditions 
under  article  263  should  ffovem. 

Article  1584  provides  that : 

*  *  *  The  inventory  may  be  valued  at  such  prices,  and  the  correctness 
of  such  prices  will  be  determined  by  reference  to  the  actual  sales  of  the  tax- 
payer for  a  reasonable  period  before  and  after  the  date  of  the  inventory. 

The  Committee  recommends  that  the  Income  Tax  Unit  promptly 
develop  the  necessary  facts  and,  if  the  facts  justify  disposition  of  the 
claim  of  the  M  Company  in  accordance  with  the  above  opinion,  that 
it  be  governed  accordingly. 


SECTION  215.— ITEMS  NOT  DEDITCTIBLE. 

Section  215,  Article  291 :  Personal  and  family  9-21-1481 

expenses.  O.  D.  828 

Article  291  of  Begulations  46  provides  that  premiums  paid  for  life 
insurance  by  the  insured  are  not  deductible  in  computing  net  income 
subject  to  tax.  The  Revenue  Act  of  1918  makes  no  provisions  for 
the  deduction  of  premiums  paid  on  insurance  issued  under  the  War 
Risk  Insurance  Act  to  persons  who  were  in  the  active  military  or 
naval  service.    Therefore,  the  premiums  paid  on  insurance,  taken 
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out  under  the  War  Risk  Insurance  Act,  whether  or  not  subsequently 
converted,  are  not  deductible  in  computing  net  income  subject  to  tax» 


Section  215,  Article  291 :  Personal  and  family  17-21-1595 

expenses.  O.  D.  892 

The  expenses  incurred  by  school-teachers  in  attending  summer 
school  are  in  the  nature  of  personal  expenses  incurred  in  advancing 
their  education  and  are  not  deductible  in  computing  net  income. 


Section  215,  Article  291 :  Personal  and  family  25-21-1692 

expenses.  O.  D.  951 

Expenses  incurred  by  a  railroad  conductor  in  the  purchase  of  uni- 
forms which  his  employer  requires  him  to  wear  during  business  hours 
are  held  to  be  personal  and  are  not  allowable  deductions  in  computing; 
net  income. 

Section  215,  Article  291 :  Personal  and  family  25-21-169^ 

expenses.  O.  D.  952 

(Also  Section  214(a)  1,  Article  101.) 

A  taxpayer  engaged  in  the  retail  drug  business  was  indicted  and 
tried  for  an  alleged  illegal  sale  of  narcotics  in  connection  with  his 
business  and  was  sentenced  to  pay  a  fine  and  to  imprisonment.  The 
case  has  been  appealed  and  is  still  pending. 

Held,  that  the  attoitiey's  fees  paid  are  a  personal  expense  and  not 
an  allowable  deduction  in  computing  net  income  under  the  Revenue 
Act  of  1918.  

Section  215,  Article  292 :  Traveling  expenses.  2-21-1389 

Miin.  2688 

This  mimeograph  revokes  and  supersedes  Mim.  2675. 

Attention  is  invited  to  the  provisions  of  Treasury  Decision  8101 
(C.  B.  3,  p.  191),  approved  December  16,  1920,  which  amends  292 
of  Regulations  45. 

Heretofore  the  regulations  contemplated  that  if  an  individual 
undertook  a  trip  on  business,  only  his  railroad  fares  and  other  inci- 
dental expenses  attributed  to  the  business  and  not  expenses  for 
meals  and  lodging  were  deductible  for  income  tax  purposes,  on  the 
theory  that  expenses  for  meals  and  lodging  were  living  ex[>enses 
within  the  purview  of  section  215  of  the  Revenue  Act  of  1918. 

Treasury  Decision  3101  contemplates  a  broader  view  of  the  situa- 
tion. It  recognizes  as  an  underlying  principle  that  a  certain  amount 
expended  while  on  such  a  trip  may  be  attributed  solely  to  the  busi- 
ness, and  that  such  amount  is  deductible  as  a  business  expense,  but 
does  not  disregard  the  fact  that  wherever  a  person  may  be,  at  home 
or  abroad,  he  necessarily  must  have  personal  and  living  ex]^nses 
which  in  any  event  are  not  deductible. 

In  examples  (a),  (&),  and  (c)  of  the  Treasury  decision  this  prin- 
ciple is  kept  in  mind  and  each  class  referred  to  is  put  on  the  same 

61360**— 21 14 


i  216]  210 

basis  as  to  personal  living  and  business  expenses.  As  section  216  of 
the  Act  has  made  provision  for  credits  against  net  income  to  married 
and  unmarried  persons  and  the  heads  of  families  by  permitting 
credits  of  $1,000  in  the  case  of  unmarried  persons,  $2,000  in  the  case 
of  married  persons  and  heads  of  families,  and  an  additional  credit  ^ 
of  $200  for  each  person  dependent  upon  and  receiving  his  chief  sup-  ^, 
port  if  such  person  is  under  eighteen  years  of  age  or  is  incapable  of 
self-support  because  mentally  or  physically  defective,  the  tsjct  that 
expenses  may  continue  at  home  tntist  be  disregarded  entirely^  pro- 
vision having  been  rnade  for  th&m  m  this  section.  Expenses  at  home 
become  material  only  in  arriving  at  the  ordinary  ana  necessary  ex- 
penses required  by  the  individual  taxpayer  for  meals  and  lodging 
when  at  home,  for  this  is  the  basis  used  in  determining  what  ex- 
penses for  meals  and  lodging  may  be  attributed  to  the  business.  But 
no  special  consideration  is  given  to  the  individual  who  because  of 
his  marital  status  or  personal  inclination  continues  to  have  expenses 
at  home  during  his  absence  therefrom.  Such  exp^ises  are  for  his 
personal  convenience  or  those  of  his  family  and  will  not  be  grounds 
for  any  additional  deduction. 

ISXAMPIiB  A. 

John  Adams  receives  ft  salary  at  the  rate  of  $15,000  a  year  from  Smitli  & 
Jones.     He  is  away  from  home  three  months  during  the  year. 

An  expenses  (including  board  and  lodging)  incurred  are  to  be  paid  by  Mr. 
Adams  without  relnibursem^ait. 

The  taxpay-er  is  one  of  a  family  of  five.  It  cost  him  to  maintain  his  hoose- 
liold  $400  a  month.  This  amount  includes  rent,  $200;  grocery  bills,  light,  etc., 
$125 ;  and  servant  hire,  $75.  His  pro  rata  share  of  the  expenses  is  one-flfth  or 
$80  a  month.  His  board  and  lodging  while  away  from  home  is  $10  a  day  or 
$900  a  month.  It,  therefore,  cost  him  $220  in  excess  of  his  average  expense  at 
home,  which  amount  is  attributed  to  the  business.  The  entire  $15,000  slwiuld  be 
reported  as  income  and  the  excess  expenses  of  $220  a  month  for  three  months, 
namely,  $660,  is  an  allowable  deduction  in  computing  net  income. 

EXAMPLE  B. 

Now,  if  John  Adams  should  receive  an  allowance  for  actual  expenses  when 
away  from  home,  his  living  expenses  continue  none  the  less.  Not  all  of  the 
exi>enses  paid  for  meals  and  lodging  are  attributable  to  the  business.  The  same 
division,  of  the  expense  must  be  made,  as  in  example  A,  by  first  ascertaining 
what  it  costs  the  taxpayer  for  meals  and  lodging  w^hen  at  home.  This  amount, 
while  imid  by  the  employer,  retains  its  character  as  a  living  expense,  and  as 
it  does  not  come  out  of  the  pocket  of  Mr.  Adams,  but  is  actually  paid  to  him, 
it  is  additional  income  to  him  and  taxable  as  such.  All  in  exces.s  of  that 
amount  is  of  course  attributed  to  the  business,  but  as  it  is  not  included  in  gross 
income  no  part  of  such  excess  is  deductible.  The  excess,  if  included  in  gross 
income,  would  be  immediately  deducted,  and  as  one  amount  would  offset  the 
other,  neither  is  considered  in  tiie  tax  return. 

The  matter  isdiould  lie  worked  out  in  this  way.  In  A  we  found  the  pro  rata 
share  of  Mr.  Adams's  expenses  for  meals  and  lodging  while  at  home  to  be  $80 
a  month.  His  expenses  for  these  items  while  away  from  home  on  business 
are  $300  a  month.  Expenses  attributed  to  the  business,  therefore,  are  but 
$220  a  month.  As  he  receives  $300  a  month  to  cover  business  expenses  of  $220 
a  month,  the  difference,  or  $80  a  month  ($240  for  three  montlis),  is  additional 
compensation  to  be  included,  with  his  salary  of  $15,000  a  year,  in  gross  income. 

The  same  result  would  be  obtained  if  Mr.  Adams  returned  his  salary,  $15,000, 
plus  expense  money,  $900,  total,  $15,000,  in  gross  income,  and  deducted  an 
amount  equal  to  the  difference  between  the  expense  money,  $900  and  $240 
(the  amount  required  for  ordinary  expenses  for  meals  and  lodging  while  at 
home),  or  $660. 

BXAMTLrB  C. 

Robert  Green  receives  a  salary  of  $12,000  as  traveling  salesman  for  Brown 
&  Company.    In  addition  thereto  he  receives  a  per  diem  allowance  of  $8  a 
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day.  His  expenses  when  at  home  are  $400  a  niontli  (the  same  as  in  example  A). 
His  individual  average  expense  for  meals  and  lodjjing  when  at  home  is  $80 
a  month.  His  expenses  for  meals  and  lodging  while  on  the  road  are  $400  a 
month.     He  has  traveled  for  nine  months. 

Illustbation. 

Cost  of  meals  and  lodging  away  from  home  (9  months) $3,600 

Per  diem  allowance  (9  months) $2,100 

Average  expense  for  meals  and  lodging  when  at  home  (9  months)  _        720 

2,880 

Amount  deductible $720 

Salary  of  $12,000  should  be  included  in  gross  income  and  $720  detlucted  from 
gross  income. 

If  he  received  a  per  diem  of  $15  per  day  his  allowance  ($4,050)  would  exceed 
actual  expenditures  for  meals  and  lodging"  when  away  from  home  ($3,600). 
Considering,  also,  his  average  expense  for  meals  and  lodging  when  at  home 
($720)  the  computation  under  the  second  provision  of  subdivision  (c)  of  the 
Treasury  decision  would  be  as  follows : 

Illustration. 

Per  diem  allowance    (9  months) $4,050 

Cost  of  meals  and  lodging  away  from  home  (9  months) $3,000 

Average  expense  of  meals  and  lodging  when  at  home  (9  months)  _        720 

2,880 

Taxable  Income $1, 170 

Both  the  salary  of  $12,000  and  the  $1,170  must  be  included  in  gross  income. 
For  convenience,  computations  are  based  on  a  montli  of  30  days,  and  only 
deductions  for  meals  and  lodging  are  considered. 


Section  215,  Article  292:  Traveling  expenses.  8-21-146G 

O.  D.  819 

Tresaury  Decision  3101  (C.  B.  3,  p.  191),  amending  article  292, 
Regulations  45,  relating  to  traveling  expenses,  is  applicable  to  returns 
for  the  taxable  year  1920  and  subsequent  years. 


Section  215,  Article  292:  Traveling  expenses.  14-21-1549 

O.  D.  864 

The  expenses  incurred  by  a  Congressman  in  making  trips  of  a  per- 
sonal nature  are  personal  expenses  which  are  not  deductible.  Any 
excess  of  mileage  allowance  over  the  actual  expenses  for  railroad 
fares  in  making  trips  for  which  such  an  allowance  is  made  should 
be  returned  as  income.  Expenditures  for  meals  and  lodging  incurred 
bj  a  Member  of  Congress  in  coming  to  and  returning  from  the  ses- 
sions of  Congress,  in  excess  of  any  expenditures  ordinarily  required 
for  such  purposes  when  at  home,  are  deductible. 

If  a  Congressman  brings  his  wife  or  other  members  of  his  family 
with  him  their  traveling  expenses  are  personal  expenses  which  are 
not  deductible. 

If  a  Congressman  makes  a  trip  to  or  from  Washington  on  official 
business  by  rail  or  otherwise,  for  example,  by  automobile,  the  actual 
expenses  in  excess  of  the  expenditures  ordinarily  required  for  meals 
and  lodging  while  at  home  are  deductible  provided  he  made  the  trip 
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alone.  If  accompanied  by  one  or  more  persons,  his  share  of  the  cost 
of  transportation,  and  the  excess  cost  of  his  meals  and  lodging  over 
their  cost  if  he  were  home,  are  deductible. 

Inasmuch  as  Congress  is  in  session  the  greaterpart  of  each  year, 
it  is  held  that  a  Member  of  Congress  living  in  Washington  during 
the  sessions  of  Congress,  is  not  during  that  time  on  a  business  trip 
within  the  meaning  of  article  292,  Regulations  45,  as  amended  by 
Treasury  Decision  3101,  and  that  his  living  expenses  in  excess  of  the 
ordinary  living  expenses  if  at  home  are  not  deductible  as  a  business 
expense. 

Campaign  expenses  defrayed  hj  a  Congressman  are  not  ordinary 
and  necessary  expenses  incurred  in  carrying  on  a  trade  or  business, 
within  the  meaning  of  the  statute.  Such  expenses  are  held  to  be  per- 
sonal expenses  which  are  not  deductible. 


Section  215,  Article  292 :  Traveling  expenses.  14-21-1550 

O.  D. 865 

Amounts  expended  during  the  taxable  year  by  a  secretary  to  a  Mem- 
ber of  Congress  and  by  his  assistants  for  railroad  fares,  in  making 
trips  from  their  homes  to  Washington  and  return  in  connection  with 
their  duties,  may  be  claimed  as  a  deduction  in  computing  their  net 
income.  Such  expenditures  incident  to  trips  made  for  purely  per- 
sonal reasons  are  not  deductible. 
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Section  215,  Article  292 :  Traveling  expenses.  17-21-1596 

O.  D.  893 

Officers  and  employees  of  the  Government  when  computing  their 
net  income  subject  to  tax  should  follow  the  instructions  set  forth  in 
Treasury  Decision  3101  (C.  B.  3,  p.  191),  in  so  far  as  thev  relate  to 
the  reporting  of  income  and  expenses  in  connection  with  trips  on 
Government  business.  The  instructions  contained  in  Treasury  De- 
cision 2079  (not  published  in  bulletin  service),  which  are  in  conflict 
with  those  contained  in  Treasury  Decision  3101,  are  to  be  disregarded 

Section  215,  Article  29-2:  Traveling  expenses.  19-21-1621 

O.  D.  905 

Living  expenses  paid  by  a  single  taxpayer  who  has  no  home  and  is 
continuously  employed  on  the  road  may  not  be  deducted  in  com- 
puting net  income. 

Section  215,  Article  292 :  Traveling  expenses.  21-21-1650 

O.  D.  924 

A  commercial  traveler  should  include  under  item  4  of  the  state-  Wj^ 
ment  which  must  accompany  his  return  in  accordance  with  article 
292  of  Regulations  45  (1920  edition)  not  only  the  cost  of  meals  for  his 
family  but  the  entire  cost  of  maintaining  his  household.  This  will 
include,  besides  groceries,  water  rent,  gas,  light,  and  any  other  neces- 
sary expense  incurred  in  maintaining  the  household.    Rent  of  an 
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apartment  or  a  house  should  be  included  if  the  taxpayer  actually 
pays  rent.  If  he  owns  the  dwelling  in  which  he  resides  he  will  not 
be  required  to  include  the  fair  rental  value  of  the  house. 


Section  215,  Article  293:  Capital  expendi- 
tures. 

(See  7-21-1446;  sec.  214(a)  1,  art.  101.)     Reference  books  of  mag- 
azine correspondents. 

Section  216,  Article  293;   Capital  expendi- 
tures. 

(See  8-21-1463;  sec.  214(a)   1,  art.  101.)     What  constitutes  ex- 
penses of  administration  of  decedent's  estate. 


Section  215,  Article  293:  Capital  expendi-  20-21-1640 

tures.  O.  D.  918 

(Also  Section  214(a)  4,  5,  6,  Article  14i;  Sec- 
tion 219,  Article  343.) 

An  estate  in  process  of  administration  owned,  among  other  assets, 
a  certain  amount  of  stock  in  a  savings  bank.  For  the  purpose  of 
covering  a  loss  the  bank  levied  an  assessment  of  100  per  cent  on  the 
par  value  of  its  outstanding  capital  stock.  The  question  presented  is 
whether  the  assessment  upon  the  estate  may  be  treated  by  the  ex- 
ecutor as  a  loss,  deductible  from  the  gross  income  of  the  estate  in 
determining  net  income  subject  to  tax. 

Held,  that  the  assessment  paid  by  the  estate  as  stockholder,  by 
reason  of  its  statutory  liability,  is  not  deductible  from  the  income 
of  the  estate,  for  income  tax  purposes.  The  amount  so  paid  should 
be  added  to  the  fair  market  value  of  the  shares  as  at  the  date  of  the 
testator's  death  and  the  resultant  sum  used  as  a  basis  in  determining 
gain  or  loss  realized  upon  final  disposition  of  the  shares  of  bank 
stock  by  the  executor. 

Section  215,  Article  293:  Capital  expendi-  21-21-1651 

tures.  O.  D.  925 

(Also  Section  214(a)4,  5,  6,  Article  141.) 

A  taxpayer  employed  a  contractor  to  build  his  house.  The  con- 
tractor absconded  leaving  certain  bills  for  material  used  in  the 
construction  of  the  house  unpaid,  and  the  taxpayer  was  required  to 
pav  such  bills. 

Ileld,  that  the  additional  amount  paid  represents  additional  cost 
of  the  building  and  is  not  deductible  as  a  loss. 


Section  215,  Article  293:   Capital  expendi- 
tures. 

(See  25-21^1691 ;  sec.  213 (a) ,  art.  31.)    Legally  declared  dividends 
voluntarily  returned  by  stockholders  to  corporation. 
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SECTION  216.— CREDITS  ALLOWED. 

Section  216,  Articl.e  302 :  Personal  exemption  3-21-1397 

of  head  of  family.  O.D.775 

A  taxpayer  who  lived  with  his  mother  and  was  single,  claimed  the         gm 
personal  exemption  of  $2,000  rife  head  of  a  family,  for  the  calendar         ^ 
year  1919.    His  mother  had  an  income  of  her  own  which  was  stated 
as  being  less  than  $1,000.    The  taxpayer  aided  his  mother  financially, 
but  the  extent  thereof  was  not  disclosed. 

Held,  that  where  an  individual  has  income  of  his  own  sufficient  in 
itself  to  constitute  his  chief  support,  the  benefactor  who  supplies 
merely  the  additional  means  necessary  to  complete  the  support  does 
not  actually  support  and  maintain  a  dependent  within  the  meaning 
of  article  302.  In  order  to  meet  the  test  of  actual  support  and  main- 
tenance within  the  purview  of  article  302,  the  benefactor  must  fur- 
nish more  than  one-half  of  the  support  and  maintenance,  and  this 
position  as  benefactor  must  exist  on  the  last  day  of  the  taxable  year 
of  the  benefactor  in  order  for  the  benefactor  to  occupy  the  status  of 
head  of  a  family  for  the  respective  taxable  year. 


Section  216,  Article  304 :  Credit  for  depend-  3-21-139& 

ents.  O.  D.  776 

If  a  husband  and  wife  both  contribute  to  the  support  of  a  de- 
pendent, the  credit  of  $200  must  be  taken  by  the  one  contributing  the 
chief  support  and  may  not  be  divided  between  them. 


Section  216,  Article  304 :  Credit  for  depend-  6-21-1436 

ents.  O.  D.  797 

(Also  Section  223,  Article  403.) 

A  is  a  married  man  with  a  son  aged  17,  and  another  20  years  of 
age.  The  earnings  of  each  son  for  1919  exceeded  $1,000.  Both  sons 
are  wholly  dependent  upon  A  for  the  reason  that  A  appropriates 
their  entire  earnings,  merely  giving  them  spending  money  and  car 
fare  to  take  them  to  and  from  their  work.  It  is  assumed  that  both 
sons  are  under  the  statutory  age  of  majority  where  they  live. 

Held,  that  inasmuch  as  both  sons  are  minors,  and  have  not  been 
emancipated,  and  their  earnings  for  1919  were  appropriated  by  A, 
tlie  entire  amount  of  such  earnings,  together  with  A's  income  irom 
all  other  sources,  must  be  reported  in  A's  return  for  that  year.  For 
the  purpose  of  computing  the  normal  tax,  A  is  entitled  to  a  credit  of 
$200  for  his  17  year  old  son,  but  in  view  of  the  specific  language  of 
section  216(d)  of  the  statute,  he  is  not  entitled  to  a  credit  of  $200  for 
his  son  aged  20  years,  for  the  reason  that  the  latter  is  not  under  18 
years  of  age  and  it  does  not  appear  that  he  is  incapable  of  self -sup-  ^^ 
port  because  physically  or  mentally  defective.  ^P^ 


t 


» 


215  [§  216 

Section  216,  Ajbticlb  304 :  Credit  for  depend-  26-21-1707 

ents.  A.  K  R.  551 

(Also  Secdon  214(a)  1,  Article  101.) 

RBVBNDE   ACT   OP    1917. 

Recommendecl  that  the  action  of  the  Income  Tax  Unit  in  dis- 
allowing an  additional  exemption  of  x  dollars  claimed  by  A  for 
the  year  1917  on  account  of  a  nephew  and  nieces,  all  under  eighteen 
years  of  age,  who  resided  in  his  own  home  and  were  dei)endent 
upon  him  for  support  and  maintenance,  he  reversed  and  the  exc^mp- 
tion  as  cJaimed  he  allowed  in  full ;  that  the  deduction  claimed  by 
A  to  cover  the  expenses  incurred  in  the  operation  of  his  automobile 
for  business  purposes  and  depreciation  in  its  value  for  1917  bused 
CO  the  time  it  was  used  in  his  business  be  allowed  as  an  ordinary 
and  necessary  business  expense  for  1917,  subject  to  Teritication  by 
the  Unit 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  disallowing  taxpayer's  claim 
for  exemption  of  x  dollars  for  the  year  1917  on  account  of  a  nephew 
and  nieces  who  were  dependent  upon  him  for  support  during  that 
year,  and  disallowing  deductions  amounting  to  l\x  dollars  claimed 
for  that  year  on  account  of  expenses  of  and  depreciation  on  an  auto- 
mobile personally  used  by  him  in  furtherance  of  the  interests  of  the 
M  partnership  of  which  A  was  a  member. 

The  records  in  the  case  show  that  A  took  into  his  own  home  and 
assumed  the  control,  maintenance,  and  support  of  a  nephew  and 
nieces,  each  of  whom  was  under  eighteen  yeai*s  of  age  and  incapable 
of  self-support  on  account  of  their  youth.  A  bases  his  claim  for  an 
additional  exemption  of  x  dollars  on  articles  302  and  304  of  Regula- 
tions 45. 

Regulations  45  were  issued  under  the  provisions  of  the  Revenue 
Act  of  1918  and  therefore  articles  302  ana  304  are  not  applicable  in 
determining  tax  liability  in  the  instant  case,  which  covers  tax  lia- 
bility for  the  year  1917  to  be  determined  under  the  provisions  of 
the  Revenue  Act  of  September  8,  1916,  as  amended  by  the  Revenue 
Act  of  October  3,  1917. 

Section  7  of  the  Revenue  Act  of  1916  as  amended  provides : 

That  if  the  person  making  the  return  is  the  head  of  a  family  there  shall  be 
an  additional  exemption  of  $200  for  each  child  dependent  upon  such  person  if 
under  eighteen  years  of  age,  or  if  incapable  of  self-supiiort  because  mentaUy  or 
physically  defective,  but  this  provision  shall  operate  only  in  the  case  of  one 
parent  in  the  same  family. 

Article  14  of  Regulations  33,  revised,  provides : 

When  the  person  making  the  return  is  the  head  of  family  and  there  are 
cbilren  of  the  family  under  18  j^ears  of  age,  dependent  up(m  such  jmrson,  or 
if  18  years  of  age  or  over  but  incapable  of  self-support  because  mentally  or 
physically  defective  and  dependent  by  reason  of  that  fact,  there  is  an  addi- 
tional exemption  for  each  child  (to  be  claimed  by  person  making  return  and 
supporting  child). 

Regulations  33,  revised,  paragraph  155,  states : 

The  exemption  of  $200  for  each  dependent  child  provided  by  section  7,  Act 
of  September  8,  1916,  as  amende<l,  is  given  in  respect  of  the  income  tax  and  is, 
therefore  applicable  under  both  the  Act  of  September  8,  1916,  as  amended,  and 
the  Act  of  October  3,  1917,  under  the  same  conditions  of  fact 

The  Committee  understands  the  Income  Tax  Unit  has  consistently 
held  that  the  qualifying  clause  of  section  7,  which  provides  that  "  this 
provision  shall  operate  only  in  the  case  of  one  parent  in  the  same 
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family  "  limits  the  granting  of  this  additional  exemption  to  one  of 
the  parents  of  the  dependent  child  and  that  in  the  instant  case  the 
claim  for  additional  exemption  was  disallowed  for  the  reason  that  the 
taxpayer  was  not  a  parent  of  the  said  dependent  children,  a  holding 
which  the  Committee  believes  is  not  sound. 

Section  7  of  the  Revenue  Act  of  1916,  as  amended,  provides  specifi- 
cally that  if  the  person  making  the  return  is  head  of  a  family  there 
shall  be  an  additional  exemption  of  $200  for  each  child  dependent 
.upon  such  person,  etc.  The  proviso  in  the  said  section  that  "this 
provision  shall  operate  only  in  the  case  of  one  parent  in  the  same 
family  "  appears  to  be  merely  a  safeguard  that  in  the  case  of  sepa- 
rate returns  rendered  by  a  husband  and  wife  the  said  additional  ex- 
emption shall  only  be  claimed  by  and  allowed  to  one. 

Ihe  interpretation  of  the  term  "head  of  a  family,"  set  forth  in 
Regulations  No.  38,  revised,  reads : 

A  head  of  a  family  is  a  person  who  actually  supports  and  maintains  one  or 
more  individuals  who  are  closely  connected  with  him  by  blood  relationship, 
relationship  by  marriage,  or  by  adoption,  and  whose  right  to  exercise  family 
control  and  provide  for  these  dependent  individuals  is  bastni  upon  some  moral 
or  legal  obligation. 

It  appears  from  the  records  in  the  case  that  the  dependent  children 
in  the  instant  case  were  closely  related  to  A,  the  taxpayer,  each  was 
under  18  years  of  age  and  incapable  of  self-support  by  reason  of 
their  youth.  A  took  them  into  his  own  household,  controlled  their 
actions,  and  maintained  and  Supported  them  during  the  year  1917, 
and  such  being  the  case  the  Committee  is  of  the  opinion  that  he  is 
entitled  to  claim  and  should  be  allowed  the  additional  exemption  of  x 
dollars  as  claimed  for  that  year. 

With  reference  to  the  taxpayer's  claim  for  a  deduction  amounting 
to  li'Tj  dollars  to  cover  the  amount  expended  by  him  during  the  year 
1917  in  the  operation  of  an  automobile  used  by  him  for  business 
purposes  and  depreciation  in  the  value  of  tHat  automobile,  the 
records  do  not  show^  whether  the  automobile  was  used  by  him  per- 
sonally or  by  the  partnership,  or  whether  it  was  operated  entirely 
for  business  purposes  or  for  both  pleasure  and  business  purposes, 
and  no  statement  has  been  submitted  showing  the  cost  of  the  auto- 
mobile, the  rate  of  depreciation  claimed,  nor  the  it^ms  of  expense 
incurred  in  its  operation. 

With  reference  to  this  deduction  the  Committee  is  of  the  opinion 
(1)  that  the  Unit  should  cause  an  investigation  to  be  made  to  ascer- 
tain whether  or  not  under  the  terms  of  his  employment  as  a  salaried 
employee  of  the  M  partnership  or  under  the  terms  of  the  partner- 
ship agreement  A  was  specifically  required  to  perform  certain  duties 
in  the  earning  of  the  salary  of  18.r  dollars  paid  to  him  by  that  firm, 
whether  the  automobile  in  question  was  owned  by  him  personally, 
and  whether  it  was  used  exclusively  by  him  for  such  business  pur- 
])oses  or  for  both  pleasure  and  business  purposes:  (2)  if  it  is  ascer- 
tained that  in  order  to  earn  his  salary  of  13.r  dollars  A  was  respon- 
sible for  the  discharge  of  certain  duties  and  that  the  said  automobile 
was  owned  and  used  by  him  in  the  performance  of  those  duties,  that 
the  action  of  the  I^nit  in  disallowing  the  deduction  should  be  reversed 
and  that  it  be  allowed  in  such  an  amount  as  will  cover  the  actual 
expenses  satisfactorily  shown  to  have  been  incurred  in  the  opera- 
tion of  the  automobile  for  business  purposes  plus  a  proper  allowance 
to  cover  depreciation. 
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In  view  of  the  foregoinj}:  the  Committee  recommends  that  the 
action  of  the  Income  Tax  Unit  in  disallowing  the  taxpayer's  claim 
for  X  dollars  additional  exemption  on  account  of  dependent  children 
who  resided  in  his  own  home  and  were  controlled,  supported,  and 
maintained  by  him  during  the  year  1917,  be  reversed ;  that  the  addi- 
tional exemption  of  x  dollars  as  claimed  be  allowed  in  full  for  that 
year ;  and  that  the  deduction  claimed  by  A  to  cover  the  expenses  in- 
curred in  the  operation  of  his  automobile  for  business  purposes  and 
depreciation  in  its  value  for  1917  based  on  the  time  it  was  used  in 
his  business  be  allowed  as  an  ordinary  and  necessary  business  expense 
for  1917,  subject  to  verification  by  the  Unit. 


Section  216,  Article  307:  When  nonresident  1-21-1372 

alien  individual  entitled  to  personal  exemp-  O.  D.  765 

tion. 

Since  during  1918  no  income,  war  profits,  or  excess  profits  taxes 
were  imposed  in  Jamaica,  it  is  held  that  Jamaica  fully  satisfies  the 
similar  credit  requirement  of  section  216(e)  of  the  Revenue  Act 
of  1918,  and  nonresident  aliens  who  are  citizens  of  that  country  are 
entitled  to  claim,  with  respect  to  income  received  from  sources 
within  the  United  States  during  1918,  the  same  personal  exemption 
and  credit  for  dependents  as  are  allowed  to  citizens  of  the  United 
States.     (Supplementing  O.  D.  547,  C.  B.  2,  p.  161.) 


Section  216,  Article  307:  When  nonresident  1-21-1373 

alien  individual  entitled  to  personal  exemp-  O.  D.  766 

tion. 

Since  no  income  tax  is  payable  in  Malta,  either  by  natives  of  the 
island,  alien  residents  or  nonresidents,  citizens  of  Malta,  who  are 
nonresident  as  to  the  United  States,  are  entitled  to  claim,  with  re- 
spect to  their  income,  subject  to  the  normal  tax  imposed  by  the  Reve- 
nue Act  of  1918,  the  same  personal  exemption  and  credit  for  depend- 
ents as  are  allowed  to  citizens  of  the  United  States. 


Section  216.  Article  307:  When  nonresident  8-21-1467 

alien  individual  entitled  to  personal  exemp-  O.  D.  820 

tion. 

As  no  income  tax  is  imposed  in  Syria,  citizens  or  subjects  of  that 
country  who  are  nonresident  aliens  as  to  the  United  States  may 
claim  the  benefit  of  personal  exemption  and  credit  for  dependents  in 
computing  their  income  tax  liability  to  the  United  States. 


Section  216,  Article  307:   When  nonresident  17-21-1597 

alien  individual  entitled  to  personal  exemp-  O.  D.  894 

tion. 

Since  no  income  tax  is  imposed  by  Hungary  upon  nonresident 
aliens,  citizens  or  subjects  of  that  country  who  are  nonresident  aliens 
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as  to  the  United  States  may  claim  the  benefit  of  personal  exemption 
and  credit  for  dependents  m  computing  their  income  tax  liability  to 
tile  United  States. 

Section  216,  Article  307:   When  nonresident  17-21-1598       A 

alien  individual  entitled  to  personal  exemp-  O.  D.  895       ^^ 

tion. 

As  no  income  tax  is  imposed  in  Barbados,  citizens  of  that  British 
colony  who  are  nonresident  as  to  the  United  States  are  entitled  tt) 
claim,  with  respect  to  income  received  from  sources  within  the  United 
States,  the  same  personal  exemption  and  credit  for  dependents  as  arc 
citizens  of  the  United  States. 


Section  216,  Article  307 :  When  nonresident  19-21-1622 

alien    individual    entitled    to    personal    ex-  O.  D.  906 

emption. 

The  German  income  tax  law  of  March  29,  1920,  allows  a  personal 
exemption  and  credit  for  dependents  to  all  persons  subject  to  tax- 
ation without  distinction.  Prior  to  the  enactment  of  such  law  no 
income  taxes  were  levied  in  the  German  Empire,  except  by  the  con- 
stituent states.  Germany,  therefore,  fully  satisfies  the  similar  credit 
requirement  of  section  216(e)  of  the  Revenue  Act  of  1918  and  citi- 
zens of  that  country  who  are  nonresident  as  to  the  United  States,  in 
computing  their  normal  tax  liability  to  the  Federal  Government,  are 
entitled  to  claim  the  same  personal  exemption  and  credit  for  depend- 
ents as  are  allowed  to  citizens  of  the  United  States.  (This  ruling 
supersedes  O.  D.  777,  published  in  Bulletin  3-21.) 


Section  216,  Article  307:  When  nonresident  22-21-1664 

alien  individual  entitled  to  personal  exemp-  O.  D.  935 

tion. 

The  income  tax  law  imposed  by  Prussia  is  now  in  force  in  that  part 
of  Poland  which  was  formerly  Prussian  Poland.  Under  that  law 
citizens  of  the  United  States  who  are  nonresident  as  to  Poland  are 
allowed  a  credit  for  personal  exemption  but  none  for  dependents. 
A  citizen  of  that  part  of  Poland  which  was  formerly  Prussian  Poland 
is  entitled,  therefore,  to  claim  a  personal  exemption  in  computing 
his  normal  tax  liability  to  the  United  States  for  1918  and  subsequent 
years. 

Prior  to  March  29,  1920,  no  income  tax  was  imposed  in  Germany, 
except  by  the  constituent  states.  The  German  income  tax  law  of 
March  29,  1920,  allows  a  personal  exemption  and  credit  for  depend- 
ents without  distinction  to  all  persons  subject  to  taxation.  Germany, 
therefore,  fully  satisfies  the  similar  credit  requirement  of  section  ^M| 
216(e)  for  1918  and  subsequent  yeara  A  citizen  of  that  portion  of  ^^ 
Prussia  which  is  still  in  the  possession  of  Germany  is,  consequently, 
entitled  to  claim  a  personal  exemption  and  credit  for  dependents  m 
computing  his  normal  tax  liability  to  the  United  States  for  1918  and 
subsequent  years. 
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Whether  or  not,  therefore,  a  citizen  of  Prussia  is  entitled  to  claim 
a  credit  for  dependents,  as  well  as  a  personal  exemption,  depends 
upon  whether  he  is  a  citizen  of  that  part  of  Prussia  which  is  still  a 
part  of  Germany,  or  that  part  of  jPrussia  which  is  part  of  the 
Kepublic  of  Poland. 

SECTION     217.— NONRESIDENT     ALIENS :   ALLOWANCE 

OF  DEDUCTIONS  AND  CREDITS. 

Section  217,  Article  312:  Who  is  a  nonresi-  17-21-1599 

dent  alien.  T.  D.  3155 

Articles  312  *  ♦  ♦  of  Regulations  45  (1920  edition)  are  hereby 
amended  to  conform  with  an  opinion  of  the  Attorney  General  of 
March  1,  1921,  to  read  as  follows: 

Art.  312.  WJio  is  a  nonresident  alien. — A  "nonresident  alien  individual " 
means  an  individual  (a)  whose  residence  is  not  within  the  United  States  and 
(b)  who  is  not  a  citizen  of  the  United  States.  An  alien  actually  present  in 
the  United  States  who  is  not  a  mere  transient  or  sojourner  is  a  resident  of  the 
United  States  for  purposes  of  the  income  tax.  Whether  he  is  a  transient  or 
not  is  determined  by  his  intenti(His  with  regard  to  his  stay  and  the  length 
and  nature  of  his  stay.  A  mere  floating  intention,  indefinite  as  to  time,  to 
return  to  another  country  is  not  sufficient  to  constitute  him  a  transient.  If  he 
lives  in  the  United  States  and  has  no  definite  intention  as  to  his  stay,  he  is 
a  resident.  One  who  comes  to  the  United  States  for  a  definite  purpose  which 
in  its  nature  may  be  promptly  accomplished  is  a  transient ;  but  if  his  purpose 
is  of  such  a  nature  that  an  extended  stay  may  be  necessary  for  its  accomplish- 
ment, and  to  that  end  the  alien  makes  his  home  temporarily  in  the  United 
States,  he  becomes  a  resident,  though  it  may  be  his  intention  at  all  times  to 
return  to  his  domicile  abroad  when  the  purpose  for  which  he  came  has  been 
consummated  or  abandoned. 


Section  217,  Article  313 :  Proof  of  residence  17-21-1599 

of  alien.  T.  D.  3155 

Articles  ♦  *  *  313  *  *  ♦  of  Regulations  45  (1920  edition) 
are  hereby  amended  to  conform  with  an  opinion  of  the  Attorney 
General  of  March  1,  1921,  to  read  as  follows: 

•  **•*«* 

Abt.  313.  Proof  of  residence  of  alien. — ^The  followinjc  rules  of  evidence  shall 
govern  in  determining  whether  or  not  an  alien  within  the  United  States  has 
acquired  residence  therein  within  the  meaning  of  the  revenue  Act.  An  alien, 
by  reason  of  his  alienage,  is  presumed  to  be  a  nonresident  alien.  Such  pre- 
sumption may  be  overthrown  (1)  in  the  case  of  an  alien  who  presents  himself 
for  determination  of  tax  liability  prior  to  departure  for  his  native  country,  by 
(a)  proof  that  the  alien,  at  least  six  months  prior  to  the  date  he  so  presents 
himself,  has  filed  a  declaration  of  his  intention  to  become  a  citizen  of  the 
United  States  under  the  naturalization  laws,  (b)  proof  that  the  alien,  at  least 
six  months  prior  to  the  date  he  so  presents  himself,  has  filed  Form  1078,  revised, 
or  its  equivalent,  or  (c)  proof  of  acts  and  statements  of  the  alien  showing  a 
definite  intention  to  acquire  residence  in  the  United  States  or  showing  that 
his  stay  in  the  United  States  had  been  of  such  an  extended  nature  as  to 
constitute  him  a  resident;  (2)  in  all  other  cases  by  (a)  proof  that  the  alien 
has  filed  a  declaration  of  his  intention  to  become  a  citizen  of  the  United  States 
under  tlie  naturalization  laws,  (b)  proof  that  the  alien  has  filed  Form  1078, 
revised,  or  its  equivalent,  or  (c)  proof  of  acts  and  statements  of  an  alien  show- 
ing a  definite  intention  to  acquire  residence  in  the  United  States  or  showing 
that  his  stay  in  the  United  States  has  been  of  such  an  extended  nature  as  to 
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constitute  him  a  resident  In  any  case  In  which  an  alien  seeks  to  overcome 
tlie  presumption  of  nonresidence  under  (1)  (c)  or  (2)  (c)  above,  if  the  officer 
who  examines  the  alien  is  in  doubt  as  to  the  facts,  such  officer  may,  to  assist 
him  in  dett^r mining  the  facts  require  an  affidavit  or  affidavits  setting  forth 
the  facts  relied  upon,  executed  by  some  credible  person  or  persons,  other  than 
the  alien  and  members  of  his  family,  who  have  known  the  alien  at  least  six 
months  prior  to  the  date  of  execution  of  the  affidavit  or  affidavits. 


Section  217,  Article  314 :  Loss  of  residence  by  17-21-1599 

alien.  T.  D.  3155 

Articles    *    *    ♦    314    *    *    *    of  Regulations  45  (1920  edition) 

are  hereby  amended,  to  conform  with  an  opinion  of  the  Attorney 

General  of  March  1,  1921,  to  read  as  follows: 

*  *  *  *  «  *  *    . 

Art.  314.  Lous  of  residence  by  alien. — An  alien  who  lias  acquired  residence 
in  the  United  States  retains  his  status  as  a  resident  until  he  abandons  the 
same  and  actually  departs  from  the  United  States.  An  intention  to  change 
his  residence  does  not  change  his  status  as  a  resident  alien  to  that  of  a  non- 
resident alien.  Thus  an  alien  who  has  acquired  a  residence  in  the  United  States 
is  taxable  as  a  resident  for  the  remainder  of  his  stay  in  the  United  States.  The 
status  of  an  alien  on  the  last  day  of  his  taxable  year  or  period  determines  his 
liability  to  tax  for  such  year  or  period  as  a  resident  or  nonresident.  See  articles 
305  and  306. 

******* 


Section  217,  Article  315:  Duty  of  employer  17-21-1599 

to  determine  status  of  alien  employee.  T.  D.  3155 

Articles  ♦  *  *  and  315,  of  Regulations  45  (1920  edition)  are 
hereby  amended,  to  conform  with  an  opinion  of  the  Attorney  (xeneral 
of  March  1,  1921,  to  read  as  follows: 

Art.  315.  Duty  of  employer  to  determine  status  of  alien  employee. — If  wjiges 
are  paid  to  aliens  without  witliholding  the  tax,  except  as  permitte<l  in  article 
316,  the  employer  should  be  prepared  to  prove  the  status  of  the  alien  as  pro- 
vided in  the  foregoing  articles.  An  employer  may  rely  upon  the  evidence  of 
residence  afforded  by  the  fact  that  an  alien  has  filed  Form  1078,  revised,  or 
an  equivalent  certificate  of  the  alien  establishing  residence.  An  employer  who 
seeks  to  account  for  failure  to  withhold  in  the  past,  if  he  had  not  at  the  time 
secured  Form  1078,  revised,  or  its  equivalent,  is  permitted  to  prove  the  former 
status  of  the  alien  by  any  material  evidence. 

Apjiroved:  April  11,  1021. 


• 


SECTION  218.— PARTNERSHIPS  AND  PERSONAL 

SERVICE  CORPORATIONS. 

Section  218,  Article  321:  Partnerships.  A) 

(See  24-21-1686;  sec.  214(a)  1,  art.  105.)  Deduction  of  amount 
paid  by  partner  pursuant  to  partnership  agreement  for  services  of 
employee  of  partnership* 


• 
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SECTION  219.— ESTATES  AND  TRUSTS. 

Section  219,  Article  341 :  Estates  and  trusts.  24-21-1688 

(Also  Section  225,  Article  421.)  A.  R.  R.  521 

l{(»coinniended  In  tlie  appeal  of  the  M  Company,  trustee  for  the 
estate  of  B,  that  the  action  of  the  Income  Tax  Unit  in  holding  that 
the  income  in  question  should  be  taxed  for  both  normal  and  sur- 
taxes in  the  hands  of  the  trustee  be  reversed,  and  that  a  return 
should  be  made  by  the  former  trustees  on  Form  1041  (Regulations 
45,  article  421),  taking  as  a  deduction  all  amounts  paid  to  or  per- 
manently set  aside  during  the  taxable  year  for  certain  institu- 
tions, all  recognized  charitable,  educational,  and  religious  organi- 
zations within  the  meaning  of  section  219(b),  Revenue  Act  of  1918. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Ctmipanjr,  trustee  for  the  estate  of  B,  from  the  action  of  the  Income 
Tax  Unit  in  holding  that  certain  income  accruing  to  a  trust  fund, 
of  which  the  aforesaid  company  is  trustee,  from  the  date  of  the 
death  of  the  said  creator  of  the  trust  to  the  date  of  distribution  of 
the  trust  fund,  is  taxable  for  income  tax  purposes  at  both  the  normal 
and  surtax  rates  in  the  hands  of  the  trustee. 

It  appears  from  the  record  that  the  facts  as  hereinafter  set  out 
are  agreed  upon  by  the  taxpayer  and  the  Unit,  the  question  for  con- 
sideration being  whether  the  income  involved  is  taxable  at  the  normal 
and  sui-tax  rates  in  the  hands  of  the  trustee  or  exempt  from  all  taxes 
as  constituting  income,  the  beneficial  interest  in  which  vested  at  the 
time  of  the  death  of  the  creator  in  institutions  which  themselves 
are  exempt  from  taxation  under  section  219(b),  Revenue  Act  of  1918. 

It  is  clearly  shown  by  the  record  that  the  amount  of  trust  fund  in 
question,  ana  income  accruing  thereon,  is  by  the  terms  of  the  trust 
bequeathed  to  certain  charitable,  religious,  and  educational  in- 
stitutions. 

Inasmuch  as  the  question  invoh^ed  is  one  of  law,  the  case  was 
referred  by  the  Committee  to  the  Solicitor  of  Internal  Revenue  with 
a  request  for  an  informal  opinion  by  him,  and  under  date  of  April 
18, 1921,  the  following  opinion  was  expressed: 

A  died  in  August,  1916,  and  by  his  will  devised  to  his  wife,  B,  certain  specific 
property,  together  with  one-half  of  all  his  remaining  estate.  After  making 
several  other  specific  bequests  he  then  directed  that  all  the  rest  and  residue  of 
his  estate  which  might  be  left  after  all  the  foregoing  provisions  had  been  com- 
plied with  should  be  given  to  his  wife.  With  respect  to  the  one-half  interest 
given  and  the  I'esiduary  estate  left  to  her,  the  will  specifically  provides  that 
these  properties  are  given  to  his  wife,  **  to  have  and  to  hold  the  same  to  her 
for  and  during  her  natural  life,  with  full  power  of  disposing  of  the  same  by 
deed,  will,  or  other  mode  of  transfer,  my  intention  being  not  to  vest  in  my  said 
v^dfe  an  absolute  estate  or  an  estate  in  fee  simple  in  said  residue  of  my  property, 
but  an  estate  for  life  only,  with  the  use  and  enjoyment  thereof  during  her  life 
as  her  needs  or  pleasure  may  rt^iuire  and  with  the  power  of  disposing  of  the 
same  as  aforesaid." 

Item  —  of  the  will  provided  that  if  the  wife  should  at  her  death  leave  un- 
use<l  or  undisposed  of  any  portion  of  the  property  thus  given,  it  should  be 
transferred  to  certain  persons  and  certain  institutions  named  in  the  will. 

In  September,  191G,  B  executed  a  will  making  certain  bequests  and  giving 
the  residue  of  her  estate  to  certain  charitable,  religious,  and  educational  insti- 
tutions. In  this  will  she  made  no  reference  to  the  estate  received  from  her 
husband  or  to  the  power  of  disposition  over  such  estate  granted  by  his  will. 

In  1017  she  executed  a  trust  indenture  by  which  she  transferred  to  the  M 
Company  and  C,  as  trustees,  all  her  interest  and  right  in  the  estate  of  her  hus- 
band, making  specific  reference  thereto  in  the  trust  instrument.  The  trustees 
were  to  have  full  control  of  the  property  during  her  life  and  were  to  jmy  over 
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to  her  the  entire  income,  and  '*  upon  the  death  of  B  the  whole  of  said  trust  fund 
then  in  the  hands  of  said  trusti'es  shall  be  paid  over,  delivered,  and  conveyed 
uuto  those  persons  named  in  and  provided  for  by  the  will  of  B,  made  and  exe- 
cuted in  September,  1916,  in  the  proportions  and  manner  In  said  will  provided, 
and  said  will  is  by  reference  made  a  part  of  this  trust  agreement,  for  the  pur- 
pose of  providing  for  the  distribution  of  the  trust  fund  and  the  designation  of 
the  beneficiaries  of  this  said  trust.^  The  trust  was  by  its  own  terms  declared 
irrevocable. 

The  funds  were  paid  over  to  the  trustees  in  accordance  with  the  directions  in 
the  trust  instrument  and  tlie  trustees  assumed  full  control.  During  the  lifetime 
of  B  the  trustees  paid  over  or  set  aside  to  her  credit  the  entire  income  from  the 
trust  funds  and  returned  them  as  income  of  B.  B  dieil  July  — ,  1918.  The 
former  trustees  held  the  trust  property  for  some  time  before  conveyance  was 
made  to  the  beneficiaries.  Meanwhile  they  collected  the  income  and -made  re- 
turn for  Federal  income  tax  purposes  on  Form  1041,  claiming  that  such  income 
was  exempt  from  tax  because  the  benefidariea  were  all  religious,  charitable, 
and  educational  institutions. 

The  Unit  has  taken  the  view  that  since  the  distribution  of  the  trust  fund 
and  the  designation  of  beneficiaries  was  contingent  upon  the  provisions  of  the 
will  of  B  it  is  a  revocable  trust,  and  the  Income  is  taxable  to  the  grantor 
(article  d42.  Regulations  45),  and  therefore  the  property  In  this  trust  is  placed 
In  the  same  category  with  any  other  property  which  the  decedent  may  have 
disposed  of  by  her  last  will  and  testament. 

From  the  foregoing  statement  of  facts  it  Is  clear  that  A  bequeathed  to  his 
wife  a  life  estate  in  a  considerable  amount  of  his  property  coupled  with  the 
power  of  disposition  by  deed,  will,  or  other  mode  of  transfer.  The  will  of  B 
under  date  of  S^tember  — ,  1916,  makes  no  reference  whatsoever  either  to  the 
property  left  to  her  by  her  husband  or  to  the  power  granted  in  connection  there- 
with and  can  not,  therefore,  be  considered  as  an  execution  of  the  power  granted. 
PrieBt  V.  McFarland,  262  Mo.  229 ;  Pease  v.  Pilot  Knob  Iron  Company,  49  Mo.  123. 
The  trust  Instrument  of  March  — ,  1917,  referred  specifically  to  the  property 
bequeathed  to  B  by  her  husband,  though  it  did  not  specifically  refer  to  the 
power.  An  intention  to  execute  a  power  may  be  sufficiently  shown  by  reference 
to  the  subject  matter  without  any  direct  reference  to  the  power  Itself.  Papin  v. 
PiedmoiTy  Mo.  104  S.  W.  63 ;  Arnold  v.  SoMthem  Pine  Lumber  Co,,  Tex.  123  S.  W. 
1162 ;  Lee  v.  Simpson,  134  U.  S.  572,  600.  It  appears,  therefore,  that  the  trust 
Instrument  of  March  — ,  1917,  was  an  exercise  of  the  power  of  disposition 
granted.  This  conclusion  is  fortified  by  the  fact  that  it  has  been  so  treated  by 
the  Probate  Court. 

In  answer  to  the  contention  that  the  trust  was  revocable  because  dependent 
upon  the  provisions  of  the  will  of  B,  it  may  be  pointed  out  in  the  first  instance 
that  the  instrument  is,  by  its  own  terms,  declared  irrevocable.  In  the  second 
place,  even  if  the  will  was  revoked  (which  It  was  not)  and  became  ineffective 
as  a  will,  it  was  incorporated  and  made  a  part  of  the  trust  disposition  by  ref- 
erence, for  the  purpose  of  providing  for  the  distribution  of  the  trust  fund  and 
the  designatton  of  the  beneficiaries.  When  the  precise  nature  of  the  trust  and 
the  particular  persons  who  are  to  take  as  cestuis  que  trust,  and  their  interest 
in  the  trust  can  be  ascertained  the  trust  will  be  executed.  Perry,  Trusts,  sec. 
83;  Loring  v.  Palmer,  118  U.  S.  321.  It  is  concluded,  therefore,  that  the  trust 
instrument  was  irrevocable  and  effective  to  convey  the  property  according  to 
its  terms. 

The  effect  of  the  delivery  of  the  trust  property  to  the  trustees  was  to  vest 
title  in  the  beneficiaries  immediately.  In  re  Soulards  Estate,  141  Mo.  642,  43 
S.  W.  617,  622.  The  beneficiaries  were,  therefore,  entitled  immediately  upon  the 
death  of  B  to  the  trust  property,  and  it  at  no  time  constituted  a  part  of  B's 
estate.  The  Probate  Court  took  this  view  of  it.  While  the  former  trustees  con- 
tinued to  act  for  a  time  in  a  quasi  fiduciary  capacity  with  respt*ct  to  the  trust 
property,  they  were  not  entitled,  as  such,  either  to  the  corpus  of  the  trust  prop- 
erty or  to  the  Income  therefrom.  The  income  from  such  property  was  the  in- 
come of  the  beneficiaries  and  was  taxable  (if  taxable  at  all)  directly  to  them. 
Return  should,  therefore,  be  made  by  the  former  trustees  on  Form  1041  (Regu- 
lations 45,  article  421),  taking  as  a  deduction  all  amounts  paid  to  or  i)erma- 
nently  set  aside  during  the  taxable  year  for  the  named  institutions,  all  recog- 
uized  charitable,  e<lucatlonal,  and  religious  organizations  within  the  meaning 
of  section  219(b),  Revenue  Act  of  1918. 

In  view  of  the  foregoing  opinion  of  the  Solicitor  in  which  the 
Committee  concurs,  it  is  recommended  that  the  action  of  the  Income 
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Tax  Unit  in  holding  that  the  income  in  question  should  be  taxed  for 
both  normal  and  surtaxes  in  the  hands  of  the  trustee  be  reversed,  and 
that  a  return  should  be  made  by  the  former  trustees  on  Form  1041 
(Regulations  45,  article  421),  taKing  as  a  deduction  aU  amounts  paid 
to  or  permanently  set  aside  during  the  taxable  year  for  the  pai^icu- 
lar  institutions,  all  recognized  charitable,  educational,  and  religious 
organizations  within  the  meaning  of  section  219(b),  Revenue  Act  of 
1918.  

Section  219,  Article  343:    Decedent's  estate  7-21-1447 

during  administration.  O.  D.  806 

(Also  Section  225,  Article  421.) 

By  a  certain  article  of  his  will,  A  created  a  trust  in  favor  of  his 
wife,  directing  that  one  year  after  the  date  of  her  death,  a  certain 
part  of  the  principal  of  the  trust  estate  should  be  paid  to  her  heirs 
or  legal  representatives,  and  that  the  remainder  of  such  principal 
should  revert  to  and  become  a  part  of  his  residuary  estate. 

The  widow  died  two  years  ago;  and,  after  making  certain  pay- 
ments^ the  trustees  during  1920  paid  over  to  the  administrators  with 
the  will  annexed  of  the  estate  of  A  all  of  the  cash  and  property  re- 
maining in  their  hands  and  the  administrators  in  their  turn  dis- 
tributed to  the  beneficiaries  under  the  wUl  all  of  the  cash  and  prop- 
erty of  the  estate  which  they  held,  including  all  of  such  property  re- 
ceived from  the  trustees.  The  cash  and  property  paid  over  to  the 
administrators  hy  the  trustees,  and  by  the  administrators  distributed 
to  the  beneficiaries,  included  certain  income  received  by  the  trustees 
during  1920.  It  is  with  reference  to  the  liability  of  the  trustees  for 
the  payment  of  income  tax  upon  the  amount  of  such  income  that  a 
ruling  is  requested. 

In  connection  with  the  distributions  made  by  the  administrators, 
under  the  provisions  of  section  219(c)  of  the  Revenue  Act  of  1918, 
all  amounts  so  distributed  are  properly  to  be  claimed  as  deductions 
in  the  final  return  of  the  administrators  to  be  filed  for  the  estate 
covering  the  period  from  January  1,  1920,  to  the  date  of  settlement 
in  1920. 

As  under  the  terms  of  the  will  of  A  the  trustees  were  required  to 
distribute  at  the  termination  of  the  trust  the  entire  property  of  the 
estate,  including  any  income  received  by  them,  and  as  such  dis- 
tribution was  made  according  to  the  judgment  rendered,  the  income 
was  properly  distributable  and  the  trustees  are  not  required  to  file 
a  return  on  Form  1040,  or  1040A,  for  the  year  in  which  such  dis- 
tribution was  made.  A  return  on  Form  1041  is  required  to  be  filed, 
however,  to  disclose  the  gross  income  of  the  trust  for  such  year 
and  the  deductions  claimed;  also  to  show  the  amount  of  income 
paid  over  to  the  administrators  of  the  estate  of  A  and  any  amount 
of  such  income  distributed  to  the  heirs,  or  personal  representatives  of 
A's  wife. 

With  reference  to  the  return  to  be  filed  by  the  administrators  of 
the  estate  of  A  and  the  right  of  such  administrators  to  claim  a 
deduction  under  section  219(c)  for  the  amount  of  income  paid  over 
to  the  beneficiaries,  it  is  held  that  if  the  entire  net  income  of  the 
estate  for  1920,  including  income  received  through  the  trustees, 
is  $1,000  or  more,  a  return  on  Form  1040,  or  1040A,  must  be  filed. 
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In  sufeh  return  may  be  claimed  a  deduction  for  the  entire  amount 
of  income  received  during  the  year  by  the  administrators,  either 
directly  or  through  the  trustees,  and  properly  paid  over  or  credited 
to  the  beneficiaries  under  the  will. 

This  is  held  to  apply  to  the  final  distribution  made  in  the  settle- 
ment of  the  estate  as  well  as  to  distributions  made  during  the  period 
of  administration. 

The  return  to  be  filed  by  the  administrators  for  the  estate  must 
be  accompanied  by  a  statement  showing  the  name  and  address  of 
each  beneficiary  to  whom  payment  of  income  was  made  during  1920, 
and  the  amount  paid  to  each  such  beneficiary. 


Section   219,  Article  343:  Decedent's  estate  7-21-1448 

during  administration.  O.  D.  807 

In  February,  1919,  A  contracted  for  the  sale  of  certain  land  re- 
ceiving 0?  dollars  in  cash,  the  balance  of  llo?  dollars  to  be  paid  in 
/         April,  1919. 

A  died  before  April,  1919,  and  the  contract  was  not  completed  until 
August  or  'September  of  that  year,  when  the  deed  was  passed  and 
possession  taken  by  the  purchaser.  The  question  arises  as  to  whether 
any  gain  was  realized  either  by  A  or  by  his  estate. 

Since  the  x  dollars  received  by  A  prior  to  his  death  was  mere 
earnest  money  to  bind  the  contract,  he  did  not  receive  taxable  income 
from  the  transaction,  inasmuch  as  the  contract  was  not  cx)nsnmmated 
during  his  life. 

No  taxable  gain  was  realized  by  the  estate  because  of  the  trans- 
action. Although  the  legal  title  to  the  land  vested  in  the  executor 
for  purposes  of  administration,  the  substantial  thing  that  went  to 
the  executor  was  the  right  under  the  contract  to  the  unpaid  balance 
of  the  purchase  price  in  trust  for  the  devisees.  It  is  the  value  of  this 
right  of  contract  and  not  the  value  of  the  land  that  should  be  con- 
sidered. The  basis  for  determining  the  gain  or  loss  upon  the  sale 
or  conversion  of  property  acquired  by  beauest,  devise,  or  descent,  is 
the  value  of  the  property  at  the  death  of  the  testator,  or  its  value 
as  at  March  1,  1913,  if  acquired  prior  thereto.  As  the  right  or  con- 
tract was  in  this  case  valued  for  Federal  estate  tax  purposes  for  lla? 
dollars,  which  was  the  amount  received  by  the  estate,  there  could  be 
no  gain  or  loss  to  the  estate.     (O.  D.  681,  C.  B.  3,  p.  204,  modified.) 


Section  .219,  Article  343 :  Decedent's  estate 
during  administration. 

(See  8-21-1463;  sec.  214(a)   1,  art.  101.)     What  constitutes  ex- 
penses of  administration. 


Section  219,  Article  343 :  Decedent's  estate  9-21-1482 

during  administration.  O.  D.  829 

An  executor  of  an  estate  in  process  of  administration' paid  to  the 
widow  of  the  testator  a  monthly  allowance.    This  allowance  was  paid 
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under  an  order  of  the  probate  court,  which  order  provides  that  the 
amount  shall  be  payable  out  of  the  personal  property  and  the  income 
of  the  real  estate.  The  income  from  the  personal  property  is  more 
than  sufficient  to  pay  the  allowance.  The  question  arises  as  to 
whether  the  executor  in  making  a  return  for  the  estate  covering  the 
period  from  date  of  the  testator's  death  to  the  close  of  the  taxable 
period,  may  claim  a  deduction  for  the  amounts  paid  to  the  testator's 
widow  during  such  period. 

Held,  that,  inasmuch  as  the  allowance  is  paid  to  the  widow  under 
an  order  of  court,  it  is  "  properly  paid,"  as  contemplated  by  section 
219(c)  of  the  Revenue  Act  of  1918,  and  may  be  claimed  as  a  deduc- 
tion in  the  return  of  income  to  be  filed  by  the  executor.  The  testator's 
widow  should  report  in  her  individual  income  tax  return  all  income 
received  by  her  within  the  year,  including  the  amounts  paid  to  her 
by  the  executor. 

Section  219,  Article  343:  Decedent's  estate 
during  administration. 

(See  20-21-1640;  sec.  215,  art.  293.)  Determination  of  gain  or 
loss  in  case  of  sale  by  executor  of  bank  stock  upon  which  a  statutory 
assessment  has  been  levied. 


Section  219,  Article  343:  Decedent's  estate 
during  administration. 

(See  20-21-1643 ;  sec.  252,  art.  1034.)  Amended  returns  and  claims 
in  event  of  death  of  husband  or  wife  having  income  from  community 
property. 

Section  219,  Article  343:  Decedent's  estate  21-21-1652 

during  administration.  O.  D.  926 

(Also  Section  225,  Article  421.) 

A  died  testate  in  1917  and  his  widow  qualified  as  administratrix 
with  the  will  annexed  in  1918.  The  entire  estate  was  left  to  the 
widow  with  the  exception  of  10a?  dollars,  which  was  bequeathed  to  B. 
The  legacy  given  to  B  was  paid  in  1918,  and  during  that  year  all 
debts,  taxes,  and  costs  of  administration  were  paid  in  full,  and 
the  widow,  as  sole  beneficiary,  reduced  whatever  remained  to  her 
possession  as  her  personal  estate.  All  the  income  of  the  estate  since 
the  decedent's  death  has  been  reported  by  the  widow  in  her  indi- 
vidual returns.  Upon  making  final  report  and  settlement  in  1921  a 
court  order  was  issued  discharging  the  widow  from  liability  as 
administratrix. 

Held,  that  inasmuch  as  the  estate  of  A  was  in  the  process  of  ad- 
ministration until  1921,  the  widow,  as  administratrix,  is  required 
to  file  a  return  for  the  estate  for  each  of  the  periods  from  the  date 
of  the  decedent's  death  to  December  31,  1917,  January  1,  1918,  to 
Docember  31, 1918,  January  1,  1919,  to  December  31, 1919,  January  1, 
1920;  to  December  31,  1920,  and  January  1,  1921,  to  the  date  of  her 
discharge,  during  which  the  net  income  of  the  estate  equaled  or  ex- 
ceeded $1,000.     The  return  for  the  period  from  the  date  of  the 
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decedent's  death  to  December  31^  1917,  should  be  on  Form  1040  or 
1040-A,  and  the  administratrix  will  be  required  to  pay  the  tax  which 
may  be  a£»essed  on  the  basis  of  such  return.  In  the  event  the  in- 
come of  the  estate  for  any  of  the  other  periods  in  question  was 
$1,000  or  more  as  computed  without  deducting  the  amount  paid 
or  credited  to  the  beneficiary,  returns  covering  such  periods  should 
also  be  made  on  Form  1040  or  1040-A,  as  the  case  may  be.  The 
returns  should  be  accompanied  by  a  statement  showing  that  during 
each  period  the  entire  net  income  was  paid  or  credited  to  the  widow 
as  sole  beneficiary. 

Section  219,  Article  345:  Estates  and  trusts 
taxed  to  beneficiaries. 

(See  20-21-1635;  sec.  213(b),  art.  73.)     Income  from  personalty 
retained  by  donor  and  held  under  his  oral  declaration  of  trust. 


Section  219,  Article  347:  Estates  and  trusts  7-21-1449 

which  can  not  be  treated  as  a  unit.  O.  D.  808 

Under  a  will  a  trust  was  created  for  the  period  of  A's  life,  a  part 
of  the  income  of  which  is  to  be  paid  to  a  charitable  institution  and  an 
educational  institution  and  the  remainder  to  A.  At  the  termination 
•  of  the  trust  the  property  is  bequeathed  to  the  charitable  and  educa- 
tional institutions.  A  portion  of  the  trust  property  was  shares  of 
stock.  In  1919,  the  right  was  given  to  shareholders  to  subscribe  to 
additional  shares  of  this  stock,  which  right  was  sold  by  the  trustee. 

Held,  that  the  amount  received  by  the  trustee  from  the  sale  of  the 
right  is  taxable  income,  the  imposition  of  the  tax  not  beinj?  affected 
by  the  fact  that  the  ultimate  beneficiaries  may  be  a  charitaljle  and 
an  educational  institution. 

Held  further,  that  the  trust  can  not  be  treated  as  a  unit  for  income 
tax  purposes,  there  bein^  income  distributable  periodically  and  also 
income  (according  to  Federal  income  tax  statutes  and  regulations) 
which  is  not  distributable  periodically  under  the  law  of  the  State  in 
which  the  testator  resided.  The  amount  received  from  the  sale  of  the 
right  to  subscribe  for  stock  is  income  according  to  Federal  income  tax 
statutes,  and  under  the  State  law  the  profit  from  the  sale  of  the  right 
goes  to  the  remainderman  as  against  the  life  tenant. 

The  trustee  should  file  Form  1040  returning  as  income  the  amount 
received  from  the  sale  of  the  right  which  is  not  distributable  periodi- 
cally and  also  Form  1041  showing  the  distributive  shares  of  the  bene- 
ficiaries in  that  portion  of  the  trust  income  which  is  distributable 
periodically. 

SECTION  220.— PROFITS  OF  CORPORATIONS 
TAXABLE  TO  STOCKHOLDERS. 

Section  220,  Artic  le  351 :  Profits  of  corporation  10-21-1490 

taxable  to  stockholders,  O.  D,  838 

A  corporation  disposing  of  its  property,  preparatory  to  winding 
up  its  affairs,  may  either  hold  the  profits  irom  the  sale  of  capital  as- 
sets and  make  final  distribution  when  the  assets  are  all  disposed  of, 
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or  inunediately  pay  the  profits  from  the  sale  of  such  assets  to  its 
stockholders.  However,  if  there  is  an  accumulation  of  profits  for  the 
purpose  of  preventing  the  imposition  of  surtax  upon  its  stockholders, 
section  220  of  the  Revenue  Act  of  1918,  taxing  the  profits  of  corpora- 
tions to  stockholders,  will  apply.  The  fact  that  a  corporation  is  in 
process  of  liquidation  will  not  render  section  220  inapplicable  with 
respect  to  the  accumulated  profits  of  the  corporation. 


Section  220,  Ajotcub  351 :  Profits  of  corporation  21-21-1653 

taxable  to  stockholders.  A.  R.  R.  475 

Recommended  in  the  appeal  of  the  stockholders  of  the  M  Com- 
pany that  the  action  of  the  Income  Tax  Unit  assessing  additional 
taxes  agaiDHt  such  stockholders  for  the  years  1913  to  1918,  inclusive, 
on  account  of  tlie  inclusion  in  their  individual  returns  of  their  pro 
rata  share  of  the  undistributed  earnings  of  the  corporation  for  each 
year  be  reversed*  '    * 

The  Committee  has  had  under  consideration  the  appeal  of  the 
stockholders  of  the  M  Company  from  the  action  of  the  Income  Tax 
Unit  assessing  additional  taxes  for  the  years  1913  to  1918,  inclusive, 
on  account  of  the  inclusion  in  their  individual  returns  of  their  pro 
rata  share  of  the  undistributed  earnings  of  the  corporation. 

It  appears  that  the  M  Company  was  organized  in  1898  with  an  au- 
thorizea  capital  stock  of  8a?  dollars  for  the  purpose  of  taking  over  the 
assets  and  conducting  the  business  of  A  and  B.  At  the  time  this  cor- 
poration was  organized  A  and  B  each  turned  over  their  entire  assets 
to  the  corporation  and  received,  respectively,  4y  shares  and  y  shares 
of  the  capital  stock  of  the  coi'poration  of  the  i>ar  value  of  $100  per 
share.  The  property  was  transferred  to  the  corporation  at  a  value  of 
approximately  30a?  dollars. 

The  principal  object  for  the  organization  of  the  corporation  was  to 
take  over,  consolidate,  and  manage  the  various  interests  of  A  and  B. 
The  purposes  for  which  the  corporation  was  organized  are  to  engage 
in' the  business  of  buying,  selling,  holding,  leasing,  and  otherwise  deal- 
ing in  real  estate,  buildings^  and  other  property;  and  the  buying, 
selling,  holding,  and  dealing  m  shares  of  stock  in  other  corporations ; 
and  the  making*  purchases  of  real  and  personal  property  and  holding 
the  same  as  investments ;  and  the  loaning  of  money  upon  note  and 
mortgage  or  other  security  for  purposes  of  investment,  but  not  as  a 
discount  or  banking  business  and  the  care  and  increase  of  the  capital 
by  safe  and  prudent  investments ;  and  the  borrowing  of  money,  with 
the  power  to  give  security  for  the  same,  by  mortgage  or  otherwise, 
upon  any  property  of  the  corporation  except  its  franchise ;  and  the 
acquisition  and  taking  over  of  any  property,  real  and  personal,  of  any 
nature  which  the  parties  hereto  or  any  of  them  may  convey  to  this 
corporation^  and  the  undertaking  of  the  management,  care,  control, 
and  preservation  of  the  same,  and  the  acquisition,  holding,  and  deal- 
ing m  any  property,  and  the  transacting  any  business  which  inci- 
dentally to  any  of  the  above  purposes  may  necessarily  or  conveniently 
be  acquired,  held,  dealt  in^  or  transacted. 

.  A. died  in  1909  and  his  mterest  in  the  corporation  passed  to  B  and 
his  children  as  follows:  B  received  a  life  interest  in  IJy  shares,  and 
each  of  the  children  received  without  condition  ^y  shares.  B  now 
owns  Sjr  shares  and  the  children  iy  shares  each.    At  the  termination 
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of  the  life  estate  of  B  in  the  IJy  shares  such  shares  are  to  be  divided 
equally  amongst  the  children. 

It  appears  that  the  financial  policy  of  the  corporation  has  from  the 
very  beginning  been  very  conservative  and  that  the  purposes  for 
which  the  corporation  was  organized,  as  stated  in  the  foregoing  pro- 
visions of  its  charter^  have  been  strictly  adhered  to.  The  dividends 
paid  by  the  corporation  have  been  increased  from  time  to  time  and 
the  corporation  had  a  total  surplus  at  the  beginning  of  1913  of  43aj 
dollars.  The  following  statement  shows  the  net  profits  reported, 
dividends  paid,  amounts  carried  to  surplus,  and  total  surplus  since 
that  date : 


Year. 


3913. 
1914, 
1915. 
1916. 
1917. 
1918. 


Net  profits. 


^X 
4fa; 
6ia; 
lOiz 
7ix 
bix 


Dividends 
paid. 


Hx 

Ifa; 

2ix 

Sx 

Zx 

Sx 


Charged  to 

Total 

surplus. 

suiplu.s. 

Dollars. 

Dollars. 

fr 

44x 

2x 

4(iz 

Zx 

49a; 

eix 

56i.r 

Six 

60a; 

2ix 

622; 

The  corporation  during  the  years  1917  and  1918  purchased  Liberty 
bonds  in  the  amount  of  6^0;  dollars  and  other  corporations  in  which  it 
is  a  very  large  stockholder  purchased  several  times  as  many  Liberty 
bonds,  even  tnough  the  surplus  earnings  could  have  been  more  profit- 
ably invested  otherwise. 

It  appears  that  during  the  year  1916  the  individual  tax  retume  of 
all  the  stockholders  of  the  corporation  and  the  corporation  tax  re- 
turns of  such  corporation  were  verified  by  a  revenue  agent.  .The 
report  of  the  revenue  agent  upon  such  invcsti<^ation  was  dated  June, 
1915,  and  api)arently  the  application  of  the  individual  income  tax 
upon  the  undistributed  earnings  of  the  corporation  was  considered 
by  such  agent  and  the  conclusion  reached  that  there  was  not  sufficient 
evidence  to  warrant  the  application  of  section  (2),  subdivision  (A) 
2,  of  the  Revenue  Act  of  1913.  The  second  investigation  was  made 
during  the  year  1917,  and  it  was  recommended  by  the  revenue  agent 
that  the  continued  accumulation  of  the  earnings  of  the  corporation 
was  2i  fraud  on  the  Govenimcnt  and  that  assessment  of  tax  to  the  indi- 
vidual stockholders  on  the  basis  of  earnings  carried  to  surplus  should 
be  made.  This  recommendation  was  accepted  by  the  Income  Tax 
Unit  and  additional  taxes  were  assessed  against  the  stockholders  for 
the  years  1913,  1914,  1915,  and  1916. 

It  appears  that  in  1919,  pursuant  to  the  recommendation  of  the 
Commissioner  and  the  Solicitor,  the  Secretary  of  the  Treasury  certi- 
fied that  in  his  opinion  the  undistributed  accumulations  of  profits 
were  unreasonable  for  the  purpose  of  the  business  of  said  corpora- 
tion. This  certification  by  the  Secretary  permitted  the  assessments 
mentioned  above. 

In  the  latter  part  of  1919  the  revenue  agent  who  made  the  secohd 
examination  of  the  returns  of  the  taxpayers  verified  their  191T'kfad 
1918  returns  and  recommended  that  additional  taxes  be  assessed 
against  the  stockholders  by  the  inclusion  in  their  individual  returns 
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of  their  pro  rata  share  of  the  undistributed  earnings  of  the  corpora- 
tion for  these  years. 

In  order  to  pass  upon  the  questions  raised  on  the  appeal,  it  is  neces- 
sary to  examine  the  provisions  of  the  statute  under  which  such  as- 
sessments were  made.  Section  2  (A)  2  of  the  Act  of  October  3, 1913, 
reads  in  part  as  follows: 

♦  ♦  ♦  For  the  purpose  of  this  additional  tax  the  taxable  income  of  any 
individual  shall  embrace  the  share  to  which  he  would  be  entitled  of  the  gains 
and  profits  if  divided  or  distributed,  whetht»r  divided  or  distributed  or  not, 
of  all  corporations,  joint-stock  companies,  or  associations,  however  created  or 
organized,  formed^  or  fraudulently  availed  of  for  the  purpose  of  preventing  the 
imposition  of  such  tax  through  the  medium  of  permitting  such  gains  and  profits 
to  accumulate  instead  of  being  divided  or  distributed;  and  the  fact  that  any 
such  corporation.  Joint-stock  company,  or  association  is  a  mere  holding  com- 
pany, or  that  the  gains  and  profits  are  permitted  to  accumulate  beyond  the  rea- 
sonable needs  of  the  business  shall  be  prima  facie  evidence  of  a  fraudulent  pur- 
pose to  escAJtpe  such  tax;  but  the  fact  that  the  gains  and  profits  are  in  any  case 
permitted  to  accumulate  and  become  surplus  shaU  not  be  construed  as  evidence 
of  a  purpose  to  escape  the  said  tax  in  such  case  unless  the  Secretary  of  the 
Treasury  shall  certify  that  in  his  ol)iuion  such  accumulation  is  unreasonable 
for  the  purposes  of  the  business.  When  requested  by  the  Couimlssloner  of 
Internal  Revenue,  or  any  district  collector  of  internal  revenue,  such  con>ora- 
tion,  joint-stock  company,  or  association  shall  forward  to  him  a  correct  state- 
ment of  such  profits  and  the  names  of  the  individuals  who  would  be  entitled 

to  the  same  if  distributed. 

» 

Section  8  of  the  Revenue  Act  of  1916  and  the  same  section  of  the 
1916  Act,  as  amended,  read  substantially  the  same  as  the  above- 
quoted  provision  of  the  1913  Act.  Section  220  of  the  Eevenue  Act 
of  1918  reads  as  follows : 

That  if  any  conwration,  however  created  or  organized,  is  formed  or  availed 
of  for  the  purpose  of  preventing  the  imposition  of  the  surtax  upon  its  stock- 
holders  or  members  through  the  medium  of  permitting  its  gains  and  profits 
to  accumulate  instead  of  being  divided  or  distributed^  such  corporation  shall 
not  be  subject  to  the  tax  imposed  by  section  230,  but  the  stock liolders  or  mem- 
bers thereof  shall  be  subject  to  taxation  under  this  title  in  the  same  manner 
as  provided  In  subdivision  (e)  of  section  218  in  the  case  of  stockholders  of  a 
personal-service  corporation,  except  that  the  tax  imposed  by  Title  III  shall  be 
deducted  from  the  net  income  of  the  corporation  before  the  computation  of 
the  proportionate  share  of  each  stockholder  or  member.  The  fact  that  any 
corporation  is  a  mere  holding  company,  or  that  the  gains  and  profits  are  per- 
mitted to  accumulate  beyond  the  reasonable  needs  of  the  business,  shall  be 
prima  facie  evidence  of  a  purpose  to  escape  the  surtax;  but  the  fact  that  the 
gains  and  profits  are  in  any  case  perniitteid  to  accumulate  and  become  surplus 
shall  not  be  construed  as  evidence  of  a  purpose  to  escape  the  tax  In  such  case 
unless  the  Commissioner  certifies  that  in  his  opinion  such  accumulation  is 
unreasonable  for  the  purposes  of  the  business.  When  requested  by  the  Com- 
missioner or  any  collector,  every  corporation  shall  forward  to  him  a  correct 
statement  of  such  gains  and  profits  and  the  names  and  addresses  of  the  indi- 
viduals or  shareholders  who  would  be  entitled  to  the  same  if  divided  or  dis- 
tributed and  of  the  amounts  that  would  be  payable  to  each. 

The  principal  activity  of  the  corporation  from  the  date  of  or- 
ganization has  been  the  management  of  its  real  estate  and  the  in- 
vesting and  reinvesting  of  its  lunds  in  stocks  of  other  corporations 
and  in  other  securities.  A  substantial  part  of  the  income  or  the  cor- 
poration is  derived  from  rentals  and  royalties  and  from  sales  and 
operations  and  from  interest.  The  balance  of  the  income  is  derived 
from  dividends  on  stock  of  other  corporations.  It  owns  a  controlling 
intej'est  in  the  N  Company  and  to  a  large  extent  finances  through 
loans  the  operation  of  this  corporation. 

It  can  readily  be  seen  from  the  foregoing  that  the  corporation  is 
not  i^rimarily  a  holding  company  but  is  to  a  large  extent  engaged  in 
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business.  It  appears  that  the  certification  of  the  Secretary  of  the 
Treasury  was  based  upon  the  theory  that  the  corporation  was  merely 
a  holding  company  and  as  such  its  earnings  have  been  permitted  to 
accumulate  beyond  the  reasonable  needs  of  the  business. 

A  hearing  was  granted  in  this  case  at  which  the  corporation  and  ^ 

its  stockholders  were  represented  by  counsel.    At  this  hearing  four  ^ 

points  were  discussed.  The  four  points  raised  by  the  attorneys  for 
the  taxpayer  may  be  consolidated  into  two  points :  (1)  Whether  under 
the  statement  of  facts  now  presented  the  Secretary  of  the  Treasury 
properly  certified  that  the  accumulations  were  beyond  the  reasonable 
needs  of  the  business,  and  (2)  whether  the  Income  Tax  Unit,  in  view 
of  recent  court  decisions,  is  authorized  to  make  assessments  against 
stockholders  under  the  provisions  of  the  statutes  quoted  above  where 
no  formal  declaration  of  dividend  has  been  made. 

Point  (1).  The  taxpayer  contends  that  this  is  not  a  case  where 
section  2  (A)  2  of  the  11>13  Act,  section  (3)  of  the  1916  Act  and  sec- 
tion (3)  of  the  1916  Act  as  amended,  and  section  220  of  the  1918  Act 
should  be  applied,  for  the  reason  that  the  M  Company  was  not  a  mere 
holding  company  and  did  not  permit  its  gains  and  profits  to  accumu- 
late beyond  the  reasonable  needs  of  the  business. 

In  the  ordinary  and  accepted  sense,  the  term  "  holding  company  " 
means  one  which  is  not  actively  engaged  in  business  and  which  does 
nothing  but  hold  stock  of  other  corporations.  The  M  Company  has 
been  actively  engaged  in  business  since  its  organization  and  has  con- 
sistently paid  capital  stock  taxes.  It  is  noted  that  the  1913  Act, 
quoted  above,  requires  that  the  corporation  must  be  formed  for  the  . 
purpose  of  preventing  the  imposition  of  the  tax  through  the  medium 
of  permitting  its  gains  and  profits  to  accumulate  instead  of  being  di- 
vided or  distributed,  or  must  have  been  frnuduloifly  availed  ofioT 
that  purpose  before  the  Secretary  of  the  Treasury  is  authorized  to 
make  the  certification  which  has  been  made  in  this  case. 

An  examination  of  the  facts  leading  up  to  the  organization  of  this 
corporation,  the  consideration  of  the  rate  of  dividends  paid,  and  the 
amounts  carried  to  surplus  from  year  to  year  do  not  indicate  to  the 
Committee  that  the  corporation  was  fravdulently  availed  of  for  the 
purpose  of  preventing  the  imposition  of  the  tax  through  the  medium 
of  permitting  the  gains  and  profits  to  accumulate  instead  of  dividing 
or  distributing  such  gains  and  profits. 

Therefore  the  Committee  recommends  that  the  action  of  the  Income 
Tax  Unit  in  assessing  additional  taxes  for  the  years  1913  to  1917,  in- 
clusive, was  in  error  and  that  such  action  be  reversed  and  that  the 
claim  filed  for  the  refunding  of  taxes  paid  on  account  of  such  assess- 
ment receive  favorable  consideration. 

The  Committee  has  accepted  the  Bureau's  position  with  respect  to 
the  reasonable  requirements  of  a  business  as  outlined  in  Treasury 
Decision  2736  (not  published  in  the  Bulletin  Service).  Applying 
the  principles  therein  laid  down  to  the  facts  in  the  instant  case,  it 
would  appear  that  all  the  capital  of  the  M  Company  which  is  in-  ^^ 
vested  in  the  capital  stock  of  the  N  Company  or  which  is  used  in  fli  = 
making  loans  and  otherwise  financing  such  subsidiary  is  needed  in 
the  business  of  such  company.  The  facts  now  submitted  are  mate- 
rially different  from  those  submitted  to  the  Secretary  of  the  Treasury 
at  the  time  the  certification  in  question  was  made.  Upon  the  basis 
of  this  additional  evidence  the  present  Secretary  of  the  Treasury 


-$ 


* 


231  [§  221 

signed  a  resolution  recalling  the  former  certification  in  this  case. 
The  Committee  is  in  full  accord  with  this  action.  The  effect  of  this 
resolution  is  to  remove  the  presumption  of  fraud  heretofore  existing 
against  the  corporation. 

It  is  strongly  urged  that  any  taxes  assessable  under  the  provisions 
of  the  revenue  Acts  quoted  above  are  in  the  nature  of  a  penalty^  and 
in  order  that  such  assessment  may  properly  be  made  fraud  or  fraudu- 
lent intent  must  be  established.  It  is  submitted  in  the  instant  case 
that  the  corporation  in  carrying  to  surplus  a  considerable  part  of  its 
earnings  yearly  is  dain<ji  nothing  ^inore  than  was  contemplated  under 
the  provis^ions  of  its  charter.  It  is  also  submitted  that  this  corpora- 
tion could  not  have  been  created  for  the  purpose  of  permitting  its 
earnings  to  accumulate,  thereby  preventing  the  imposition  of  tax 
on  such  earnings,  for  the  reason  that  the  corporation  was  organized 
in  1898.  The  mere  fact  that  the  corporation  carried  to  surplus  these 
earnings  is  not  to  be  considered  as  a  fraud  upon  the  Government^ 
bearing  in  mind  always  that  the  corporation  is  not  a  mere  holding 
company,  that  it  has  considerable  income  from  operations,  rents, 
royalties,  and  from  interest  on  money  loaned  and  investments  in 
bonds.  The  corporation  has  been  conservative  in  carrying  a  con- 
siderable portion  of  its  earnings  to  surplus,  and  the  mere  fact  that 
such  earnings  were  carried  to  surplus  and  that  the  corporation  now 
has  a  large  accumulated  surplus  does  not  of  itself  authorize  the 
Income  Tax  Unit  to  assess  a  tax  against  the  stockholders  on  their 
pro  rata  share  of  such  earnings.  The  fact  that  the  corporation 
increased  its  dividends  and,  having  increased  the  dividends,  con- 
tinued to  pay  same  even  though  the  earnings  of  the  corporation 
fluctuated  from  year  to  year,  substantiates  the  view  of  the  Committee 
that  the  corporation  was  not  fraudulently  availed  of  for  the  purpose 
of  preventing  the  imposition  of  the  tax  through  the  medium  of 
permitting  the  gains  and  profits  to  accumulate  instead  of  distributing 
such  ^ins  and  profits. 

Point  2.  The  Committee  does  not  think  it  necessary  or  advisable  to 
consider  the  arguments  with  respect  to  the  authority  of  the  Income 
Tax  Unit  to  make  assessments  under  the  provisions  of  section  220  of 
the  Revenue  Act  of  1918,  and  the  similar  provisions  of  prior  Acts, 
inasmuch  as  the  case  has  been  disposed  of  by  considering  the  law  and 
the  facts  as  now  submitted. 


SECTION  221.— PAYMENT  OF  TAX  AT  SOURCE. 

Secjtion  221,  Article  361 :  Withholding  tax  at  1-21-1374 

source.  O.  D.  767 

(Also  Section  213(b),  Article  72.) 

If  a  nonresident  alien  beneficiary  of  an  insurance  policy  is  given 
the  option-of  accepting  the  principal  of  the  policy  or  of  allowing  it 
to  remain  with  the  insurance  company,  subject  to  quarterly  install- 
ment payments  of  interest,  the  installment  payments  are  taxable  in- 
come and  are  subject  to  withholding,  but  if  the  beneficiary  has  no 
option  in  the  matter  and  is  required  to  accept  the  installment  pay- 
ments, the  principal  being  payable  to  another  person  at  his  death, 
such  payments  are  held  to  be  a  part  of  the  proceeds  of  the  policy. 
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Under  the  latter  circumstances  it  follows  that  no  withholding  would 
be  required,  since  the  payments  made  to  the  nonresident  alien  bene- 
ficiary would  not  constitute  taxable  income. 


Section   221,   Article   362:  Fixed    or   deter-  19-21-1623 

minable  annual  or  periodical  income.  O.  D.  907 

Held,  that  the  commission  paid  on  account  of  a  single  transaction 
is  not  fixed  or  determinable  annual  or  periodical  income  within  the 
meaning  of  section  221(a)  of  the  statute. 


Sectiox  221,  Article  363 :  Exemption  from  withholding. 

( See  26-21-1702 ;  sec.  213 (b) ,  art.  83. )    When  agent  of  nonresident 
alien  will  file  an  income  tax  return. 


Section  221,  Article  364:  Ownership  certificates  9-21-1483 

for  interest  coupons.  O.  D.  830 

AMiere  an  interest  coupon  is  presented  for  payment  of  interest 
upon  a  bond  which  has  been  sold  between  interest  dates,  the  coupon 
shall  be  accompanied  by  the  ownei'ship  certificate  of  the  purchaser 
only,  and  the  certificate  should  cover  the  full  amount  of  the  coupon. 
The  purchaser  may,  if  he  does  not  claim  exemption  from  having  the 
tax  paid  at  the  source,  take  credit  in  his  return  for  the  tax  paid 
at  the  source  on  the  entire  amount  of  interest  represented  by  the 
coupon.  The  discrepancy  between  the  amount  of  bond  interest 
repoilod  in  the  purchaser's  return  in  such  cases,  and  the  amount  of 
interest  shown  by  his  ownership  certificates  to  have  been  collected 
by  him  should  be  explained  by  a  statement  attached  to  and  made  a 
part  of  the  return,  showing  the  total  amount  of  interest  collected 
and  the  amount  of  interest  accrued  on  the  bond  to  the  date  of  pur- 
chase. 

Section  221,  Article  364:  Ownership  certificates  11-21-1514 

for  interest  coupons.  Mim.  2725 

(Also  Section  256,  Article  1075.) 

liicoiiiplete  and   otherwise  improperly  executed  ownership  cer- 
tificsites  not  to  be  accepted  by  banks  and  other  coHecting  ajrents. 

The  attention  of  the  Bureau  of  Internal  Revenue  has  been  invited 
to  the  fact  that  in  many  instances  indifference  and  carelessness  has 
been  shown  by  owners  in  executing  ownership  certificates  accom- 
panying coupons  presented  to  banks  and  other  collecting  agents  for 
collection  of  interest  on  bonds  and  other  obligations  of  debtors,  and  ^ 

also  that  banks  and  other  collecting  agents  have  been  accepting  in-  ^m\ 

complete  and  improperly  executed  ownership  certificates  with  sucji  ^^ 

coupons  deposited  for  collection  and  have  been  transmitting  same  ^ 
debtors  for  payment. 

The  withholding  provisions  of  the  Revenue  Act  of  1918  are  em- 
bodied in  sections  221  and  237  of  that  Act.  Section  256  of  this  Act 
requires  returns  of  information  in  certain  cases,  among  which  are 
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listed  payments  of  interest  upon  bonds,  mortgages,  deeds  of  trust, 
or  other  similar  obligations  of  corporations,  and  also  interest  upon 
the  bonds  of  foreign  countries  and  interest  upon  the  bonds  of  and 
dividends  from  foreign  corporations. 

The  attention  of  banks  and  other  collecting  agents  is  invited  to 
paragraph  (3)  of  section  256,  which  reads  as  follows: 

When  necessary  to  nitike  effective  the  provisions  of  tliis  section,  the  name 
and  address  of  the  recipient  of  income  shall  be  furnished  upon  demand  of  the 
Individual,  coiT)oration,  or  partnership  paying  tlie  Income. 

The  regulations  issued  by  the  Bureau  interpreting  section  256  of 
the  1918  Act  provide  that  the  original  ownership  certificates  in  the 
case  of  payments  of  interest,  regardless  of  amount,  upon  bonds  and 
similar  obligations  of  domestic  or  resident  foreign  corporations, 
when  duly  filed,  shall  constitute  and  be  treated  as  returns  of  infor- 
mation, and  that  in  case  a  bondholder  fails  to  file  proper  ownership 
certificate  in  the  case  of  payments  of  interest  on  registered  bonds,  the 
withholding  agent  shall  make  out  such  certificate  in  each  instance 
and  file  it  with  his  monthly  return.  The  regulations  further  provide 
that  if  the  person  receiving  a  payment  (banks  or  collecting  agents) 
falling  within  the  provisions  of  the  statute  for  information  at  the 
source  is  not  the  actual  owner  of  the  income  received,  the  name  and 
address  of  the  actual  owner  shall  be  furnished  upon  demand  of  the 
individual,  corporation,  or  partnership  paying  the  income,  and  in 
default  of  a  compliance  with  such  demand  the  payee  becomes  liable 
to  the  penalties  provided  in  section  253  of  the  Revenue  Act  of  1918: 

Banks  and  other  collecting  agents  are  not  required  by  law  or  regu- 
lations to  accept  interest  coupons  for  collection.  If,  however,  ^s  a 
matter  of  convenience  to  their  customers,  they  do  accept  interest  cou- 
pons for  collection,  it  is  their  duty  to  see  that  the  ownership  certifi- 
cates which  are  executed  bj  the  owner  of  the  coupons  are  j^roperly 
filled  out.  These  ownership  certificates  can  not  be  accepted  as  re- 
turns of  information  unless  they  are  properly  filled  out  and  debtors 
receiving  coupons  from  banks  or  collecting  agents  with  incomplete  or 
otherwise  improperly  executed  ownership  certificates  are,  under  the 
foregoing  quoted  provisions  of  section  256,  authorized  to  demand 
that  the  name  and  address  of  the  owner  of  the  coupons  accompanied 
by  incomplete  or  otherwise  improperly  executed  ownership  certifi- 
cates shall  be  furnished  before  the  coupons  are  paid. 

If  banks  and  other  collecting  agents  accept  coupons  for  collection 
to  which  are  attached  incomplete  or  otherwise  improperly  executed 
ownership  certificates,  such  banks  or  collecting  agents  become  a  party 
to  the  filing  of  incomplete  returns  of  information  and  shall  upon 
demand  of  the  debtor  furnish  the  name  and  address  of  the  owner  of 
the  coupons  so  that  such  ownership  certificates  may,  when  filed,  be 
accepted  as  returns  of  information  in  accordance  with  the  provisions 
of  the  regulations  issued  under  section  256  of  the  Revenue  Act  of 
1918. 


S^cTiox  221,  Article  364:  Ownership  certificates  19-21-1624 

for  interest  coupons.  O.  D.  908 

Ownership  certificates  representing  interest  on  bonds  owned  by 
nonresident  aliens,  bearing  addresses  of  domestic  bankers  in  lieu  of 
the  residences  of  the  aliens,  will  be  accepted. 
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Section  221,  Article  364 :  Ownership  certificates  24-21-1680 

for  interest  coupons.  O.  D.  949 

Certain  bonds  contain  the  privilege  of  being  converted  into  the 
stock  of  the  corporation  which  issued  the  bonds.    If  the  owner  of  the 
bonds  exercises  his  privilege  of  conversion  between  interest  dates       A 
and  is  allowed  accrued  interest,  he  is  required  to  file  an  ownership       ^ 
certificate  covering  such  accrued  interest  when  it  is  paid. 


Section  221,  Aktici^  375:  Withholding  in  the  9-21-1484 

case  of  enemies.  O.  D.  831 

A  domestic  corporation,  which  has  issued  bonds  containing  a  tax- 
free  covenant,  contends  that  in  accepting  ownership  certificates  Form 
1000,  revised,  executed  by  the  Alien  Property  Custodian,  or  his  de- 
positaries, it  will  become  liable  for  the  payment  of  the  2  per  cent 
normal  tax  upon  the  income  of  the  United  States  Government.  This 
contention  is  based  upon  the  opinion  of  the  Acting  Attoraey  General, 
dated  June  21,  1920,  to  the  effect  that  the  vesting  in  the  Alien  Prop- 
erty Custodian  of  the  powers  of  a  common  law  trustee  constitutes 
him  a  trustee  for  the  United  States,  rather  than  for  any  person  who 
may  ultimately  become  entitled  to  or  have  interest  in  property  seized 
by  the  Alien  Property  Custodian,  and  that  the  Custodian  is  not  liable 
as  a  trustee,  or  otherwise,  to  make  income  tax  returns  in  connection 
with  any  income  arising  on  account  of  any  property  taken  over  by 
him.  The  question  is  presented  as  to  whether  the  opinion  of  the  Act- 
ing Attorney  General  reverses  the  regulations  contamed  in  article  375. 

The  fact  that  the  income  arising  from  property  in  the  hands  of 
the  Alien  Property  Custodian  is  paid  to  him  as  a  trustee  of  the 
United  States  does  not  necessarily  imply  that  the  title  to  such  income 
remains  permanently  with  the  United  States  and  that  such  income 
would  never  be  returned  to  the  original  owner  of  such  property.  It 
is  held  that  the  opinion  of  the  Acting  Attorney  General  renderetl 
June  21,  1920  (Op.  A.  G.  2,  C.  B.  3,  p.  199),  does  not  revoke  the 
provisions  of  article  375  as  amended  by  Treasury  Decision  2969 
(C.  B.  2,  p.  195).  Accordingly  Form  1000,  revised,  is  required  to  be 
filed  and  a  tax  of  2  per  cent  is  required  to  be  paid  at  the  source  in 
the  case  of  interest  payments  to  the  Alien  Property  Custodian  or  to 
his  depositaries  on  corporate  bonds  or  other  obligations  containing 
a  tax-free  covenant. 


SECTION  222.— CREDIT  FOR  TAXES. 

Section  222,  Artichle  383:  Conditions  of  allowance  7-21-1450 

of  credit.  O.  D.  809 

(Also  Section  212,  Article  22.) 

A  citizen  of  the  United  States  purchases  German  securities  in  Ger- 
many. The  interest  is  collected  by  a  German  bank,  and,  after  tax 
at  the  rate  of  10  per  cent  is  paid  to  the  German  Government,  the  bal- 
ance of  the  interest  is  credited  to  the  account  of  the  citizen.  In- 
quiries are  presented  as  to  whether  the  citizen  is  liable  to  tax  on  such 
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income;  whether  the  tax  paid  to  the  German  Qovermnent  is  de-^ 
ductible ;  and  at  what  exchange  rate  the  income  must  be  valued. 

The  income  in  question  is  taxable  income  in  the  hands  of  the 
citizen  who  must  pay  the  tax  thereon  if  his  total  net  income  re- 
ceived from  all  sources  is  sufficiently  large  to  warrant  the  payment  of 
the  tax. 

The  amount  of  income  tax  levied  by  the  German  Government  on 
the  interest,  prior  to  its  being  credited,  should  be  credited  against 
the  total  tax  due  the  Federal  Government.  Form  1116,  accompanied 
by  an  affidavit  from  the  German  bank,  setting  forth  the  title  of  the 
statute  under  which  the  10  per  cent  was  withheld,  the  amount  of  in- 
terest accrued  and  the  amount  of  tax  withheld  and  paid  to  the  Ger- 
man Government,  should  be  attached  to  the  individual  income  tax 
return. 

The  amount  of  interest  returnable  for  the  purposes  of  the  Federal 
tax  should  be  converted  into  United  States  money  values  at  the 
rate  of  exchange  prevailing  at  the  time  the  interest  is  credited  to  the 
citizen's  account  by  the  German  bank.  In  the  event  the  interest  is 
not  deposited  but  is  paid  by  check  or  draft  drawn  by  the  German 
bank  in  German  marks,  the  interest  should  be  converted  into  United 
States  money  values  at  the  rate  of  exchange  prevailing  at  the  time 
the  check  or  draft  is  received. 

Inquiry  is  made  as  to  whether  a  tax  liability  attaches  to  the  gain 
in  marks,  or  whether  a  loss  in  dollars  may  be  deducted  in  the  case 
of  100  shares  of  German  securities  bought  in  Germany  at  300,000 
marks,  or  $9,000,  and  sold  for  500,000  marks,  or  $5,000.  For  the 
purposes  of  the  Federal  tax  in  such  a  case,  a  loss  of  $4,000  has  been 
sustained,  which  is  deductible. 

The  profits,  in  United  States  money  values,  derived  from  the 
sale  of  Grerman  securities  in  Germany,  constitute  taxable  income. 
If  the  German  Government  requires  an  income  tax  to  be  withheld  at 
the  source  from  such  profits,  the  same  procedure  should  be  followed 
as  set  forth  in  the  third  paragraph.  If,  however,  the  (lerraan  Gov- 
ernment imposes  a  tax  direct  on  such  profits,  the  procedure  con- 
tained in  aiiicle  383  of  Keguiations  45  should  be  followed. 


SECTION  223.— INDIVIDUAL  RETURNS. 

Section  223,  Article  401 :  Individual  returns.  7-21-1451 

O.  D.  810 

A  husband  and  wif  e^  who  were  domiciled  in  Texas,  January  1, 1918, 
and  abandoned  that  domicile  in  August,  1911>,  the  husband  having 
included  in  his  1918  and  1919  income  tax  returns  income  receive<l 
from  all  sources  including  personal  earnings  and  no  returns  having 
been  filed  by  the  wife,  may  file  amended  separate  returns  for  1918, 
^  each  reporting  as  gross  income  one-half  the  income  received  during 
^  that  year  which  constituted  community  income  as  defined  in  T.  D. 
3071  (0.  B.  3,  p.  221).  They  may  also  file  amended  separate  returns 
for  1919,  each  reporting  as  gross  income  one-half  the  income,  re- 
ceived prior  to  the  abandonment  of  the  marital  domicile  in  Texas, 
which  constituted  community  income  as  so  defined. 

The  date  of  the  abandonment  of  the  Texas  domicile  is  determined 
by  the  application  to  the  facts  in  the  case  of  general  princix^les  of  law. 
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Section  223,  Article  401 :  Individual  returns.  7-21-1452 

(Also  Section  211,  Article  11.)  Sol.  Op.  »0 

INCOME   TAX—REVENUE   ACT  OF   1918,    SECTIONS   210,   211,   216(c),    AND   223. 

Husband  and  wife  living  together  may,  at  their  option,  file  sep- 
arate returns  of  income  or  a  sinple  joint  return. 

If  hu.sband  and  wife  living  together  file  a  single  joint  return 
of  income,  such  return  is  treated  as  the  return  of  a  taxable  unit  and 
the  income  disclosed  by  the  return  is  subject  to  both  normal  and  sur- 
tax as  thou;?h  the  return  were  that  of  a  single  Individual. 

If  a  husband  or  wife  has  allowable  deductions  for  any  taxable 
year  in  excess  of  his  or  her  gross  income  for  such  year,*  such  ex- 
cess may,  if  the  husband  and  wife  are  living  together  and  a  single 
Joint  return  of  Income  is  filed,  be  deducted  from  the  net  income  of 
the  other  spouse  for  the  purpose  of  computing  both  the  normal  and 
surtax. 

The  question  has  arisen  whether  a  husband  and  wife  living  to- 
gether may  file  a  joint  return  of  income  under  the  Revenue  Act  of 
1018,  and,  if  so,  in  what  manner  the  tax  due  upon  such  joint  return 
should  be  computed.  The  specific  question  presented  is  whether  in 
cases  in  which  a  husband  and  wife  living  together  render  a  joint 
return  for  a  year  during  which  the  husband  or  wife  has  allowable 
deductions  under  section  214  of  the  Act  in  excess  of  his  or  her  gross 
income  from  all  sources,  such  excess  may  properly  be  deducted  from 
the  net  income  of  the  other  for  the  purpose  of  computing  either  the 
nonnal  or  surtax  imposed  bv  sections  210  and  211  of  the  statute. 

Sections  210  and  211  of  the  Revenue  Act  of  1918  provide  that  the 
normal  and  surtax  shall  be  levied,  collected,  and  paid  upon  the  net 
income  of  "  every  individual."  Sections  216  and  223  of  the  Act  read, 
in  part,  as  follows : 

Sec.  216.  That  for  the*  purpose  of  the  normal  tax  only  there  shall  be  allowed 
the  following  credits :     ♦     ♦     ♦ 

(c)  In  the  case  of  a  single  person,  a  personal  exemption  of  $1,000,  or  In  the 
case  of  the  head  of  a  family  or  a  married  person  living  with  husband  or  wife,  a 
personal  exemption  of  $2,000.  A  husband  and  wife  living  together  shall  re- 
ceive but  one  personal  exemption  of  .$2,000  against  their  aggregate  net  income; 
and  in  case  they  make  separate  returns,  the  personal  exemption  of  $2,000  may 
1)0  taken  by  either  or  divided  between  them. 

Sec.  223.  That  every  individual  having  a  net  income  for  the  taxable  year  of 
$1.0(K)  or  over  if  single,  or  if  married  and  not  living  with  husband  or  wife,  or 
of  $2,000  or  over  if  married  and  living  with  husband  or  wife,  shall  make  under 
oath  a  return  stating  specifically  the  items  of  his  gross  income  and  the  deduc- 
tions and  credits  allow(»d  by  this  title.  If  a  husband  and  wife  living  together 
have  an  aggregate  net  income  of  $2,000  or  over,  each  shall  make  such  a  return 
unless  the  income  of  each  is  included  in  a  single  joint  return. 

It  has  been  suggested  that,  in  view  of  the  specific  provision  of  sec- 
tions 210  and  211  that  the  normal  and  surtax  shall  be  levied  upon 
the  net  income  of  every  individual,  section  223  does  not  permit  a  hus- 
l)and  and  wife  living  together  to  file  a  joint  return  as  a  taxable  unit, 
but  merely  permits  the  filing  of  a  joint  return  of  separate  incomes, 
or  two  ordinary  returns  on  one  sheet  of  paper,  for  convenient  refer- 
ence. 

But  one  provision  of  a  statute,  however  specific,  must  not  be  so  con- 
strued as  to  nullify  the  plain  import  of  another  provision,  when  by 
any  reasonable  construction  eifect  can  be  given  to  both  provisions. 
When  a  general  statutory  provision  is  foUow^ed  by  a  provision  that 
certain  specific  cases  shall  be  treated  in  a  different  manner,  an  ex- 
ception must  be  made  to  the  former  to  give  full  effect  to  the  latter. 
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It  is  true  that  there  is  no  provision  in  the  Act  which  affirmatively 
permits  the  filing  of  joint  returns  by  husband  and  wife  living  to- 

f:ether,  and  authority  for  such  returns  must  be  found  by  inference 
rom  sections  216(c)  and  223.    However,  the  inference,  if  clear,  must 
be  given  eflFect. 

The  popular  and  received  import  of  wonls  furnisheH  the  general  rule  for  the 
iuterpretation  of  public  laws,    Mailhird  v.  Lawrence,  10  How.  251,  14  L.  Ed.  925. 

It  is  unnecessarv  to  refer  to  the  definitions  given  by  the  dictiona- 
ries for  the  word  "  joint "  to  reach  the  conclusion  that  the  "  popular 
and  received  import "  of  the  language  of  section  223  is  that  the  single 
joint  return  referred  to  is  one  return  of  a  taxable  unit  and  not  two 
returns  of  two  taxable  units  on  one  sheet  of  paper. 

There  is  other  language  in  the  statute,  however,  which  more  clearly 
requires  such  construction.  Section  216(c)  provides  that  but  one 
personal  exemption  of  $2,000  shall  be  taken  by  husband  and  wife 
living  together  "  against  their  aggregate  net  income."  If  the  single 
joint  return  referred  to  in  section  223  is  merely  two  separate  returns 
on  one  sheet  of  paper,  there  is  no  "  aggregate  net  income "  against 
which  the  deduction  can  be  taken.  And  the  statute  does  not  provide 
by  whom  the  exemption  shall  be  taken  in  such  cases,  or  whether  it 
may  be  divided.  The  last  clause  of  section  216(c)  which  provides 
that  the  personal  exemption  may  be  taken  by  either  or  divided,  ap- 
plies only  when  separate  returns  are  filed. 

If  the  single  joint  return  which  husband  and  wife  living  together 
are  permitted  to  file  by  section  223  is  merely  a  joint  return  of  sepa- 
rate incomes,  or  two  returns  on  one  sheet  of  paper,  the  only  explana- 
tion that  can  be  offered  for  the  action  of  Congress  in  permitting  the 
filing  of  such  returns  is  that  such  joint  returns  permit  more  conveni- 
ent reference  in  the  Bureau  of  Internal  Revenue,  a  matter  of  expedi- 
ency in  administering  the  taxing  statute.  It  is  no  more  expedient  from 
an  administrative  standpoint,  however,  to  have  the  separate  returns 
of  husband  and  wife  living  together  attached  to  each  other,  than  to 
have  the  separate  returns  of  other  individuals  so  attached,  as,  for  in- 
stance, the  returns  of  partners  or  of  husband  and  wife  not  living 
together. 

Had  the  provision  been  intended  by  Congress  as  one  of  administra- 
tive expediency,  the  filing  of  joint  returns  would  not  have  been  made 
optional  with  the  taxpayer.  If  Congress  did  not  intend  that  husband 
and  wife  in  such  case  might  file  returns  as  a  taxable  unit,  it  con- 
sidered either  that  the  law  would  or  would  not  be  more  easily  ad- 
ministered if  joint  returns  were  filed  by  husband  and  wife  living 
together,  and  accordingly  joint  or  separate  returns  would  have  been 
required.  Certainly  no  option  would  have  been  given. to  the  tax- 
payer in  a  matter  of  governmental  administrative  expediency. 

It  is  by  no  means  unreasonable  to  suppose  that  it  was  the  intention 
of  Congress  that  husband  and  wife  living  together  should,  if  to  their 
advantage,  be  permitted  to  file  a  joint  return  as  a  taxable  unit.  Con- 
gress may  well  have  considered  it  advisable  that  a  net  loss  sustained 
by  one  spouse  should  be  deducted  in  computing  the  tax  of  the  other. 
it  is  true  that  husband  and  wife  are  not  treated  throughout  the  Act 
afe-  a  taxable  unit,  but  Congress  may  have  considered  such  provision 
inexpedient  or  or  doubtful  constitutionality. 

From  the  foregoing  it  follows  that  the  proper  construction  of  the 
Revenue  Act  of  1918  permits  a  husband  and  wife  living  together,  at 
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their  opfbion,  to  file  separate  returns  or  a  single  joint  return.  If  a 
single  joint  r^urn  is  filed  it  is  treated  as  the  return  of  a  taxable  unit 
and  the  net  income  disclosed  by  the  return  is  subject  to  both  normal 
and  surtax  as  though  tlie  return  were  that  of  a  single  individual.  In 
cases,  therefore,  in  which  the  husband  or  wife  has  allowable  deduc- 
tions in  excess  of  his  or  her  gross  income,  such  excess  may,  if  joint 
return  is  filed,  be  deducted  from  the  net  income  of  the  other  for  the 
purpose  of  computing  both  the  normal  and  surtax. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenue. 
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T.  D.  3138 

1.  INCOME   TAXES— HUSBAND   AND   WIPE— COMMUNITY    PROPERTY. 

In  Washington,  Arizona,  Idaho,  New  Mexico,  Louisiana,  and  Nevada  the 
husband  and  wife  domiciled  therein,  in  renderin;^  separate  income  tax  returns, 
may  each  reiiort  as  gross  income  one-half  of  the  income  which  under  the  laws 
of  the  respective  States  becomes,  simultanef>usly  witli  its  receipt,  community' 
property;  this  is  not  based  upon  any  statute  enacted  subsequent  to  March  1, 
3913,  ami  applies  under  Income  tax  Acts  prior  to  the  Revenue  Act  of  1918l 

2.   ESTATE  TAX— HUSBAND  AND  WIFE--COMM UNITY  PROPERTY. 

In  Washington.  Arizona,  Idaho,  New  Mexico,  I.><»iis;iana,  and  Nevada  there 
should  be  included  in  gi*oss  estate,  in  computing  the  estate  tax  of  a  deceased 
spouse,  one-half  only  of  the  community  property  of  husband  and  wife  domiciled 
therein ;  this  fs  not  Imsed  upon  any  statute  enacted  subsequent  to  March  1,  1913, 
and  applies;  under  estate  tax  Acts  to  the  Revenue  Act  of  1918. 

Treasury  Department, 
Office  of  Commissioner  ch?  Internal  Revenue, 

Washington^  I).  O. 

To  Collectors  of  Infernal  Revenue  and  others  concerned : 

There  is  given  below  in  full  for  j^oiir  information  and  gnidnno^  an 
opinion  rendered  bv  the  Attorney  (General  under  date  of  February 
26,  1921,  dealing  with  the  right  of  husband  and  wife  domiciled  in 
certain  States  having  so-called  "  community  proj^erty  "  laws  to  divide 
certain  of  their  income  for  the  purpose  oi  the  income  tax,  and  as  to 
the  inclusion  of  community  property  in  the  gross  estate  of  a  deceased 
spouse.  See,  in  this  connection.  Treasury  Decision  No.  3071.  (C.  B. 
3,  p.  221.) 

Wm.  M.  Williams, 
Commissioner  of  Internal  Reventte. 
Approved :  March  3,  1921. 

D.   F.  IIoT\STON, 

Sec7'etar}f  of  the  Trea^sury. 

Dear  Mr.  Skcrktary: 

My  opinion  has  Ijcen  requested  upon  the  following  (jtiestions : 
1.  In  which  of  the  States,  other  than  Texas,  in  which  the  commu- 
nity  property  system   exists  may   a   husband   and   wife  domiciled 
therein,  in  rendering  separate  income  tax  returns,  each  report  as 
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fross  income  one-half  of  the  income  which  under  the  laws  of  such 
tate  becomes,  simultaneous  with  its  receipt,  community  property? 

2.  In  which  of  the  >States  in  which  the  community  property  system 
exists  should  there  be  included  in  gross  estate,  m  computing  the 
estate  tax  of  the  estate  of  a  deceased  spouse,  one-half  and  only  one- 
half  of  the  community  property  of  nusband  and  wife  domiciled 
therein  ? 

3.  If  your  answers  to  questions  1  ana  2  as  to  any  State  are  based 
upon  a  statute  enacted  subsequent  to  March  1,  1913,  please  give  the 
rule  as  to  such  State  existing  from  March  1,  1913,  to  the  passage  of 
such  statute,  for  my  guidance  in  allowing  claims  for  refund. 

4.  Do  your  answers  to  questions  1  and  2  apply  under  income  and 
estate  tax  Acts  prior  to  the  Revenue  Act  of  1918? 

Tlie  community  property  system  prevails  in  Arizona,  California, 
Idaho,  Louisiana,  Nevada,  New  Mexico,  Texas,  and  Washington. 
The  application  of  the  income  tax  Act  to  the  income  from  community 
property  belonging  to  husband  and  wife  domiciled  in  Texas  was  dis- 
posed of  in  my  opinion  of  September  10,  1920. 

The  significant  portions  oi  the  Arizona  statutes  bearing  upon  the 
community  property  system  in  that  State,  all  of  which  except  article 
1100  were  enacted  prior  to  1913,  are : 

Art.  3850.  AU  property  acquired  by  either  husband  or  v/ifo  during  the  mar- 
riage, except  that  which  is  acquired  by  gift,  devise,  or  dt^scent,  or  earned  by 
the  wife  and  her  niinor  children  while  she  has  lived  or  may  live  sepsinito  and 
apart  from  lier  husband,  shall  be  deemed  the  common  property  of  the  husband 
and  wife,  and  during  the  coverture  personal  property  may  be  disposed  of  by 
tiie  husband  only ;  but  husband  and  wife  must  join  in  all  deeds  and  mortgages 
affecting  real  estate  except  unpatented  mining  claiuis,  which  may  bo  couveyc^d 
by  tlie  husband  or  wife  only,  as  provided  by  the  laws  of  this  Slate  relating  to 
conveyances;  provided  that  either  husband  or  wife  may  convey  or  mortgage 
separate  property  without  the  other  joining  in  such  conveyance  or  mortgage. 

Abt.  1100.  Upon  the  death  of  the  husband  one  half  of  the  community  property 
shall  go  to  the  surviving  wife,  and  the  otlier  half  is  sul>ject  to  the  testamentary 
disxK)sition  of  the  husband,  and  in  the  absence  of  such  disposition  goes  to  his 
descendants  equally,  if  such  descendants  are  of  the  same  degree  of  kin<lred  to 
the  decedent,  otlierwifse  according  to  the  right  of  representation ;  and  in  the 
absence  of  both  such  distribution  and  such  descendants  is  su))ject  to  distribu- 
tion in  the  same  mamier  as  the  separate  proi)erty  of  the  husband.  Upon  the 
death  of  the  wife  one  half  of  the  community  proi)erty  shall  go  to  the  surviving 
husband  and  the  other  half  is  subject  to  the  testamentary  disposition  of  the 
wife,  and  in  the  absence  of  such  disposition  goes  to  the  descendants  equally,  if 
such  descendants  are  of  the  same  degree  of  kindred  to  the  dece<ient,  otherwise 
accoi'dlng  to  the  right  of  representation,  and  in  the  absence  of  botb  such  dis- 
tribution and  such  descendants  is  subject  to  distribution  in  the  same  manner 
as  the  separate  proj)erty  of  the  husband. 

Art.  2061.  No  conveyance,  transfer,  mortgage,  or  incumbrance  of  any  real 
estate  which  is  the  common  property  of  husband  and  wife,  or  any  interest 
therein,  shall  be  valid  unless  such  conveyance,  transfer,  mortgage,  or  incum- 
brance shall  be  execut(Hl  and  ucknowle^lged  by  lx)th  the  husband  and  wife. 
But  the  provisions  of  this  section  shall  not  apply  to  unpatented  mining  claims, 
which  may  be  conveyed,  transferred,  mortgaged,  or  Incumber^Mi  by  the  one  in 
whose  name  the  title  or  right  of  t>ossession  of  any  such  mining  claim  may  be 
without  the  other  Joining  in  such  conveyance,  transfer,  mortgage,  or  incum- 
brance. 

Abt.  3848.  All  property,  both  real  and  personal,  of  the  husband  owned  or 
claimed  by  him  before  marriage  and  that  acquired  afterward  by  gift,  d<»viso,  or 
descent,  as  also  the  Increase,  rents,  issues,  and  profits  of  tlie  same,  shall  bo  his 
separate  property,  and  all  property,  both  real  and  personal,  of  the  wife  owned 
or  claimed  by  her  before  marriage  and  that  acquired  afterward  by  gift,  devise, 
or  descent,  as  also  the  increase,  rents,  issues,  and  profits  of  the  same,  shall  be 
her  separate  property. 
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Prior  to  1913,  article  1100  read: 

Upon  the  dissolution  of  the  marriage  relation  by  death  all  the  common  prop- 
erty belonging  to  the  community  estate  of  the  husband  and  wife  shall  go  to  the 
survivor  if  the  deceased  have  no  child  or  children;  but  if  the  deceased  have  a 
child  or  children,  his  survivor  shall  be  entltletl  to  one  half  of  said  property,  and 
the  other  half  shall  pass  to  the  child  or  children. 

The  Supreme  Court  of  the  State  of  Arizona  has  held  these  statutes 
establish  in  the  wife  an  equal  interest  with  the  husband  in  community 
property  in  that  State.  In  the  case  of  La  Tourette  v.  La  Tourette. 
15  Ariz.  200  (1914),  the  court  said,  after  reviewing  the  statutes  above 
set  forth: 

The  law  makes  no  distinction  between  the  husband  and  wife  in  respect  to  the 
right  each  has  in  the  connnunity  property.  It  gives  the  husband  no  higher  or 
better  title  than  it  gives  the  wife.  It  recognizes  a»  marital  connnunity  wherein 
both  are  equal.  Its  policy  plainly  expressed  is  to  give  the  wife  in  this  marital 
community  an  equal  dignity,  and  make  her  an  equal  factor  in  matrimonial  gains. 

That  the  interest  of  the  wife  in  the  community  property  during  the  coverture 
is  not  a  mere  possibility— not  the  expectancy  of  an  heir — is  quite  apparent. 
The  old  saying  is  not  true  that  community  is  a  partnersliip  which  begins  only 
at  its  end.  Upon  the  dissolution  of  the  community  by  death,  the  wife  does  not 
inherit  her  share  of  the  conmion  property,  but  with  the  death  of  the  husband 
the  management  and  control  of  the  statutory  agent  or  trustee  ceases.  The  wife 
acquires  not  her  share,  for  that  was  already  hers,  but  in  addition  to  her  share 
she  acquires  the  right  gf  management,  control,  and  disposition  of  that  share, 
her  status  being  thereby  fixed  as  that  of  a  /erne  mlc.  If  there  be  no  child  or 
children  of  the  deceased  husband,  all  of  the  common  property  goes  to  the  sur- 
viving wife.  She  has  her  share  in  the  property,  and  in  addition,  by  right  of 
survivorship  and  not  as  an  heir,  she  acquires  the  share  that  belonged  to  the 
husband,  and  she  takes  all  of  the  property  in  her  own  right,  and  with  resi>ect 
to  the  management,  control,  and  disposition  of  such  property  is  reduced  to  the 
status  of  a  ienie  sole  and  must  thenceforward  with  respect  to  it  act  for  heraalf. 

The  Idaho  law  provides,  article  4656  of  the  compiled  Statutes  of 
1919,  that  all  property  of  the  wife  owned  by  her  before  marriage, 
and  that  acquired  afterwards  by  gift,  bequest,  devise,  or  descent,  or 
that  which  she  shall  acquire  with  the  proceeds  of  her  separate  prop- 
erty, shall  remain  her  sole  and  separate  property  to  the  extent  and 
with  the  same  effect  as  the  property  of  her  husband  similarly  ac- 
quired. 

Article  4659  defines  the  separate  property  of  the  husband  to  be  all 
property  owned  by  him  before  marriage,  and  that  acquired  by  gift^ 
bequest,  devise,  or  descent.     Community  property  is  defined  as — 

All  otiier  property  acquired  after  marriage  by  either  husband  or  wife,  in- 
cluding the  rents  and  profits  of  the  separate  property  of  the  husband  and 
wife  *  *  *  unless  by  the  instrument  by  which  any  such  property  is  ac- 
quired by  the  wife  it  is  provideil  that  the  rents  and  profits  thereof  be  applied  to 
her  sole  and  separate  use;  in  which  caso  the  management  and  di'^posai  of  such 
rents  and  profits  belong  to  the  wife,  and  they  are  not  liable  for  the  debts  of  the 
husband. 

By  article  4666— 

The  husband  has  the  management  and  control  of  the  community  property  ex- 
cept tlie  earnings  of  the  w-ife  for  the  personal  services  and  the  rents  and  profits 
of  her  separate  estate.    But  he  can  not  sell,  convey,  or  encumber  the  community 
real  estate  unless  tlie  wife  join  with  him  in  executing  and  acknowledging  tttfc 
deed  or  other  instrument  of  conveyance  by  which  the  real  estate  is  sold,  c< 
veyed,  or  encumbered. 
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This  section,  which  was  amended  in  1915  to  read  as  above,  previ- 
ously and  by  amendment  in  1913,  provided : 

The  husband  has  the  management  and  control  of  the  community  property,  but 
lie  shall  not  sell,  convey,  or  encumber  community  real  estate,  unless  the  wife 
join  with  him  in  executing  the  deed  or  other  instrument  of  conveyance  by  which 
the  real  estate  Is  sold,  conveyed,  or  encumbered,  and  such  deed  or  other  instru- 
ment of  conveyance  must  be  acknowledged  by  him  and  by  his  wife. 

A  new  provision  of  the  law  of  1915,  article  4667,  reads : 

The  wife  has  the  management  and  control  of  the  earnings  for  her  personal 
services,  and  the  rents  and  profits  of  her  separate  estate. 

On  the  death  of  either  husband  or  wife  it  is  provided  by  article 
7803,  that— 

One-half  of  all  the  community  property  shall  go  to  the  survivor,  subject  to 
the  community  debts,  and  the  other  half  shall  be  subject  to  the  testamentary 
disposition  of  the  deceased  husband  or  wife  In  favor  only  of  his,  her,  or  their 
children,  or  a  parent  of  either  spouse,  subject  also  to  the  community  debts,  pro- 
vided that  not  more  than  one-half  of  the  decedent's  half  of  the  community 
property  may  be  left  by  will  to  a  parent  or  parents.  In  case  no  such  testa- 
mentary disposition  shall  have  been  made  by  the  deceased  husband  or  wife  of 
his  or  her  half  of  the  community  property,  it  shall  go  to  the  survivor,  subject 
to  the  community  debts,  the  family  allowance  and  the  charges  and  expenses  of 
administration :  Provided,  however ,  That  no  administration  of  the  estate  of  the 
wife  shall  be  necessary  if  she  dies  intestate. 

Section  5713,  as  previously  enacted  in  1907,  provided : 

Upon  the  death  of  either  husband  or  wife  one-half  of  tlie  community  property 
shall  go  to  the  survivor,  subject  to  the  community  debts,  and  the  other  half 
shall  be  subject  to  the  testamentary  disposition  of  the  deceased  husband  or  wife, 
subject  also  to  the  community  debts.  .In  case  no  testamentary  disposition  shall 
have  been  made  by  the  deceased  husband  or  wife  of  his  or  her  share  of  the  com- 
munity property  it  shall  descend  equally  to  the  legitimate  issue  of  his,  her,  or 
their  bodies.  If  there  be  no  Issue  of  said  deceased  living,  or  none  of  their  rep- 
resentatives living,  then  the  said  community  property  shall  all  pass  to  the 
survivor,  to  the  exclusion  of  collateral  heirs,  subject  to  the  community  debts,  the 
family  allowance,  and  the  charges  and  expenses  of  administration. 

In  Evxild  V.  Hufton,  31  Idaho,  373  (173  Pac,  247),  decided  in  1918, 
the  Supreme  Court  of  Idaho  said  that  under  the  laws  of  Idaho  no 
distinction  is  made  between  husband  and  wife  as  to  the  degree, 
quantity,  nature,  or  extent  of  the  interest  each  has  in  community 
property,  and  held  that  upon  the  dissolution  of  the  community  by 
the  death  of  either  spouse  the  survivor  becomes  tenant  in  common 
with  the  heirs  of  the  deceased  member,  and  the  survivor  can  not  con- 
vey title  to  the  half  belonging  to  the  heirs  which  descended  to  them 
from  the  deceased  spouse.  It  was  therein  decided  that  after  the  death 
of  the  wife  a  conveyance  by  the  surviving  husband  conveys  title  only 
to  his  half. 

In  Kohmj  V.  Dunhar  21  Idaho  258  (121  Pac.  544),  decided  in  1912, 
the  Supreme  Court  of  Idaho  fully  considered  the  respective  interests 
of  husband  and  wife.  This  was  a  case  where  it  was  attempted,  after 
the  death  of  the  husband,  to  levy  an  inheritance  tax  under  the  Idaho 
inheritance  tax  la\v  upon  the  wife's  half  of  the  community  property. 
The  court  held  that  section  5713,  Revised  Statutes  of  Idaho,  as 
amended  in  1907,  in  force  at  the  time  of  the  death  of  Kohny  recog- 
nized the  husband  and  wife  as  equal  partners  in  the  commimity  estate 
and  authorized  each  to  dispose  of  his  or  her  half  by  will,  and  that  the 
survivor  on  the  death  of  one  spouse,  merely  continued  to  hold  as 
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owner  oae-half  of  the  community  property  subject  to  the  pftyment 
of  community  debts,  saying : 

This  alfttnte  clenFly  and  unmfstafirabty  prorldes  that  tlie  survivliig  stpouse 
takes  his  or  her  half  of  the  cotnofiunHiy  property,  not  hy  snccession,  descent,  or 
iBfheritanee.  bat  as  surviTor  of  the  marital  community  or  partnership.  The 
BAiDe  seetioa  provides  further  that  in  the  erent  there  be  no  issue  of  th«  marriage 
living  at  the  time  of  the  death  of  one  of  the  spouses  and  he  or  she  leaves  no 
will  or  testament,  the  half  oif  the  cooununity  prc^icrty  which  belonged  to  the 
deceased  shall  go  to  the  sui*vivor  as  an  heir,  and  therefore,  by  descent  and 
under  an^l  by  virtue  of  the  intestate  laws  of  tlie  State. 

Since  the  interests  of  botli  husband  and  wife  are  the  same  and  equal  in  and 
to  the  community  proijerty,  and  each  takes  one- ha  If  Interest  therein  by  will, 
it  is  clear  to  us  that  if  the  wife  must  pay  an  inheritance  tax  on  her  fmlf  of 
the  property  upon  the  death  of  the  husband,  that  tlie  husband  \ToiiId  likewise 
be  obliged  to  pay  an  inlierilance  tax  on  his  half  of  the  property  on  the  death 
of  his  wife.  Tlie  law  clearly  places  them  both  on  an  equ^iHty  in  this  respect. 
This  iUufitration,  however,  accentuates  the  unreasonableness  of  the  eosften- 
tion,  for  no  one  claims  that  the  husband  is  required  to  pay  such  tax  on  his 
interest  in.  the  community  estate. 

•  •••*•* 

We  conclude  that  upon  the  death  of  hosbajid  or  wife  the  sarrivor  takes 
one-half  oC  the  property  in  bis  oc  her  own  rifcht  as  survivor  and  is  not  liable 
umter  section  1873  (Inheritance  Tax  Act)  to  pay  an  inheritance  tax  on  such 
interest  in  the  community  estate. 

The  significant  portions  of  th«  laws  of  Louismiyi  bearing  on  the 
questions  before  us  are  found  in  the  following  articles  of  the  Re- 
vised Civil  Code : 

Akt.  915.  In  all  cases,  when  either  husband  or  wife  shall  die,  leaving  no 
descendants  nor  ascendants,  and  without  having  disposed,  by  last  will  and 
testament,  of  his  or  her  share  in  the  community  property,  such  undisposed-of 
sliare  shall  be  inherited  by  the  survivor  in  full  ownership. 

Art.  916.  In  all  cases,  when  the  predeceased  husband  or  wife  shaU  have  left 
issue  of  the  marriage  with  the  survivor ,>  and  shall  not  have  disposed,  by  last  will 
and  testament,  of  his  or  her  share  in  the  community  property*  the  survivor 
shall  hold  a  usufruct,  during  his  or  her  natural  life,  so  much  of  the  share  of 
the  deceased  in  such  community  pr.^erty  as  may  be  inlieriteil  by  such  issue. 
This  usufruct  shall  cease,  however,  whenever  the  survivor  shall  enter  into  a 
second  marriage. 

Article  915  was  amended  in  1920  to  read  as  follows: 

When  either  husband  or  wife  shall  die,  leaving  neither  n  father  nor  motlfer 
nor  descend nntSr  and  without  lmvin$i^  disposed  by  last  wiU  and  teetament  of 
Ills  or  her  share  of  the  ciHumunlty  property,  such  andisposed  of  share  sliaU 
be  Inherited  l)y  the  surviving  spouse  in  full  ownership.  In  the  event  the 
«lece»sed  leave  dosoendants  his  or  her  share  in  the  community  estate  shall  he 
Inherited  by  such  descendants  in  the  manner  provided  by  law.  Should  the 
deceased  leave  no  descendants,  bat  a  father  and  mother  (or  either),  then  the 
sliare  of  the  deccasod  in  the  community  estate  shall  be  divided  in  two  equal 
portions,  one  of  which  shall  go  to  tlie  father  and  mother  or  the  survivor  of  tliem, 
and  the  other  portion  shall  go  to  the  surviving  spouse. 

Abt.  2332.  The  partnership,  or  community  of  aK-quets  or  gains,  needs  net 
be  stipulate<l ;  it  exists  by  operation  of  law,  in  all  cases  where  there  Is  no  stipa- 
lation  to  the  contrary. 

But  the  parties  nmy  modify  or  limit  it;  they  may  even  agree  that  It  shall 
not  exist. 

Art.  2334.  The  property  of  married  persons  is  divkleil  into  separate  property 
and  common  iiroperty. 

Separate  property  is  that  which  either  party  brings  into  the  marriage,  or 
acquires  during  the  marriage  by  inheritance  or  by  donation  made  to  him  or  her 
particularly. 

C'onimon  property  is  that  which  is  acquired  by  the  husband  and  wife  during 
"^^arriage,  in  any  manner  different  from  that  above  declared. 
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AST.  2S86.  The  parapbenial  property*  whicli  is  not  administered  by  the 
wife  separately  and  alone,  is  consddered  to  be  under  the  management  of  the 
husband. 

Art.  2386.  When  the  paraphernal  property  is  administered  by  i\w  husband, 
or  by  him  and  the  wife  indifferently,  the  fruits  of  this  prop<»rt^,  whether 
natural,  civil,  or  the  result  of  labor,  belongs  to  the  conjugal  partnersliip,  if 
there  exists  a  community  of  gaina  If  there  do  not,  each  party  enjoys,  as  he 
chooses,  that  which  comes  to  his  hands,  but  the  fruits  and  revenues  which  are 
existing  at  the  dissolution  of  the  marriage  belong  to  the  owner  of  the  things 
which  produce  them. 

AvT.  2399.  Ejvery  marriage  contracted  in  this  State  superinduces  of  right 
partnership  or  community  of  acquets  or  gains,  if  there  be  no  stipulation  to  the 
contrary. 

Abt.  2402.  The  partnership  or  community  consists  of  the  profits  of  all  the 
effects  of  which  the  husband  has  the  administration  and  enjoyment,  either  of 
right  or  in  fact,  of  the  produce  of  tlie  reciprocal  industry  and  labor  of  both 
husband  and  wife,  and  of  the  estates  which  they  may  acquire  during  the 
marriage,  eitlier  by  donations  made  jointly  to  them  both,  or  by  purchase,  or 
in  any  other  similar  way,  even  although  the  purchase  be  only  in  the  name  of 
the  two  and  not  of  both,  because  in  that  case  the  period  of  time  when  the 
purchase  is  made  is  alone  attended  to,  and  not  the  person  who  made  the 
purchase. 

AfiT.  2404.  The  husband  is  the  head  and  master  of  the  partnersliip  or  com- 
munity of  gains;  he  administers  its  effects,  disposes  of  the  revenues  which  they 
produce,  and  may  alienate  them  by  an  onerous  title,  without  the  consent  and 
permission  of  his  wife. 

He  can  make  no  conveyance  inter  vivos,  by  a  gratuitous  title,  of  the  im- 
movables of  the  community,  nor  of  the  whole,  or  of  a  quota  of  the  movables, 
unless  it  be  for  the  establishment  of  the  children  of  the  marriage. 

Nevertheless  he  may  dispose  of  the  movable  effects  by  a  gratuitous  and  par- 
ticular title,  to  the  benefit  of  all  persons. 

Bat  if  it  should  be  proved  that  the  husband  has  sold  the  common  property, 
or  otherwise  disposed  of  the  same  by  fraud,  to  injure  his  wife,  she  may  have 
her  action  against  the  heirs  of  tier  husband,  in  support  of  her  claim  in  one-half 
of  t^e  property,  on  her  satisfactorily  proving  the  fraud. 

Abt.  2406.  The  effects  which  compose  the  partnership  or  community  of  gains 
are  divided  into  two  equal  portions  between  the  husband  and  the  vdfe,  or  be- 
tween tlieir  heirs,  at  the  dissolution  of  the  marriage;  and  it  is  the  same  with 
respect  to  the  profits  arising  from  the  effects  which  both  husband  and  wife 
brought  reciprocally  in  marriage,  and  which  have  been  administered  by  the 
husband,  or  by  husband  and  wife  conjointly,  although  what  has  been  thus 
brought  in  marriage  by  either  the  husband  or  the  wife,  be  more  considerable 
tlian  what  has  been  brought  by  the  other,  or  even  although  one  of  the  two  did 
not  bring  anything  at  all. 

These  statutes  were  all  enacted  prior  to  1913  except  article  915 
which  was  amended  in  1916  and  again  in  1920.  The  later  amend- 
ments provide  for  the  succession  of  the  deceased  spouse's  half  of  the 
community  property  when  such  spouse  dies  without  disposition  of 
such  interest  by  will. 

Up  to  1907,  with  a  few  exceptions,  the  courts  of  Louisiana  appear 
to  have  generally  adhered  to  the  view  that  the  wife's  interest  in  the 
community  property  is  that  of  an  expectant  heir,  and  that  she  has 
no  vested  interest  therein  until  the  dissolution  of  the  community. 
But  in  the  Succession  of  Marsal,  118  La.  211  (1907),  it  was  held 
that  the  wife  did  not  take  either  her  one-half  of  the  community  prop- 
erty nor  the  usufruct  of  her  husband's  one-half  as  heir  (art.  916) 
and  that  she  was  not  therefore  compelled  to  pay  an  inheritance  tax 
on  either  under  the  inheritance  tax  law  of  Louisiana,  saying : 

It  is  true  that  the  right  of  usufruct  which  is  vested  in  the  surviving  spouse 
Is  defeasible  at  the  will  of  tlie  decea.sed,  but  It  is,  nevertheless,  a  right  con- 
ferred by  the  law,  which  enters  into  and  forms  a  part  of  tlie  marriage  contract, 
and,  of  which  the  survivor  can  be  deprived  by  no  one  save  the  deceased  spouse, 
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and  it  seems  to  us  hardly  correct  to  say  that  the  jmrviving  spouse  necessarily 
takes  the  usufruct  by  inheritance  from  the  deceased,  because  tiie  latter  has  not 
made  a  testamentary  disposition  to  the  contrary. 

In  the  Succession  of  May,  120  La.  691  (1908),  it  was  held  on  the 
other  hand  that  where  a  deceased  wife  had  by  will  bequeathed  her 
one-half  interest  in  the  community  property  to  her  husband,  the 
husband  must  pay  an  inheritance  tax  on  such  share  after  community 
debts  had  been  deducted  from  the  whole. 

The  principle  that  the  rights  of  husband  and  wife  m  the  partner- 
ship's gains  grow  out  of  the  marriage  contract  and  do  not  ori^nate 
at  its  dissolution  was  expounded  by  the  court  in  Dixon  v.  Dixori^a 
Executors^  4  La.  188  (1831),  where  it  was  said  that  the  wife  has 
rights  in  the  acquets  before  the  husband  dies  and  that  the  objection 
confounds  the  power  of  the  husband  to  defeat  the  wife's  rights  with 
the  existence  of  such  rights. 

In  Beck  v.  Natalie  OuCo.^  143  La.  154  (1918),  the  court  said: 

The  property  involved  in  this  suit  was  acquired  by  the  father  of  plain- 
tiffs while  the  community  of  acquets  and  gains  existed  between  him  and  the 
mother  of  the  plaintiffs,  and  the  mother  of  the  plaintiffs,  as  partner  in  com- 
munity, became  owner  of  one-half  of  it.  This  half  the  plaintiffs  inherited 
from  their  mother,  subject  to  the  payment  of  the  debts  of  the  community. 

In  New  Mexico  the  following  statutes,  enacted  in  1907  or  prior 
thereto,  define  the  respective  rights  of  nusband  and  wife  in  that 
State: 

Sec.  2757.  All  property  of  the  wife  owned  by  her  before  marriage  and  that 
acquired  afterwards  by  gift,  bequest,  devise  or  descent,  with  the  rents,  issues, 
and  profits  thereof  is  her  separate  property.  The  wife  may  without  the  con- 
sent of  her  husband  convey  her  separate  property. 

Sec.  2758.  All  property  owned  by  the  husband  before  marriage,  and  that 
acquired  afterwards  by  gift,  bequest,  devise  or  descent,  with  the  rents,  issues 
and  profits  thereof  is  his  separate  property. 

Sec.  2764.  All  other  property  acquired  after  marriage  by  either  husband  or 
wife,  or  both,  is  community  property ;  but  whenever  any  property  is  conveyed 
to  a  married  woman  by  an  instrument  in  writing  the  presumption  is  that  title 
is  thereby  vested  in  her  as  her  separate  property.  And  if  the  conveyance  be 
to  such  married  woman  and  to  her  husband,  or  to  her  and  any  other  person, 
the  presumption  is  that  the  married  woman  takes  the  part  conveyed  to  her, 
as  tenant  in  common  unless  a  different  intention  is  expressed  in  the  Instru- 
ment, and  the  presumption  in  this  section  mentione<l,  is  conclusive  in  favor  of  a 
purchaser  or  incumbrancer  in  good  faith  and  for  a  valuable  consideration.  And 
in  cases  where  married  women  have  conveyed  or  shall  hereafter  convey,  real 
property  which  they  acquired  prior  to  March  18,  1907,  the  husband,  or  their 
heirs  or  assigns,  of  such  married  women,  may  be  barred  from  commencing  or 
maintaining  any  action  to  show  that  said  real  property  was  comnmnity  prop- 
erty, or  to  recover  said  real  property,  as  follows:  As  to  conveyances  hereafter 
made  from  and  after  one  year  from  the  filing  for  record  in  the  county  clerk's 
office  of  such  conveyances  respectively. 

Sec.  2766.  The  husband  has  the  management  and  control  of  the  community 
property,  with  the  like  absolute  power  of  disposition,  other  than  testamentary, 
as  he  has  of  his  separate  estate:  Provided,  however,  That  he  can  not  make 
a  gift  of  such  community  property,  or  convey  the  same  without  a  valuable  con- 
sideration, unless  the  wife,  in  writing,  consent  thereto,  and  Provided,  also. 
That  no  sale,  conveyance,  or  incumbrance  of  the  homestead,  which  is  then 
and  there  being  occupied  and  used  as  a  home  by  th€»  husband  and  wife,  or 
which  has  been  declared  to  be  such  by  a  written  instrument  signed  and  ac- 
knowledged by  the  husband  and  wife  and  recorded  in  the  county  clerk*s  office 
of  the  county,  and  furniture,  furnishings,  and  fittings  of  the  home,  or  of  the 
clothing  and  wearing  apparel  of  the  wife  or  minor  children,  which  is  com- 
munity property,  shall  be  made  without  the  written  consent  of  the  wife. 

Sec.  2767.  Whenever  the  husband  is  non  compos  mentis  or  has  been  convicted 
of  a  felony  and  sentenced  to  imprisonment  for  a  period  of  more  than  one  year 
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or  has  abandoned  his  wife  and  family,  and  left  her  and  his  family,  if  they  have 
children,  without  support  or  is  an  habitual  drunkard  or  for  any  other  reason  is 
incapacitated  to  manage  and  administer  the  community  property  the  wife  may 
present  a  petition  duly  verified  to  the  district  court  of  the  county  wherein  any 
of  the  community  property  is  located  or  situated,  stating  the  name  of  her  hus- 
band, a  description  of  all  community  property,  both  real  and  personal,  and  the 
facts  which  render  him  incapacitated  to  manage  and  administer  the  community 
property  and  praying  that  she  be  substituted  for  her  husband,  as  the  head  of  said 
community,  with  the  same  power  of  managing,  administering,  and  disposing  of 
the  community  property,  as  is  vested  In  the  husband  by  this  chapter. 

Sec.  2770.  Upon  the  hearing  of  the  petition  so  filed  by  the  wife  the  court  shall 
render  judgment  therein,  either  dismissing  said  petition  or  adjudging  the  wife 
thereafter  to  be  the  head  of  said  community,  with  full  power  of  managing, 
administering,  and  disposing  of  the  community  property,  either  real  or  personal, 
with  such  limitation  therein  as  to  the  court  may  appear  to  be  in  furtherance  of 
Justice. 

Sec.  2774.  Whenever  husband  and  wife  shall  have  permanently  separated  and 
no  longer  live  or  cohabit  together  as  husband  and  wife,  either  may  institute  suit 
in  the  district  court  for  a  division  of  property,  or  for  the  disposition  of  the 
children,  without  waiting  for  or  obtaining  in  said  suit  a  dissolution  of  the  bonds 
of  matrimony;     ♦     *     ♦. 

Sec.  2781.  The  failure  to  divide  the  property  on  divorce  shall  not  affect  the 
property  rights  of  either  the  husband  or  wife ;  either  may  subsequently  institute 
and  prosecute  a  suit  for  division  and  distribution  thereof,  or  with  reference  to 
any  other  matter  pertaining  thereto  which  could  have  been  litigated  in  the 
original  suit  for  divorce. 

Sec.  1840.  Upon  the  death  of  the  wife  the  entire  community  property,  without 
administration,  belongs  to  the  surviving  husband,  except  such  portion  thereof  as 
may  have  been  set  apart  to  her  by  a  judicial  decree  for  her  support  and  main- 
tenance, which  portion  is  subject  to  her  testamentary  disposition,  and  in  the 
absence  of  such  disposition,  goes  to  her  descendants,  or  heirs,  exclusive  of  her 
husband. 

Sec.  1841.  Upon  the  death  of  the  husband  one  half  of  the  community  property 
goes  to  the  sur\iving  wife  and  the  other  half  is  subject  to  the  testamentary  dis- 
position of  the  husband,  and  In  the  absence  of  such  disposition  goes  one-fourth 
to  the  surviving  wife  and  the  remainder  in  equal  shares  to  tlie  children  of  the 
decedent  and  further  as  provided  by  law.  In  the  case  of  the  dissolution  of  the 
community  by  the  death  of  the  husband  the  entire  community  property  is  equally 
subject  to  his  debts,  the  family  allowance,  and  the  charge  and  expenses  of 
administration. 

Section  2766  was  amended  in  1915  to  read  as  follows : 

The  husband  has  the  management  and  control  of  the  personal  property  of  the 
community,  and  during  coverture  the  husband  shall  have  the  sole  power  of  dis- 
iwsition  of  the  personal  property  of  the  community,  other  than  testamentary, 
as  he  has  of  his  separate  estate;  but  the  husband  and  wife  must  join  in  all 
deeds  and  mortgages  affecting  real  estate:  Provided,  That  either  husband  or 
wife  may  convey  or  mortgage  separate  property  without  the  other  joining  in 
such  conveyance  or  mortgage;  and,  Provided  further^  That  any  transfer  or 
conveyance  attempted  to  be  made  of  the  real  property  of  the  community  by 
either  husband  or  wife  alone  shall  be  void  and  of  no  effect. 

In  the  recent  case  of  BeaU  v.  Ares^  186  Pac.  780  (1919),  the  Su- 
preme Court  of  New  Mexico  carefully  reviewed  the  history  of  the 
community  property  system  in  New  Mexico,  arriving  at  the  following 
conclusions: 

(1)  That  under  the  law  in  this  jurisdiction  the  wife's  interest  in  the  com- 
munity property  is  equal  with  that  of  the  husband ;  that,  while  he  is  by  statute 
made  the  agent  of  the  comnmnlty  and  given  dominion  and  control  over  the 
community  property  during  the  continuance  of  the  marriage  relation,  his  inter- 
est in  the  property  by  reason  of  such  fact  is  not  superior  to  that  of  his  wife. 

(2)  That  the  wife  does  not  forfeit  her  interest  in  the  community  property 
by  the  commission  of  adultery. 

(3)  That  there  is  no  statute  in  this  State  conferring  upon  the  district  court 
the  power  to  divide  the  community  property  between  the  parties  at  its  discre- 
tion; that,  while  it  has  power  to  divide  the  property,  this  power  does  not 
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extend  further  than  to  set  a{Mirt  to  each  of  the  sponees  their  undivided  half 
interest  in  the  property. 

(4)  That  the  district  courts  iMiye  tiie  power  in  all  cases  to  set  apart  sueh 
porticm  of  the  community  property  or  of  the  property  of  the  respective  spouses 
as  in  its  discretion  may  he  necessary  for  the  proper  support,  care,  and  main- 
tenance of  the  children  bom  as  a  result  of  the  marriage. 

The  conclusion  of  the  court  that  the  interest  of  husband  and  wife 
in  community  property  are  equal  is  based  upon  the  provisions  of  sec- 
tions 2774  and  2781 ;  tne  former,  the  court  says: 

Cleariy  recognizes  an  existing,  present  interest  in  the  wife  dnrlng  the  exist- 
ence of  the  matrimonial  status:  •  ♦  ♦.  Section  7481  recognizes  that  this 
interest  continues  even  after  divorce,  where  the  property  is  not  divided  by  the 
decree  in  the  divorce  case.  Now,  if  she  had  no  interest  in  the  property  during 
the  existence  of  the  community,  but  simply  an  expectancy  which  would  ripen 
into  an  interest  only  upon  the  death  of  the  husband,  and  which  expectancy 
continued  only  during  the  existence  of  the  marital  status,  this  oxi>ectant  inter- 
est would  be  cut  off  by  the  divorce  decree    ♦    ♦    ♦. 

♦  •  ♦  The  sections  referred  to  clearly  recognize  a  present  interest  in  the 
wife,  and  the  whole  act  shows  that  she  was  an  equal  partner  with  her  husband 
in  the  matrimonial  gains.  He  was  constituted  by  section  16,  c.  STT,  Laws  1907, 
as  the  agent  or  manager  of  the  community  property,  but  this  did  not  vest  him 
with  the  larger  or  superior  interest  in  the  property  upon  division. 

In  Nevada  the  relative  rights  of  husband  and  wife  in  community 
property  are  defined  in  the  following  sectioDs  of  the  Revised  Laws 
of  thatbtate: 

Sec  2155.  All  propei-ty  of  the  wife  owned  by  her  before  marriage,  and  that 
acquired  by  her  afterwards  by  gift,  bequest,  .devise,  or  descent,  with  the  rents, 
issues,  and  profits  thereof,  Is  her  separate  property ;  and  all  property  of  the  hus- 
band, owned  by  him  before  marriage,  and  that  acquired  by  him  afterwards  by 
gift,  bequest,  devise,  or  descent,  with  the  rents,  issues,  and  profits  thereof,  is 
his  separate  property. 

Sec.  2156.  All  other  property  acquired  after  marriage,  by  either  husband 
or  wife  or  botli,  except  as  provided  by  sections  14  and  15  of  this  Act,  is  commo- 
nlty  property. 

Sec.  2160.  The  husband  shall  have  the  entire  management  and  control  of  the 
community  property,  with  the  like  absolute  power  of  disposition  thereof,  except 
as  hereinafter  provided,  as  of  his  own  separate  estate :  Provided^  That  no  deed 
of  conveyance  or  mortgage  of  a  homestead  as  now  defined  by  law,  regardless  of 
whether  a  declaration  thereof  has  been  filed  or  not,  shall  be  valid  for  any  pur- 
pose whatever  tmless  both  the  husband  and  wife  execute  and  acknowledge  the 
same  as  now  provided  by  law  for  the  conveyance  of  real  estate:  Prarided 
further.  That  the  wife  shall  have  the  entire  management  and  control  of  the 
earnings  and  accumulations  of  herself  and  her  minor  children  living  with  her, 
with  the  like  absolute  power  of  disposition  thereof,  when  said  earnings  and 
accumulations  are  used  for  the  care  and  maintenance  of  the  family. 

Sec.  2164.  Upon  the  death  of  the  wife  the  entire  community  property  belongs, 
without  administration,  to  the  surviving  husband,  except  that  In  case  the  hus- 
band shall  have  abandoned  his  wife  and  lived  separate  and  apart  from  her 
without  such  cause  as  would  have  entitled  him  to  a  divorce,  the  half  of  the  com- 
munity prc^erty  subject  to  the  payment  of  Its  equal  share  of  the  debts  charge- 
able to  the  estate  owned  In  community  by  the  husband  and  wife,  is  at  hor  testa- 
mentary disposition  in  the  same  manner  as  hor  separate  property,  and  in  the 
absence  of  such  disposition  goes  to  her  descendants  equally,  if  such  descendants 
are  in  the  same  degree  of  kindred  to  the  decedent ;  otherwise,  according  to  the 
right  of  representation ;  and  in  the  absence  of  both  such  disposition  and  such 
descendants,  goes  to  her  other  heirs  at  law,  exclusive  of  her  husband. 

Sec.  2165.  Upon  the  death  of  the  husband  one-lialf  of  the  community  property 
goes  to  the  surviving  wife,  and  the  other  half  is  subject  to  the  testamentary 
disposition  of  the  husband,  and  in  the  absence  of  such  disposition  goes  to  his 
surviving  children,  equally,  and  in  the  absence  of  both  such  disposition  and 
surviving  children,  the  entire  community  property  belongs  without  administra- 
tion to  the  surviving  wife  except  as  hereinafter  provided,  subject,  however,  to 
all  debts  contracted  by  the  husband  during  his  life  that  were  not  barred  by  the 
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statute  of  limitations  at  the  time  of  his  death :  Provided,  however.  That  the 
homestead  set  apart  hy  the  husband  and  wife,  or  either  of  them  before  his 
death,  and  such  other  property  as  may  be  exempt  by  law  from  execution  or 
forced  sale,  shall  be  set  apart  for  the  use  of  the  widow  and  minor  heirs,  and  if 
no  minor  heirs,  for  the  use  of  the  widow.  In  case  of  the  dissolution  of  the 
community  by  the  death  of  the  husband,  the  entire  community  property  Is 
equally  subject  to  his  debts,  the  family  allowance  and  charges  and  expense  of 
administration :  Provided,  however,  That  if  in  the  absence  of  said  testamentary 
disposition  the  surviving  wife  and  children,  and  in  the  absence  of  such  children 
the  wife  shall  pay  or  cause  to  be  paid  all  indebtedness  legally  due  from  said 
estate,  or  secure  the  payment  of  the  same  to  the  satisfaction  of  the  creditors 
of  said  estate,  then  and  in  such  case  tlie  said  community  property  ^all  not 
be  subject  to  administration. 

Section  2166  provides  that  on  dissolution  of  the  marriage  on 
divorce  the  community  property  must  be  equally  divided  between  the 
parties,  except  that  in  case  of  divorce  for  adultery  or  extreme  cruelty 
the  guiltv  party  is  entitled  to  only  so  much  thereof  as  the  court  may 
allow.  AH  of  the  above  sections,  except  2160,  which  was  amended  in 
1917,  were  enacted  prior  to  1913. 

One  of  the  most  recent  and  comprehensive  decisions  of  the  Supreme 
Court  of  Nevada,  interpreting  the  above  statutes  and  defining  the 
interests  of  husband  and  wife  in  communitv  property,  is  In  re  Wil- 
liams, 40  Nev.  241,  rendered  in  1916.  In  that  case  it  was  sought  to 
collect  a  tax  under  the  Nevada  inheritance  tax  act  of  1913  on  the 
one-half  of  the  community  property  which  passed  to  the  wife  on 
the  death  of  the  husband.  But  the  court,  after  a  careful  review  of 
the  decisions  and  the  oonstitution  of  the  State,  which  provided  in 
section  31  of  article  4,  that  "laAvs  shall  be  passed  more  clearly  de- 
fining the  rights  of  the  wife  in  relation  as  well  to  her  separate  prop- 
erty, as  to  that  held  in  common  with  her  hushcmd^'*  said : 

It  may,  we  think,  be  asserted,  supported  by  the  great  weight  of  authority, 
that  the  interest  of  the  wife  in  the  community  property  and  her  title  thereto 
is  no  less  than  that  held  by  the  husband,  and  tills  Interest  and  title  In  the  wife 
is  not  to  be  regarded  as  a  mere  expectancy. 

Concluding,  as  we  do,  that  the  wife's  interest  In  the  community  property 
goes  to  her,  not  by  succession  or  inheritance,  but  rather  by  a  right  vested  in 
her  ut  all  times  during  marriage,  it  follows  that  it  is  not  subject  to  the  law  of 
inheritance  tax. 

The  respective  rights  of  the  husband  and  wife  in  the  community 
property  of  the  State  of  Washington  are  defined  by  the  following 
sections  of  Pierce's  Washington  Code  of  1919,  all  of  which  were  en- 
acted prior  to  1913 : 

Sec.  1424.  The  property  and  pecuniary  rights  of  every  married  woman  at  the 
time  of  her  marriage  or  afterwards  acquired  by  gift,  devise,  or  Inheritance, 
with  the  rents,  issue,  profits  thereof,  shall  not  be  subject  to  the  debts  or  con- 
tracts of  her  husband,  and  she  may  manage,  lease,  sell,  convey,  encumber,  or 
devise  by  will  such  property  to  the  same  extent  and  in  the  same  manner  that 
her  husband  can,  property  belonging  to  him. 

Sec.  1428.  A  wife  may  receive  the  wages  of  her  personal  labor,  and  maintain 
an  action  therefor,  in  her  own  name  and  hold  the  same  in  her  own  right,  and 
she  may  prosecute  and  defend  all  action  at  hiw  for  the  preservation  and  pro- 
tection of  her  rights  and  property  as  If  unmarried. 

Sec.  1432.  Property  and  pecuniary  rights  owned  by  the  husband  before  mar- 
riage and  that  acquired  by  him  afterwards  by  gift,  bequest,  devi.se,  or  descent, 
with  the  rents,  issues,  and  profits  thereof,  shall  not  be  subject  to  the  debts  or 
contracts  of  his  wife,  and  he  may  manage,  lea.se,  sell,  convey,  encuuibcT,  or 
devise  by  will  such  property  without  the  wife  joining  in  such  management, 
alienation,  or  encumbrance  as  fully  and  to  the  same  effect  as  though  he  were 
unmarried. 
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Sec.  1433.  Property  not  acquired  or  owned,  as  prescribed  In  sections  2400 
and  2408,  acquired  after  marriage  by  either  husband  or  wife,  or  both,  Is  com- 
munity property.  The  husband  shall  have  the  management  and  control  of  com- 
munity personal  property,  with  a  like  power  of  disposition  as  he  has  of  his 
separate  personal  property,  except  lie  shall  not  devise  by  will  more  tlian  one- 
half  thereof. 

Sec.  1434.  The  husband  has  the  management  and  control  of  the  community 
real  property,  but  he  shall  not  sell,  convey,  or  encumber  the  community  real 
estate  unless  the  wife  join  with  him  in  executing  the  deed  or  other  instrument 
of  conveyance  by  which  the  real  estate  is  sold,  conveyed,  or  encumbered,  and 
such  deed  or  other  Instrument  of  conveyance  must  be  acknowledged  by  him  and 
his  wife:  Provided,  hoicever,  That  all  such  community  real  estate  shall  be 
subject  to  the  liens  of  mechanics  and  others  for  labor  and  materials  furnished 
in  erecting  structures  and  Improvements  thereon  as  provided  by  law  In  other 
cases,  and  to  liens  of  judgments  recovered  for  comnmnity  debts,  und  to  sale 
on  execution  issued  thereon. 

Sec.  1435.  Upon  the  death  of  either  husband  or  wife,  one-half  of  the  com- 
munity property  shall  go  to  the  survivor,  subject  to  the  community  debts,  and 
the  other  half  shall  be  subject  to  the  testamentary  disposition  of  the  deceased 
husband  or  wife,  subject  also  to  the  community  debts. 

Sec.  1436.  In  case  no  testamentary  disposition  shall  have  been  made  by  the 
deceased  husband  or  wife  of  his  or  her  half  of  the  commimity  property  it  shali 
descend  equally  to  the  legitimate  issue  of  his,  her,  or  their  bodies.  If  there  be 
no  issue  of  said  deceased  living  or  none  of  their  representatives  living,  then  the 
said  community  property  shall  all  pass  to  the  survivor,  to  the  exclusion  of 
collateral  heirs,  subject  to  the  community  debts,  the  family  allowance,  and 
the  charges  and  expenses  of  administration. 

It  appears  to  be  the  settled  law  of  that  State  that  the  wife  has, 
during  coverture,  as  well  as  upon  the  dissolution  of  the  marriage,  a 
vested  and  definite  interest  and  title  in  community  property,  equal  in 
all  respects  to  the  interest  and  title  of  her  husband  therein.  Leading 
cases  are :  Holyoke  v.  Jackson^  3  Wash.  T.  235 ;  Mabis  v.  Wkittaker^ 
39  Pac.  172;  Marston  v.  Rue,  92  Wash.  129  (159  Pac.  Ill) ;  Schramm 
v.  Steele,  166  Pac.  634  (97  AVash.  309) ;  Uuyvaerta  v.  Boedtz,  178 
Pac.  801. 

The  statutes  of  California  defining  the  relative  property  rights  of 
husband  and  wife  are  found  in  the  following  sections  of  the  Civil 
Code : 

Sec.  162.  All  property  of  the  wife,  owned  by  her  before  marriage,  and  that 
acquired  afterwards  by  gift,  bequest,  devise,  or  descent,  with  the  rents,  Issues, 
and  profits  thereof,  Is  her  separate  property.  Tlie  wife  may,  without  the  con- 
sent of  her  husband,  convey  her  separate  property. 

Sec.  163.  All  property  owned  by  the  husband  before  marriage,  and  that 
acquired  afterwards  by  gift,  bequest,  devise,  or  descent,  with  the  rents,  issues, 
and  profits  thereof,  is  his  separate  property. 

Sec  164.  All  other  proi)erty  acquired  after  marriage  by  either  husband  or 
wife,  or  both,  including  real  property  situated  in  this  State^  and  personal  prop- 
erty wherever  situated,  aequircd  nhUe  domiciled  clscwkcrc,  which  would  not 
have  been  the  separate  property  of  either  if  acquired  while  domiciled  in  this 
State,  is  community  property ;  but  wherever  nny  property  is  conveyed  to  a  mar- 
lied  woman  by  an  instrument  in  writing,  the  presumption  is  that  the  title  is 
thereby  vested  in  her  as  her  separate  property.  And  in  case  the  conveyance  is 
to  such  married  woman  and  to  her  husband,  or  to  her  and  any  other  person,  the 
presumption  Is  that  the  married  woman  takes  the  part  conveyed  to  her,  as  tenant 
In  common,  ur^ess  a  different  intention  is  expressed  In  the  instrument,  and  the 
presumption  in  this  section  mentioned  is  conclusive  in  favor  of  a  purchaser 
or  encumbrancer  in  good  faith  and  for  a  valuable  consideration.  And  in  cases 
where  married  women  have  conveyed,  or  shall  hereafter  convey,  real  property 
which  they  acquired  prior  to  May  nineteenth,  one  thousand'  eight  hundred 
eighty-nine,  the  husband,  or  their  heirs  or  assigns,  of  such  married  women,  shall 
be  barred  from  commencing  or  maintaining  any  action  to  show  that  said  real 
property  w^as  community  property,  or  to  recover  said  real  property,  as  follows : 
A,s  to  conveyances  heretofore  made,  from  and  after  one  year  from  the  date  of 
>e  taking  effect  of  this  act ;  and  as  to  conveyances  hereafter  made,  from  and 
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after  one  year  from  the  filing  for  record  in  tlie  recorder's  office  of  sucli  con- 
veyances, respectively. 

Sec.  172.  The  husband  has  the  management  and  control  of  the  community 
personal  property,  with  like  absolute  i)ower  of  disposition,  other  than  testa- 
mentary, as  he  has  of  his  separate  estate:  Provided^  hoicercr,  That  he  can  not 
make  a  gift  of  such  community  personal  property,  or  dispose  of  the  same  with- 
out a  valuable  consideration,  or  sell,  convey,  or  encumber  the  furniture,  fur- 
nishings or  fittings  of  the  home,  or  the  clothing  or  wearing  apparel  of  the 
wife  or  minor  children  that  is  community,  without  the  written  consent  of  the 
wife. 

Sec.  i72a.  The  husband  hajs  the  management  and  control  of  the  community 
real  property,  but  the  wife  must  join  with  him  In  executing  any  instrument 
by  which  such  community  real  property  or  any  interest  therein  is  leased  for 
a  longer  period  than  one  year,  or  is  sold,  conveyed,  or  encumbered :  Protnaedy 
hatcever.  That  the  sole  lease,  contract,  mortgage  or  deed  of  the  husband,  hold- 
ing the  record  title  to  community  real  property,  to  a  lessee,  purchaser  or  en- 
cumbrancer, in  good  faith  without  knowledge  of  the  marriage  relation  shall  be 
presumed  to  be  valid;  but  no  action  to  avoid  such  instrument  shall  be  com- 
menced after  the  expiration  of  one  year  from  the  filing  for  record  of  such 
instrument  In  the  recorder's  office  in  the  county  in  which  the  land  is  situate. 

Sec.  1401.  Upon  the  death  of  the  wife,  the  entire  community  property,  with- 
out administration,  belongs  to  the  surviving  husband,  except  such  portion 
thereof  as  may  have  been  set  apart  to  her  by  Judicial  decree,  for  her  support 
and  maintenance,  which  portion  is  subject  to  her  testamentary  disposition,  and 
in  the  absence  of  such  disposition,  goes  to  her  descendants,  or  heirs,  exclusive  of 
her  husband. 

Sec.  1402.  Upon  the  death  of  the  husband,  one  half  of  the  community  property 
goes  to  the  surviving  wife,  and  the  other  half  is  subject  to  the  testamentary 
disposition  of  the  husband,  and  in  the  absence  of  such  disposition,  goes  to  his 
descendants,  equally,  if  such  descendants  are  in  the  same  degree  of  kindred  to 
the  decedent;  otherwise,  according  to  the  right  of  representation;  and  in  the 
absence  of  both  such  disposition  and  such  descendants  is  subject  to  distribution 
in  the  same  manner  as  the  separate  property  of  the  husband*  In  case  of  the 
di&<Jolution  of  the  comnnmity  by  the  death  of  the  husband,  the  entire  com- 
munity property  is  equally  subject  to  his  debts,  the  family  allowance,  and  the 
charges  and  expenses  of  administration. 

Sections  164  and  172  were  amended  to  read  as  above  in  1917,  and 
172a  was  then  added.  The  changes  in  sec.  164  then  made  are  under- 
lined (italics).  Prior  to  1917  sec.  172  applied  to  all  the  community 
property  and  was  amended  only  by  the  insertion  of  the  word  "  per- 
sonal." Section  I72a  imposes  a  limitation  upon  the  power  of  the 
husband  to  alienate  comniunity  real  property. 

While  the  statutes  of  California  are  in  some  respects  similar  to  the 
community  property  laws  of  the  other  community  property  States, 
the  rule  establisned  oy  the  highest  conrts  of  that  State  is  that  during 
coveture  the  wife  has  no  vested  interest  in  the  community  property, 
her  interest  therein  being  a  mere  expectancy. 

In  Spreckles  v.  Sprechles^  116  CaL'  339  (1897),  the  supreme  court 
of  that  State  held  that  prior  to  the  amendment  of  1891  to  sec.  172  of 
the  Civil  Code,  forbidding  the  husband  to  give  awaj^  community 
property  without  consent  of  the  wife  in  writing,  the  code  vested  in 
the  husband  all  the  elements  of  absolute  ownership  of  the  community 
property ;  that  the  wife's  interest  was  a  mere  expectancy,  and  as  to 
all  the  world  except  the  wife,  there  was,  prior  to  that  amendment,  no 
distinction  between  the  community  estate  and  the  separate  estate  of 
the  husband;  and  that  the  amendment  could  not  be  construed  re- 
troactively so  as  to  deprive  the  husband  of  his  vested  right  to  dispose 
by  gift  of  community  property  acquired  prior  to  the  amendment, 
without  the  consent  of  the  wife. 

In  1905  California  passed  an  inheritance  tax  law,  and  subsequently 
the  question  was  raised  whether  a  widow  should  be  compelled  to  pay 
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such  tax  on  that  one-half  of  the  community  property  that  she  took 
on  the  death  of  her  husband.  In  the  Estate  of  Hoffitt,  153  CaL  359 
(1908),  the  Supreme  Court  of  California  held  that  she  did,  since  she 
had  no  vested  interest  in  the  community  estate  and  took  her  one-half 
on  the  death  of  her  husband  as  his  heir. 

This  case  was  taken  to  the  Supreme  Court  of  the  United  States 
{Moffitt  V.  Kelly ^  218  U.  S.  400)  where  the  judgment  of  the  lower 
court  was  affirmed,  the  court  laving  down  the  rule  that  the  nature 
and  character  of  the  right  of  the  wife  in  community  property  for 
the  purpose  of  taxation  is  a  peculiarly  local  question,  and  the  de- 
termination of  the  State  court  in  regard  thereto  is  not  reviewable  by 
the  Supreme  Court ;  and,  further,  that  the  law  of  California  of  1906, 
taxing  all  property  passing  bv  will  or  intestacy,  having  been  con- 
strued by  the  highest  court  oi  that  State  as  applying  to  the  wife^s 
share  of  the  community  property,  such  tax  is  not  in  conflict  with  the 
contract,  due  process,  or  equal  protection  clauses  of  the  Constitution. 

Subsequently  the  inheritance  tax  law  of  California  was  amended 
to  provide  ^'  tnat  for  the  purpose  of  this  act "  the  one-half  of  the 
community  property  which  goes  to  the  surviving  wife  on  the  death 
of  her  husband,  under  the  provisions  of  section  1402  of  the  Civil 
Code,  "  shall  not  be  deemed  to  pass  to  her  as  heir  to  her  husband, 
but  shall,  for  the  purpose  of  this  act,  be  deemed  to  go,  pass,  or  be 
transferred  to  her  for  valuable  and  adequate  consideration." 

It  is  obvious  that  this  language  does  not  change  the  rule  of  com- 
munity property  in  the  State  nor  vest  in  the  wife  any  interest  thereto 
prior  to  the  dissolution  of  the  community;  rather  it  emphasizes  the 
existing  rule  that  the  wife  has  no  vested  interest  in  community 
property. 

As  to  the  effect  of  section  I72a  of  the  Civil  Code,  enacted  in  1917, 
it  is  not  to  be  presumed  that  the  legislature  intended  by  the  enact- 
ment of  same  to  make  so  revolutionary  a  change  in  the  existing  rule 
of  property  in  California  as  to  devest  the  husband  of  his  ownership 
in  the  community  property.  As  was  said  in  Spreckles  v.  Spreckles^ 
supra^  "  if  a  husband  can  not  make  a  valid  transfer  of  the  property 
for  tne  purpose  of  depriving  his  wife  of  it,  that  does  not  show  a 
vested  right  in  her ;  "  and  giving  the  fullest  possible  effect  to  the 
language,  unless  the  \dfe  had  a  vested  interest  by  virtue  of  the  law 
as  it  theretofore  existed,  which  it  must  be  conce(ied  she  did  not,  the 
operation  of  the  amendment  would  necessarily  be  confined  to  com- 
munity property  acquired  after  May  23,  1917. 

SUMMABT. 

Summarizing,  it  appears  that  in  all  of  the  community-property 
States  except  California  their  own  courts  have  held  that  the  wife  has, 
during  the  existence  of  the  marriage  relation,  a  vested  interest  in 
one-half  of  the  community  property.  Her  rights  in  tlie  property  of 
the  community  are  perhaps  most  fully  recognized  in  the  State  of 
Washington,  where  both  spouses  have  testamentary  disposition  over  ^ 
one-half  of  the  community  property,  and  where  in  the  absence  of  ^ 
such  disposition  it  descends  to  their  issue,  or,  in  the  absence  of  issue, 
to  the  survivor;  while  the  husband  is  manager  of  the  community 
estate  in  Washington  he  may  not  sell,  convey,  or  encumber  real  estate 
unless  the  wife  join  with  him  in  the  conveyance;  and  as  was  held  in 
Huyvaerts  v.  Boedtz^  ante^  and  Schr<mim  v.  Steels^  ante^  the  separate 
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debt  of  the  husband  can  not  be  satisfied  out  of  community  property 
whei'e  it  is  not  incurred  in  connection  with  the  community  business, 
nor  for  the  benefit  of  the  conmiunity. 

In  Idaho  it  is  seen  that  the  limitation  upon  the  alienation  of  the 
community  real  property  is  the  same  as  in  Washington.  But  while 
the  wife's  earnings  and  the  rents  and  profits  of  her  separate  estate 
are  communitv  property  she  is  given  the  management  and  control  of 
same.  The  Idaho  rule  governing  the  disposititm  of  community  prop- 
eity  on  the  death  of  either  spouse  is,  with  minor  variations,  the  same 
as  that  of  Washington.  In  neither  State  is  an  inheritance  tax  pay- 
able on  the  one-half  of  the  community  that  goes  to  the  one  spouse 
on  the  death  of  the  other. 

In  Arizona  the  husband  only  may  dispose  of  community  personal 
property^  but  the  wife  must  }oin  him  in  deeds  or  moit^ages  affecting 
real  estate,  except  unpatented  mining  claims.  One-half  of  the  com- 
munity property  is  subject  to  the  testamentary  disposition  of  either 
spouse,  and  in  absence  of  such  disposition  goes  to  his  or  her  de- 
scendants; where  there  is  neither  testamentary  disposition  nor  de- 
scendants it  is  subject  to  distribution  in  the  same  manner  as  the 
separate  property  of  the  husband.  On  decree  of  divorce  the  court 
may  divide  the  property  as  he  sees  fit,  but  in  the  absence  of  provision 
for  the  community  property  the  parties  from  the  date  of  the  decree 
hold  as  tenants  in  common.  The  courts  of  Arizona  hold  that  the  wile 
is  equal  owner  with  her  husband. 

In  Nevada,  the  husband  has  tlie  entire  management  and  control  of 
the  community  property,  except  that  the  wife  has  entire  control  of 
her  earnings  when  living  separate  from  her  husband.  Upon  lier 
death  the  husband  takes  the  whole  community  estate,  except  that 
where  he  has  abandoned  her  without  good  cause  she  may  by  will  dis- 
pose of  half  and  in  absence  of  such  disposition  it  goes  to  her  heirs, 
exclusive  of  her  husband.  On  the  death  of  the  husband  tlie  wife 
takes  half  and  the  husband  may  dispose  of  the  other  half  by  will,  or 
it  goes  to  his  surviving  children;  if  there  is  no  will  and  no  children 
survive,  the  whole  goes  to  the  wife  without  administration,  subject 
to  certain  provisos.  On  dissolution  of  communitv  by  divorce  for  any 
other  ground  than  adultery  or  extreme  cruelty,  the  community  prop- 
erty must  be  equally  divided  between  the  parties.  The  wife  pays  no 
inheritance  tax  under  the  inheritance  tax  law  of  Nevada  on  her  in- 
terest in  community  properti^,  the  courts  holding  that  she  takes  not 
as  heir  but  by  a  right  vested  in  her  at  all  times  during  marriage.  It 
is  to  foe  noted  that  the  constitution  of  Nevada  recognizes  the  wife's 
interest  in  community  property. 

In  New  Mexico,  while  the  husband  is  manager  of  the  community 
estate,  he  may  not  transfer  real  property  without  a  valuable  con- 
sideration witnout  the  written  consent  of  his  wife;  and  under  certain 
circumstances  the  wife  may  be  substituted  as  manager;  prior  to  1915 
he  could  not  transfer  community  personal  property  except  for  a 
valuable  consideration  without  her  written  consent;  on  dissolution  of 
the  community  by  the  death  of  the  wife  the  husband  takes  all  except 
such  portion  as  may  have  been  set  aside  to  the  wife  by  judicial  de- 
cree, which  portion  goes  to  her  heirs  unless  she  has  disposed  of  same 
by  will;  on  death  of  the  hi>sband  one-half  ^es  to  the  wife  and  the 
other  half  is  subject  to  testamentary  disposition  by  the  liuslxand.  If 
he  makes  no  will  one- fourth  of  his  one-half  goes  to  the  wife  and  tlie . 
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remainder  to  the  children.  On  separation  either  may  petition  for 
division  of  community  property  and  after  divorce  contmue  to  hold  as 
tenants  in  common  where  no  disposition  has  been  made  in  the  divorce 
decree.     New  Mexico  has  no  State  inheritance  tax  act. 

In  Louisiana  the  community  property  comprehends  all  property 
acquired  during  the  marriage  by  either  husband  or  wife  except  that 
acquired  with  separate  funds  or  by  inheritance  or  particular  dona- 
tion, and  excepting  the  earnings  of  the  wife  when  she  is  living  sepa- 
rate from  her  husband;  the  husband  is  manager  of  the  community 
but  he  may  not  convey  community  immovables  by  gratuitous  title, 
and  can  not  dispose  of  movables  in  fraud  of  the  wife ;  either  spouse 
may  dispose  of  one-half  the  community  property  by  will  and  the  laws 
governing  the  descent  of  such  property  in  the  absence  of  testamentary 
disposition  apply  equally  to  both  spouses,  the  survivor  taking  the  de- 
ceased spouse's  half  by  inheritance  when  there  is  no  will,  and  neither 
father,  mother,  or  descendants.  As  heretofore  stated,  the  survivor 
pays  no  inheritance  tax  on  his  or  her  one-half  of  the  community 
property  but  does  pay  on  that  part  inherited  from  the  deceased 
spouse. 

In  California  the  wife  has  no  power  of  testamentary  disposition 
of  community  property  except  of  such  as  may  have  been  set  aside  to 
her  by  judicial  decree ;  she  takes  one-half  as  neir  on  the  death  of  the 
husband ;  but  on  the  death  of  the  wife  the  entire  community  property 
belongs  to  the  husband  without  administration.  The  California 
courts  have  held  that  under  the  law  as  it  stood  prior  to  1917  the  wife 
had  no  vested  interest  in  community  property  prior  to  the  dissolu- 
tion of  the  marriage ;  the  amendment  to  the  inheritance  tax  act  being 
limited  to  the  purposes  of  that  act  could  not  have  had  the  effect  of 
vesting  an  interest  in  her,  and  had  the  addition  of  Sec.  172a  had 
that  effect  any  amendment  of  the  inheritance  tax  act  would  have  been 
unnecessary  to  exempt  her  one-half  from  taxation  thereunder.  In 
the  case  of  Blvm  v.  Wardell^  now  pending  before  the  Circuit  Court 
of  Appeals  of  the  Ninth  Circuit,  on  appeal  from  the  District  Court  of 
the  Northern  District  of  California,  the  application  of  the  Federal 
Estate  Tax  Act  of  1916  is  under  consideration. 

As  appears  from  my  opinion  of  September  10,  1920,  in  Texas  the 
control  of  community  property  is  divided  between  the  husband  and 
wife;  in  that  State  on  the  death  of  either  spouse  without  issue  the 
survivor  takes  the  whole  and  where  there  is  issue,  takes  one-half, 
the  other  half  going  to  said  issue  or  their  descendants.  Under  the 
State  inheritance  tax  law  the  wife  pays  no  tax  on  her  half  of  the 
community  property. 

In  WarJm7'to?i  v.  White^  176  U.  S.  484,  496,  the  principle  was 
enunciated  that  where  State  decisions  have  interpreted  State  laws 
governing  property  or  controlling  relations  that  are  essentially  of 
a  domestic  and  State  nature  the  United  States  Supreme  Court  will 
follow  the  State  decisions,  if  possible  to  do  so,  in  the  discharge  of  its 
duties.  Also  in  De  Vaughn  v.  Hutchinson^  165  U.  S.  566,  570,  it  ^ 
was  held  that  to  the  law  of  the  State  in  which  property  is  situated  ~ 
we  must  look  for  the  rules  which  govern  its  descent,  alienation,  and 
transfer,  and  for  the  effect  and  construction  of  wills  and  other  con- 
,  veyances.  In  United  States  v.  Crosby^  7  Cranch  115,  it  was  held  that 
the  title  to  land  can  be  acquired  and  lost  only  in  the  manner  pre- 
[  scribed  by  the  law  of  the  place  where  same  is  situated. 
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In  arriving  at  an  answer  to  the  qiiestions  propounded  by  you  we 
are  called  upon  to  detennine  the  rules  of  property  in  the  community 
property  States;  we  have,  therefore,  pursuant  to  the  rules  of  the 
above  cases,  adopted  the  rules  laid  down  by  the  highest  courts  of 
the  various  States.  There  remains  to  be  determined  the  application 
thereto,  of  the  income  and  estate  tax  provisions  of  Federal  statutes. 
In  my  previous  opinion  it  was  stated  that  since  in  Texas  the  owner- 
ship in  one-half  of  all  community  property  vests  in  each  spouse, 
whatever  is  income  to  the  community  is  income  to  both.  This  con- 
clusion applies,  therefore,  to  all  States  in  which  community  prop- 
erty is  hela  to  be  vested  equally  in  both  spouses. 

Section  201  of  the  Revenue  Act  of  1916  and  sec.  401  of  that  of  1918 
impose  a  tax  "  upon  the  transfer  of  the  net  estate  of  every  decedent " 
dying  after  the  passage  thereof,  to  be  determined  as  is  set  forth  in 
the  sections  following,  which  are : 

Revenue  Act  of  1918. 

Sec.  402.  That  the  value  of  the  gross  estate  of  the  decedent  shaU  be  deter- 
mined by  including  the  value  at  the  time  of  his  death  of  all  property,  real  or 
personal,  tangible  or  intangible,  wherever  situated — 

(a)  To  the  extent  of  the  interest  therein  of  the  decedent  at  the  time  of  his 
death  whlcli  after  his  death  is  subject  to  the  payment  of  the  charges  against 
his  estate  and  the  expenses  of  its  administration  and  is  subject  to  distribution 
as  part  of  his  estate ; 

*  *  *  *  *  *  .  « 

(d)  To  the  extent  of  the  interest  therein  held  jointly  or  as  tenants  in  the 
entirety  by  the  decedent  and  any  other  person,  or  deposited  In  banks  or  other 
institutions  in  their  joint  names  and  payable  to  either  or  the  survivor,  except 
such  part  thereof  as  may  be  shown  to  have  originally  belonged  to  such  other 
person  and  never  to  have  belonged  to  the  decedent. 

Subdivisions  (a)  and  (c)  of  section  202  of  the  Revenue  Act  of 
1916  are  identical  with  subdivisions  (a)  and  (d)  of  section  402  of 
the  Revenue  Act  of  1918,  quoted  above. 

While  the  community  estate  of  husband  and  wife  has  not  in  the 
strictest  sense  all  the  incidents  of  a  joint  estate  or  an  estate  in  the 
entirety,  as  they  were  known  at  common  law,  I  am  convinced- that  the 
community  estate  is  for  all  practical  purposes  within  the  language  of 
subdivision  (d)  of  section  402,  there  being  deductible  therefrom,  in 
arriving  at  the  net  estate  of  decedent,  the  one-half  interest  of  the  sur- 
viving spouse,  which  may  be  shown  to  l\ave  originally  belonged  to 
such  person  and  never  to  have  belonged  to  the  decedent. 

And  even  thougli  it  should  be  held  that  the  community  estate  is 
not  a  "  joint  estate  "  or  an  "  estate  in  the  entirety  "  within  the  mean- 
ing of  the  Revenue  Acts,  the  one-half  interest  of  the  deceased  spouse 
in  community  property  would  still  be  subject  to  tax  under  the  lan- 
gua£^e  of  subdivision  (a)  above. 

my  answers  to  your  questions  are  therefore : 

(1)  That  in  Washington,  Arizona,  Idaho,  Xew  Mexico,  Louisiana, 
and  Nevada  the  husband  and  wife  domiciled  therein,  in  rendering 
separate  income  tax  returns,  may  each  report  as  gross  income  one-hali 
of  the  income  which  under  the  laws  of  the  respective  States  becomes, 
simultaneously  with  its  receipt,  community  property. 

(2)  In  the  States  mentioned,  in  answer  to  question  one,  there  should 
be  included  in  gross  estate,  in  computing  the  estate  tax  of  a  deceased 
spouse,  one-half  only  of  the  community  property  of  husband  and 
wife  domiciled  therein. 
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(3)  Neither  of  the  above  answers  is  baaed  upon  a  statute  enacted 
subsequent  to  March  1, 1913. 

(4)  My  answers  to  these  questions  apply  under  income  and  estate 
tax  Acts  prior  to  the  Revenue  Act  of  1918. 

Respectfully, 

(Signed)  A.  MrrcHEix  Palmjsb, 

Attorney  General. 
Hon.  David  F.  Houston, 

Secretary  of  the  Treasury^ 

Washington^  Z>.  C. 


Section  223,  Artigi«e  401:  Individual  returns. 

(See  12-21-1525;  sec.  252,  art.  1034.)     Adjustments  in  tax  of  hus- 
band and  wife  having  income  from  community  property. 


Section  223,  Article  401:  Individual  returns,  16-21-1580 

O.  D.  880 

Where  hu^t)and  and  wife  have  filed  separate  returns  in  the  past 
they  are  not  precluded  from  filing  amended  joint  returns,  but  any 
claim  for  refund  or  credit  arising  therefrom  must  be  filed  within  the 
period  of  limitation  prescribed  by  statute. 


Section  223,  Article  401 :  Individual  returns.  16-21-1581 

(Also  Section  326,  Article  831;  Section  312,  O.D.881 

Article  791;  Section  336,  Article  961.) 

In  filing  amended  returns  under  Treasury  Decision  3071  (C.  B.  3, 
p.  221),  relative  to  income  from  community  property  in  Texas,  the 
question  is  presented  as  to  how  excess  profits  tax  returns  for  1917 
snould  be  prepared,  and  as  to  the  exemption  which  may  be  claimed 
by  husband  and  wife. 

Held,  that  husband  and  wife  may  file  sepjarate  excess  profits  tax 
returns  for  1917,  in  which  the  community  income  may  oe  divided 
between  them.  The  invested  capital  of  either  the  husband  or  the  wife 
should  be  computed  by  adding  that  portion  of  the  invested  capital 
which  is  his  or  her  separate  property  to  one-half  of  that  portion  of 
the  invested  capital  which  is  community  property.  The  full  amount 
of  the  specific  exemption  autliorized  by  the  statute  may  be  claimed 
bv  each. 


Section  223,  Article  401 :  Individual  returns.  19-21-1625 

(Also    Section    213(a),    Article   31;    Section  O.D.909 

214(a)  1,  Article  101.)  A- 

In  returns  in  which  community  income  is  divided  between  husband 
and  wife  domiciled  in  States  where  such  income  is  divisible  for  in- 
come tax  purposes,  both  husband  and  wife  should  report  in  detail 
the  gross  income  from  such  community  property.  The  deductiomi 
properly  chargeable  against  such  income  should  be  equally  divided 
between  husband  and  wife. 
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Section  223,  AKnciiE  401 :  Individual  returns. 

(See  20-21-1643;  sec.  252,  art.  1034.)  Amended  returns  and 
claims  in  event  of  death  of  hud>and  or  wife  having  income  from 
community  property. 

Section  223,  Article  401 :  Individual  returns.  26-21-1708 

O.  D. 960 

Where  husband  and  wife  clearly  indicate  on  a  single  return  form 
the  net  income  of  each,  such  a  return  does  not  necessarily  constitute  a 
joint  return.  It  is  a  matter  of  intent.  Having  separated  their  re- 
spective incomes,  in  the  absence  of  a  showing  to  the  contrary  the  pre- 
sumption is  that  they  intended  to  file  separate  returns  of  income,  but 
that  for  convenience  they  have  used  one  form.  In  such  case  both  the 
normal  and  surtax  should  be  computed  on  the  separate  inccmie  of  each. 
This  presumption  is,  however,  overcome  if  the  tax  has  been  computed 
by  the  taxpayer  on  the  combined  net  income;  in  which  case,  even 
though  their  incomes  have  been  separated  and  can  be  identified,  the 
return  is  held  to  be  a  joint  return,  and  both  the  normal  and  surtax 
should  be  assessed  on  the  basis  of  combined  net  income. 


Section  223,  Article  403:  Setum  of  income  2-21-1390 

of  minor.  T.  D.  3110 

In  order  to  clear  away  the  misunderstanding  which  exists  with 
respect  to  the  proper  treatment  under  section  223  of  the  Revenue  Act 
of  1918  of  the  earnings  of  minors,  but  not  for  the  purpose  of  stating 
a  different  rule  from  that  originally  intended,  article  403  of  Regula- 
tions 45  is  modified  to  read  as  follows : 

Art.  403.  Return  of  income  of  minor. — An  individual  under  twenty-one  years 
of  age,  or  under  the  statutoiT  age  of  majority  where  he  lives,  whatever  it 
may  be,  is  required  to  render  a  return  of  Income  if  he  has  a  net  income  of  his 
own  of  $1,000  or  over  for  the  taxable  year.  If  he  is  married,  see  article  401. 
If  a  minor  has  been  emancipated  by  his  parent,  his  earnings  are  his  own  income, 
and  such  earnings,  regardless  of  amount,  are  not  required  to  be  included  in 
the  return  of  the  parent.  If  the  aggregate  of  the  net  income  of  a  minor  from 
any  property  which  he  possesses,  and  from  any  funds  held  in  trust  for  him  by  a 
trustee  or  guardian,  and  from  his  earnings  in  case  he  has  been  emancipated, 
is  at  least  $1,000,  a  return  as  in  the  case  of  any  other  individual  must  be  made 
by  him,  or  by  his  guartlian,  or  some  other  person  charged  with  the  care  of  his 
person  or  property  for  him.  See  article  422.  If,  however,  a  minor  has  not 
been  emancipated  by  his  parent,  who  appropriates  or  may  appropriate  his  earn- 
ings, such  earnings,  regardless  of  amount,  are  income  of  the  parent  and  not 
of  the  minor  for  the  purpose*  of  the  normal  tax  and  surtax.  In  the  absence  of 
proof  to  the  contrary,  a  parent  will  be  assumed  not  to  have  emancipated  his 
minor  chUd  and  must  include  in  his  return  any  earnings  of  the  minor. 

Approved,  December  31, 1920. 


J^      Section  223,  Articijb  403 :  Return  of  income  of  minor. 

(See  &-21-1436;  sec.  216,  art-  304.)    Minor  son's  income  appropri- 
ated by  parent. 
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SECTION  225.— FIDUCIARY  RETURNS. 

Section  225,  Article  421 :  Fiduciary  returns. 

(See  7-21-1447;  sec.  219,  art.  343.)  Trust  established  by  deca- 
dent's will  and  terminated  prior  to  completion  of  administration 
of  estate. 

Section  225,  Article  421 :  Fiduciary  returns. 

(See  21-21-1652;  sec.  219,  art.  343.)  Returns  by  administratrix 
with  the  will  annexed  during  administration. 


Section  225,  Article  421 :  Fiduciary  returns. 

(See  24-21-1688;  sec.  219,  art.  341.)     Return  of  income  of  trust 
fund  held  by  trustee  after  title  has  vested  in  exempt  corporation. 


SECTION  227.— TIME  AND  PLACE  FOR  FILING 

RETURN. 

Seotion  227,  Article  447 :  Last  due  date. 

(See  13-21-1534;  sec.  250,  art.  1012.)     Due  date  in  case  of  exten- 
sion of  time  by  Commissioner. 


Part  III. — Corporations. 


SECTION  230.— TAX  ON  CORPORATIONS. 

Section  230,  Article  501 :  Income  tax  on  cor-  3-21-1400 

porations.  Ct.  D.  3 

act  of  august  5,   1909. 

United  States  Cikcuit  Covbt  of  Appeals  for  the  Second  Circuit. 

The  New  York,  New  Haven  d  Hartford  Railroad  Company^  PUiintiff  in  Error 
{Defendant  below),  v.  United  states  of  America,  Defendant  in  Error  (PlMti- 
tiff  belmo.) 

Before  Waed,  Hough,  and  Manton,  Circuit  Judges. 

In  error  to  the  District  Court  for  the  District  of  Connecticut  Action  by  the 
United  States  of  America,  plaintiff,  against  tlie  New  York,  New  Haven  & 
Hartford  Railroad  Company,  defendant.  Judgment  for  plaintiff.  The  de- 
fendant appeals. 

This  suit  is  brought  by  the  Government  to  recover  for  excise  taxes  for  the 
taxable  years  ending  December  31,  1909,  1910,  1911,  and  1912,  The  taxes  were 
levied  pursuant  to  section  38  of  the  Act  of  Congress,  approved  August  5,  1909. 

The  plaintiff  in  error  is  a  railroad  corporation  organized  and  existing  imder 
the  laws  of  the  State  of  Connecticut  and  Commonwealth  of  Massachusetts, 
in  1889  the  Legislature  of  the  State  of  Connecticut  authorized  the  plaintiff  in 
error  to  increase  its  capital  stock  with  a  proviso  that  no  stock  should  be 
issued  for  less  than  one  hundred  dollars  per  share.    It  is  provided  by  the 
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General  Laws  of  the  State  of  Connecticut  that  the  capital  stock  should  be  issued 
in  such  manner  as  might  be  provided  by  the  railroad  commission  of  that  State 
(Title  26,  section  3664,  Rev.  1902).  The  capital  stock  was  issued  at  the  par 
value  of  one  hundred  dollars  per  share,  but  a  very  considerable  number  of 
shares  were  Issued  to  stockholders  for  sums  in  excess  of  one  hundred  dollars 
per  share.  These  shares  were  sold  to  the  public  generally  and  stockholders 
who  subscribed.  The  prices  at  which  they  were  sold  varied  from  one  hundred 
and  forty-four  dollars  to  two  hundred  and  fifty -eight  dollars  per  share.  The 
moneys  were  paid  into  the  treasury  of  the  company,  the  purchaser  not  receiving 
a  stock  certificate  until  the  full  amount  thereof,  as  subscribed,  was  paid  to  the 
corporation.  Some  were  paid  for  in  installments  and,  in  the  interim,  negotiable 
part-paid  receipts  were  issued  for  the  sums  as  paid. 

In  four  counts,  the  complaint  alleged  amounts  were  received  by  the  plaintift 
in  error  over  and  above  the  price  of  one  hundred  dollars  per  share  in  the  years 
mentioned;  and  It  is  upon  the  basis  of  tl\ese  total  sums  that  the  Government 
claims  the  plaintiff  in  error  wrongfully  deducted  from  its  full  tax  (in  making 
up  its  tax  returns)  interest,  as  actually  paid  within  the  year,  on  its  bonded 
or  other  indebtedness,  claiming  the  premium  paid  constituted  part  of  the  paid- 
up  capital  stock.  Prior  to  July  1,  1909,  which  was  the  date  on  which  the 
first  uniform  rules  of  accounting  issued  by  the  Interstate  Commerce  Commis- 
sion became  effective,  no  uniform  method  of  accounting  was  followed  by  the 
railroad  corporations  relative  to  setting  up  or  disposing  of  the  excess  amount 
over  the  par  value  received  from  sales  of  their  capital  stock.  The  regulations 
of  the  Interstate  Commerce  Commission  required  that  after  July  1,  1909,  all 
sums  received  by  steam  railroads  in  excess  of  one  hundred  dollars  a  share  for 
capital  stock  should  be  set  forth  in  a  "premium  account."  This  the  plaintiff 
in  error  did.  Its  profits  and  loss  account  disclosed  the  amounts  paid  in  excess 
of  one  hundred  dollars  i)er  share  prior  to  such  date. 

The  plaintiff  in  error  claimed  the  right  of  deiluctlng  for  interest  actually 
paid  within  the  year  to  the  full  extent  of  this  sum. 

Edward  L.  Smith,  United  States  Attorney;  Allan  K.  Smith,  Assistant 
United  States  Attorney. 

H.  J.  Hart,  W.  W.  Meyer,  Attorneys  for  Plaintiff  in  error. 

Manton,  C.  J. 

By  an  Act  of  Congress  approved  August  5,  1909,  it  was  provided : 

**  That  every  corporation  ♦  ♦  ♦  organized  for  profit  and  having  a  capital 
stock  represented  by  shares,  ♦  ♦  ♦  shall  be  subject  to  pay  annually  a  special 
excise  tax  with  respect  to  the  carrying  on  or  doing  business  by  such  corpora- 
tion ♦  •  ♦  equivalent  to  one  per  centum  upon  the  entire  net  income  over 
and  above  five  thousand  dollars  received  by  it  from  all  sources  during  such 
year,"  ♦  ♦  ♦  and  that  "  Such  net  income  shall  be  ascertained  by  deducting 
from  the  gross  amount  of  the  income  of  such  corporation,  *  *  ♦  received 
within  the  year  from  all  sources,  ♦  *  *;  (3)  interest  actually  paid  within 
the  year  on  its  bonded  or  other  indebtedness  to  an  amount  of  such  bonded  and 
other  indebtedness  not  exceeding  the  paid-up  capital  stock  of  such  corporation,. 
•     •     ♦    outstanding  at  the  close  of  the  year." 

The  question  presentetl  is,  what  did  Congress  intend  by  the  phrase  "paid- 
up  capital  stock  outstanding  at  the  close  of  the  year?"  The  plaintiff  in  error 
contends  Congress  intendwl  to  Include  as  part  of  the  paid-up  capital  stock  all 
the  moneys  paid  by  the  stockholders  for  their  stock,  including  the  sums  paid 
in  excess  of  one  hundred  dollars  per  share.  The  defendant  In  error  claims  the 
term  "  paid-up  capital  stock  "  refers  to  the  total  par  value,  that  is,  one  hundred 
dollars  for  each  share.  The  plaintiff  in  error  treated  the  surplus  above  one 
hundred  dollars  as  a  premium  paid  for;  before  1909  in  Its  books  it  was  ac- 
eountetl  for  in  Its  "profit  and  loss  account."  After  that.  It  was  treated  as  In 
its  "premium  account."  The  excess  paid  in  price  is,  in  fact,  a  premium  paid 
for  the  stock.  For  when  such  shares  of  stock  are  at  face  value,  they  are  at 
par,  and  when  more  is  paid,  they  are  above  par  or  at  a  premium.  The  total 
of  the  par  value  has  always  been  considered  capital  stock.  The  term  "  capital 
stock"  has  thus  been  used,  not  only  in  banking  and  commerce,  but  in  the 
corporation  acts  in  the  several  States.  Full  force  and  effect  must  be  given 
to  the  term  "  paid-up  "as  used  in  the  statute,  and  its  use  in  connection  with 

not  exceeding."    We  think  the  employment  of  these  words  made  the  Intention 
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of  Congreae  clear  as  obviously  meaning  paid  up  to  par  value  and  not  exceeding 
that.  The  premiums  received  were  used,  in  carrying  on  the  business  of  cor- 
poration, as  if  surplus.  The  Circuit  CJourt  of  Appeals  for  the  First  Circuit 
has  recently  Imd  the  same  question  presented,  and  approved  the  reasoning 
and  conclusion  of  the  District  Judge  below.  (B.  d  M.  R.  R.  v.  V.  S^  265  Fed. 
578 ;  Opinion  below,  U.  S.  v.  A^.  T.,  N.  H.  d  B.  R.  R.  Co.,  265  Fed.  381.) 

But  it  is  argued,  on  this  writ  of  error,  that  the  interpretation  placed  upon  tlie 
provisions  of  the  excise  tax  law  is  in  violation  of  the  fourteenth  amendment  to 
the  Constitution  of  the  United  States,  in  that  it  denies  to  the  plaintiff  in  errar 
equal  protection  of  the  law,  the  contention  l)elug  that  the  interpretation  re- 
sults in  gross  discrimination  as  between  corporations  of  the  same  dlass  and 
engaged  in  the  same  kind  of  business.  It  results,  it  is  claimed,  in  unequal  and 
ununiform  taxation  as  between  similar  cori>orations  merely  because  of  the 
manner  in  which  such  corporations  may  have  issued  to  them  their  shares  of 
capital  stoclv,  even  tliough  such  corporation  may  have  received  identically  the 
same  amounts  of  money  from  their  Shareholders  and  are  engaged  in  identically 
the  same  kind  of  business. 

It  is  said  that  under  this  ruling  a  corporation  in  the  same  kind  of  business, 
which  has  stated  its  par  value  of  stock  as  one  hundred  dollars  per  share,  but 
issues  ten  thousand  shares  at  one  hundred  and  fifty  dollars  per  share,  or  for  a 
total  of  one  million  iive  hundred  thousand  dollars,  can,  under  this  interpretation, 
deduct  from  its  gross  income  Interest  on  an  indebte<iness  of  but  one  million 
dollars,  whereas  a  competitor  in  the  same  business  and  locality,  without  par 
value,  and  which  has  received  from  its  stockholders  for  ten  thousand  shares  a 
total  of  one  million  five  hundred  thousand  dollars,  can  deduct  interest  on  an 
indebte<lness  of  one  million  five  hundred  thousand  dollars,  or  on  fifty  per  cent 
more  of  its  indebtedness  than  its  competing  corporation.  And  it  is  further  con- 
tended that  if  a  third  corporation  has  stilted  two  hundred  dollars  per  share  as 
the  par  value  of  its  stock,  and  has  issued  part-paid  stock  certificates  for  ten 
thousand  shares  at  one  hundred  and  fifty  dollars  each,  it  will  have  received 
from  its  stockholders  one  million  five  hundred  thousand  dollars,  or  on  fifty  per 
cent  more  indebtedness  than  tlie  first  competitor  named.  Thus,  the  contention 
is  advanced  that  the  difference  in  the  detail  and  issuing  stock  results  in  sub- 
stantially greater  tax  burden  on  one  corporation  than  on  a  competing  corpo- 
ration engaged  in  tlie  same  business.  There  nuist  be  no  discrimination  of  one 
as  against  tlie  other  in  the  same  class  and  the  method  for  the  assessment  and 
collection  of  taxes  must  be  consistent  with  natural  Justice.  {MicK  Central  v. 
Powera,  201  IT.  S.,  245.)  The  quality  and  uniformity  in  taxation  means  only 
that  the  same  means  and  methods  of  taxation  shall  be  applied.  It  does  not 
require  that  it  shall  operate  uniformly  on  everybody.  The  purpose  is  to  secure 
geographical  uniformity.  {Kentucky  Tax  cases,  115  U.  S.,  337.)  Assuming 
that  Congress  had  the  power  to  enact  a  corporation  excise  tax  it  could,  if  it  so 
desired,  allow  deductions  from  the  gross  amount  of  the  income  of  any  corpo- 
ration when  an  excise  tax  was  being  laid ;  ttie  mode  of  accomplishing  this  under 
the  statute  is  due  process  of  law.  That  being  so,  the  provisions  as  to  securing 
equal  protection  of  the  laws  is  not  violated  by  any  diversity  in  the  jurisdiction. 
All  the  persons  within  the  territorial  limits  of  the  operation  of  the  law  have 
equal  right  in  lilie  cases  and  under  like  circumj^tancts  to  resort  to  them  for 
redress.  The  fact  that  there  exist  so  many  inequalities  due  to  the  method 
employed  by  the  particular  Incorporation  did  not  invalidate  the  act.  {Oiozza  v. 
Tiernan,  148  IT.  S.,  657.) 

Congress  may  impose  different  specific  taxes  upon  different  trades  and  pro- 
fessions and  vary  the  rates  of  excises  upon  various  products.  It  may  tax  real 
estate  and  personal  property  in  a  different  manner.  It  may  tax  divisible  (sic) 
property  only  and  not  tax  securities  for  payment  of  money.  It  may  allow  de- 
ductions for  indebtedness  or  not  allow  them.  Such  regulations  of  this  char- 
acter, so  long  as  they  proceed  within  reasonable  limits  and  general  usage,  are 
within  the  discretion  of  Congress.  There  is  no  precise  application  of  the  rule 
of  reasonableness  of  classification,  and  the  rule  of  equality  permits  of  many 
practical  inequalities.  The  rule  of  equality  under  the  Constitution  only  requires 
that  tJie  law  imposing  it  shall  operate  on  all  alike  under  the  same  circumstances. 
The  differences  here  permitting  deductions  are  not  arbitrary,  because  it  is  de- 
termined by  an  established  value,  namely,  the  par  value  of  the  capital  stock. 

We  are  of  the  opinion  that  the  act  of  Congress  has  been  properly  interpreted 
and  applied  by  the  court  below. 

The  judgment  is  affirmed. 
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S&CTIOX  2^,  Ajztioue  &03 :  Corporations  liable  to  25-21-1694 

tax.  L.  O.  1066 

(Also  Section  241,  Article  651 ;  Section  261,  Article  1133,) 

INCOME  TAX— TITLE  I  OF  THE  REVENUE  ACT  OF  1917. 

A  corporation  organized  in  the  United  States  is  subject  to  tke  4 
per  cent  war  Income  tax  imposed  by  section  4  of  Title  I  of  the 
Bevenne  Act  of  1917,  even  thonjrh  it  lias  its  principal  office,  keeps 
ite  acooonts,  and  does  all  of  its  boslaess  in  Porta  Rico  and  derives 
adl  of  Us  income  from  sources  therein,  SiKh  a  em-poration  shoald 
file  its  return  in  the  internal  revenue  diatriet  where  its  principal 
office  in  the  Uuitetl  States  is  located. 

l*aw  Oi>ini(>n  303  (not  in  Bulletin  service)  revoked. 

The  question  presented  is  whether  Title  I  of  the  Revenue  Act  of 
1917,  imposing  the  4  per  cent  war  income  tax,  applies  to  a  corporation 
organized  in  the  United  States  which  has  its  principal  office^  keeps 
its  accounts,  and  does  all  of  its  business  in  Porto  Bico  and  derives  all 
of  its  income  from  sources  therein.  It  was  held  in  Law  Opinion  303, 
January  25, 1918,  that  such  a  corporation  was  not  subject  to  this  tax. 

Section  4  of  the  Revwiue  Act  of  1917  provides : 

That  in  addition  to  the  tax  imposed  by  subdiy ision  ( a )  of  section  ten  of  such 
Act  of  September  eighth,  nineteen  hundred  and  sixteen,  as  amended  by  this 
Act,  there  shall  be  levied,  assessed,  collected,  and  paid  a  like  tax  of  four  per 
centum  upon  the  income  received  in  the  calendar  year  nineteen  hundred  and 
aeventeen  and  every  calendar  year  thereafter,  by  e^'ery  corporation,  joint-stock 
conipany  or  associati<M^  or  insurance  company,  subject  to  tlie  tax  imposed  by 
that  subdivisian  of  tliat  election,    ♦     *     *. 

The  tax  inipost^d  by  this  section  shall  be  computed,  levied,  assessetl,  collected, 
and  paid  upon  tlie  same  ine^vmes  and  in  the  same  manner  as  the  tax  imposed  by 
aubdivi^on  <ft)  ef  section  ten  of  sach  Act  of  £tepteml)er  ei^th,  jiiBeteeB  hun- 
dred and  sixteen,  as  amended  by  this  Act,     *     *     *. 

Section  10  of  the  Revenue  Act  of  1916,  as  amMided  by  section  1206 
of  the  Revenue  Act  of  1917,  thus  becomes  the  test  of  the  tax  liability 
under  discussion.    It  provides: 

S«c.  10(a).  Tliat  there  shall  be  levied,  assessed,  collected,  and  paid  annuaUy 
tipon  the  total  net  income  received  in  the  preceding  calendar  year  from  aH 
aonrceB  by  every  corporation,  joint-stock  con^puny  or  association,  or  insuranoe 
company,  organized  in  tlte  United  States,  no  matter  how  created  or  organized, 
but  not  including  partnerships,  a  tax  of  two  per  centum  upon  such  in- 
come;    ♦    ♦     * 

Since  section  4  of  the  Revenue  Act  of  1917  thus  requires  "every 
corporation  *  *  *  organized  in  the  United  States,  no  matter  how 
created  or  organised,"  to  pay  tlie  tax  upon  its  "total  net  incc^oe 
*  *  *  from  all  sources,"  there  can  be  no  doubt  as  to  the  liability 
of  a  corporation  created  under  the  laws  of  one  of  the  States  and  do- 
riving  all  of  its  income  from  sources  in  Porto  Rico,  unless  it  is 
ciearl^  exempted  by  some  other  provision  of  law.  A  New  Jersey  cor- 
poration doing  business  exclusively  in  the  Philippine  Islands  was 
held  to  be  included  by  similar  language  in  the  Act  of  August  5,  1909 
(29  Op.  Atty.  Gen.  164),  as  was  also  another  New  Jersey  corporation 
doing  business  exclusively  in  Cuba  and  having  all  its  property  and 
asBBts  there  (T.  D.  1863). 

Such  exemption  is  not  granted  by  section  5  of  tlie  Revenue  Act  of 
1917,  which  provides :' 

That  tiie  provisions  of  this  title  shaH  not  ext?end  to  Porto  Rico  or  the  Philip- 
piae  MaMdc,  and  the  Porto  BIcan  or  Ptiilipptne  LesMatone  shall  ha^e  power 
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by  tlue  enactment  to  amend,  alter,  modify,  or  repeal  the  income  tax  laws  in 
force  in  Porto  Rico  or  the  Philippine  Islands,  respectively. 

This  section  merely  exempts  individuals  and  corporations  of  Porto 
Eico  and  the  Philippine  Islands.  It  has  no  application  to  a  domestic 
corporation  of  the  United  States  engaged  in  business  in  Porto  Rico,  ^^ 
even  though  the  corporation  derives  all  of  its  income  from  sources  ^^ 
therein  and  is  not  engaged  in  business  elsewhere.  Such  a  corporation 
is  no  more  exempt  from  the  tax  than  is  any  domestic  corporation  of 
the  United  States  doing  business  exclusively  in  a  foreign  country. 

Nor  is  there  any  other  provision  of  law  exempting  the  corporation 
in  question.  It  is  true  that  under  the  Eevenue  Acts  of  1913  and  1916 
such  a  corporation  properly  made  its  returns  and  paid  its  taxes  in 
Porto  Eico  and  such  taxes  accrued  to  the  Government  of  Porto  Eico, 
but  that  fact  is  immaterial.  There  is  no  merit  in  the  claim  that  sec- 
tion 4  of  the  Eevenue  Act  of  1917  providing  that  the  tax  shall  be 
levied  and  paid  "  upon  the  same  incomes  and  in  the  same  manner '' 
as  the  tax  imposed  by  section  10(a)  of  the  Eevenue  Act  of  1916 
brings  into  play  other  sections  of  the  Act  of  1916  which  combine  to 
exempt  the  corporation  from  the  tax  imposed  by  section  4.  These  sec- 
tions of  the  Eevenue  Act  of  1916  are  13(b),  which  provides  that  the 
return  "shall  be  made  to  the  collector  of  the  district  in  which  is 
located  the  principal  office  of  the  corporation  *  *  *  where  are 
kept  its  books  of  account  and  other  data  from  which  the  return  is 
prepared ; "  section  16,  which  provides  that  the  word  "  State "  or 
"  United  States "  shall  be  construed  to  include  Porto  Eico  and  the 
Philippine  Islands  when  such  construction  is  necessary  to  carry  out 
the  provisions  of  the  Act ;  and  section  23,  which  provides  that  "  the 
provisions  of  this  title  are  extended  to  Porto  Eico  and  the  Philippine 
Islands"  and  that  the  taxes  thereunder  shall  be  collected  by  and 
accrue  to  these  Governments,  respectively.  Sections  15  and  23  can 
have  no  application  because  section  5  of  the  1917  Act  is  to  the  con- 
trary effect.  This  leaves  section  13(b)  as  the  sole  basis  for  the  alleged 
exemption.  Since  the  corporation  had  its  principal  office  in  Porto 
Eico,  it  was  properly  held  under  the  earlier  Act  that  its  return  should 
be  filed  and  the  tax  paid  in  Porto  Eico.  But  the  tax  imposed  by 
Title  I  of  the  Eevenue  Act  of  1917  was  separate  and  distinct  from 
the  tax  imposed  by  the  1916  Act,  though  it  was  to  be  computed  "  upon 
the  same  incomes  and  in  the  same  manner"  as  the  tax  imposed  by 
section  10(a)  of  the  Act  of  1916.  The  mere  fact  that  under  the 
Eevenue  Act  of  1916  the  principal  office  of  the  corporation  was  held 
to  be  in  Porto  Eico  does  not  operate  to  exempt  the  corporation  from 
taxation  under  the  Eevenue  Act  of  1917,  when  as  a  matter  of  fact  it 
is  compelled  by  law  to  maintain  an  office  at  all  times  in  the  State  of 
its  creation.  ^S^or  can  the  corporation  obtain  exemption  by  keeping 
its  "  books  of  account  and  other  data  from  which  tne  return  is  pre- 
pared "  in  its  Porto  Eican  office.  Congress  surely  did  not  make  it 
optional  with  the  corporation  to  pay  or  not  to  pay  the  tax. 

In  other  words,  the  question  of  the  incidence  of  the  tax  imposed  ^ 
by  the  Eevenue  Act  of  1917  is  determined  not  by  the  administrative  " 
provisions  of  the  Eevenue  Act  of  1916,  but  by  the  specific  section 
defining  the  subjects  of  the  tax,  namely,  section  10(a),  which  imposes 
a  tax  ^'upon  tne  total  net  income  received"  by  every  corpora- 
tion ♦  *  *  organized  in  the  United  States,  no  matter  how  created 
\  or  organized."    The  administrative  provisions  of  the  1916  Act  were 
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only  incorporated  in  the  1917  Act  for  purposes  of  enforcement  and 
should  not  outweigh  the  above-quoted  substantive  provision  which 
by  clear  and  express  language  includes  every  domestic  corporation. 

Nor  can  it  be  successfully  maintained  that  the  combined  effect  of 
the  two  Acts  is  to  make  the  corporation  pay  the  4  per  cent  tax  in 
Porto  Rico,  where  its  principal  office  is  located,  such  tax  to  accrue  to 
the  government  of  Porto  Rico.  The  absurdity  of  such  a  situation  is 
obvious.  Porto  Rico,  under  an  Act  of  Congress  enacted  "  to  provide 
revenue  to  defray  war  expenses  "  of  the  United  States,  would  be  col- 
lecting a  tax  from  corporations  created  in  the  United  States  which 
it  would  not  be  collecting  from  corporations  created  in  Porto  Rico ; 
and,  furthermore,  the  revenue  would  in  no  way  defray  war  expenses. 
It  is  inconceivable  that  Congress  intended  both  to  discriminate  against 
corporations  of  the  United  States  and  to  ignore  a  considerable  source 
of  revenue  for  war  purposes. 

The  fact  is  that  after  the  enactment  of  the  Revenue  Aqt  of  1917 
this  or  any  other  domestic  corporation  of  the  United  States  doing 
business  in  Porto  Rico,  regardless  of  where  it  kept  its  main  office  and 
books  of  account,  and  whether  it  derived  all  or  only  part  of  its  income 
from  Porto  Rican  sources,  had  a  dual  taxable  status;  as  to  Porto  Rico 
it  was  a  foreign  corporation  and  as  to  the  United  States  it  was  a 
domestic  corporation.  Until  repealed  on  June  26, 1919,  by  the  Porto 
Rican  Legislature  (Act  No.  60,  Laws  of  P.  R.,  1919),  the  Act  of 
September  8, 1916,  continued  in  effect  as  a  local  revenue  law  of  Porto 
Rico,  and  under  its  provisions  the  corporation  was  subject  to  a  tax 
of  2  per  cent  upon  income  derived  from  Porto  Rican  sources.  This 
tax  was  payable  to  the  government  of  Porto  Rico.  The  corporation 
was  also  subject  to  the  4  per  cent  war  income  ttfx  under  the  Act  of 
1917,  as  was  every  other  domestic  corporation,  and  should  have  filed 
its  return  in  the  internal  revenue  district  where  its  statutory  oflSce 
was  located,  since  in  this  case  its  principal  office  in  the  United  States 
was  its  statutory  office. 

It  is  accordingly  held  that  a  corporation  organized  in  the  United 
States  is  subject  to  the  4  per  cent  war  income  tax  imposed  by  section 
4,  Title  I,  of  the  Revenue  Act  of  1917,  even  though  it  has  its  principal 
office,  keeps  its  accounts,  and  does  all  of  its  business  in  Porto  Rico, 
and  aerives  all  of  its  income  from  sources  therein.  It  is  further  held 
that  such  a  corporation  should  file  a  return  in  the  internal  revenue 
district  where  its  principal  office  in  the  United  States  is  located. 

Law  Opinion  303  is  revoked. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenue. 


SECTION  231.— CONDITIONAL  AND  OTHER 

EXEMPTIONS. 

Section  231,  Article  511 :  Proof  of  exemption.  25-21-1695 

O.  D.  953 

An  organization  which  would  otherwise  be  exempt  from  taxation 
but  which  operates  in  a  nonexempt  manner  is  not  entitled  to  exemp- 
tion under  the  provisions  of  section  231  of  the  Revenue  Act  of  1918; 
and  furthermore  an  organization  which  is  ordinarily  exempt  bu* 
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which  owns  property  in  excess  of  its  needs  and  carries  on  industrial 
pursuits  distinct  from  its  exempt  activities  is  not  exempt  from  taxa- 
tion. 


Section    231,    Article    513:    Mutual    savings  4-21-1410  ^ 

banks.  O.  D.  780 

A  savings  bank  within  the  accepted  meaning  of  the  term  contem- 
plates the  ordinary  institution  of  that  kind  as  organized  and  con- 
ducted in  accordance  with  the  statutes  of  the  various  'States.  Its 
manner  of  investing  the  savings  of  depositors  is  restricted.  Further- 
more., the  funds  are  received  by  deposits  ordinarily  made,  rather 
than  by  a  contract  under  which  there  arises  a  binding  duty  to  make 
future  deposits.  Therefore  an  organization  which  receives  deposits 
from  its  members  by  contract  under  which  there  arises  a  binding 
duty  id  make  future  deposits,  and  which  is  operated  for  the  pur- 
pose of  speculati<m  rather  than  for  savings,  is  not  a  mutual  savings 
bank  within  the  meaning  of  section  231(2)  of  the  Kevenue  Act  of 
1918, 

Section  231,  Article  515 :  Building  and  loan  1-21-1375 

associations  and  cooperative  banks.  O.  D.  768 

A  building  and  loan  association  which  loans  its  funds  to  nonmem- 
bers,  on  indorsed  notes,  a  very  small  amount  only  being  secured  by 
real  estate^  and  divi<les  the  profits  among  the  holders  of  the  paid-up 
certificates,  these  being  the  only  members  of  the  association  partici- 
pating in  the  management  and  in  the  profits,  is  held  to  be  engaged 
in  business  in  the  nature  of  a  banking  business^  and  does  riot  come 
within  the  exemption  provided  in  section  231(4)  of  the  Revenue  Act 
of  1918. 

Section  231,  Article  517:  Religious,  charitable,  1-21-1376 

scientific  and  educational  corporations.  A.  R.  M.  104 

Held,  that  tlie  A  estate  trust  is  uot  cxeiupt  from  tux  UDder  any  of 
tlie  provisions  of  the  Revenue  Acts  of  1913,  1916,  1917,  and  191 H, 
exempting  from  tax  corporations  and  associations  organized  and 
operated  exclusively  for  educatioaul,  eharitaWe,  or  scientific  por- 
pofies  and  that  the  expenditure  of  trust  income  in  accordaitce  with 
the  terms  of  the  trust  and  for  the  very  purpose  for  wliich  tlie  trust 
was  created  can  not  be  considered  as  ordinary  and  necessary  ex- 
penses of  coUecting  such  income  and  may  not  l)e  deducted  in  com- 
puting the  net  income  of  the  A  estate  trust  subject  to  tax. 

The  Committee  is  in  receipt  of  a  memorandum  from  the  Income 
Tax  Unit  requesting  advice  as  to  whether  or  not  the  income  of  the 
A  estate  trust  is  subject  to  tax. 

\  The  questions  presented  in  this  case  being  questions  of  law  rather 
than  fact,  advice  on  such  questions  was  requested  from  the  Solicitor  ^ 

and  under  date  of  October  29,  1920,  the  Committee  received  an  in-  flr 

formal  memorandum  which  reads  as  follows : 

)  A  died  in  188-  and  undei*  tlie  terms  of  her  will  pave  all  of  her  property, 
personal  and  real,  with  the  exception  of  certain  siKJciflc  bequests,  to  Qxc  trus- 
tees to  hold  in  trust  for  the  purpose  of  erecting  and  maintaining  two  schools, 

'  one  for  boys  and  one  for  girts.    The  trustees  are  given  full  power  to  invest  tbe 
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proceeds  of  the  estate  in  such  maimer  as  they  think  best  for  the  schools. 
Vacancies  in  the  trustees  are  filled  by  the  majority  vote  of  ttie  supreme  court 
of  the  jurisdiction. 

An  examination  of  this  estate  has  been  maxle  by  re^vcenue  agente  for  the  years 
1913  to  1919  and  taxes  in  the  amount  of  x  dollars  have  been  recommended. 
Also,  the  revenue  a^^its  have  disallowed  as  a  deduction  from  gross  income  the 
operating  expenses  of  ttie  schools. 

Two  questions  are,  tiierefore,  presented:  (1)  whether  the  A  trust  is  an 
exempt  organization  under  the  provisions  of  the  various  Acts:  (2)  whether, 
if  it  is  not  exempt,  the  operating?  expenses  of  the  schools  are  allowable  deduc- 
tions from  the  .cross  income  of  the  trust. 

The  provisions  of  the  Revenue  Acts  of  1913.  1916  and  1918  are  in  effect  the 
same  with  respect  to  exempt  charitable  organizations.  The  first  two  exempt 
"  corporations  or  associations "  organized  and  operated  exclusively  for  re- 
ligious, charitable,  scientific  or  educational  purposes  and  the  later  Act  exempts 
only  "corporations  •*  so  organized  and  operated,  but  the  term  "  corporation  "is 
defined  ^sewhere  in  tiie  Act  to  include  "  associations.'*  All  of  tibe  Acts  in  ques- 
tion have  carefully  refrained  from  using  the  word  "trust"  in  this  connection. 

It  is  admitted  that  there  is  no  incorporation  in  the  present  case,  but  the 
representatives  of  the  estate  insist  that  the  trust  is  an  association  within  the 
meaning  of  the  various  Acts. 

The  will  of  A  creates  an  ordinary  common-law  trust,  well  known  in  the 
law.  There  is  no  evidence  that  the  trustees  are  "  associated  "  together  in  any 
other  relation  than  that  of  strict  trustees.  This  office  has  consistently  held 
that,  for  the  purpose  of  this  exemption,  a  pure  common-law  trust  can  not  be 
considered  as  an  association.  See  I^w  Opinion  535,  Solicitor's  Memorandum 
451.    See  also  Regulations  45,  article  517. 

The  attorneys  submitted  quite  an  elaborate  brief  on  the  questions  of  law 
involved  and  the  Committee  in  its  memorandum  of  transmittal  to  the  Solicitor 
suggested  that  the  trust  under  consideration  might  be  considered  for  tax  pur- 
poses a  public  charitable  trust.  Public  charitable  trusts  have  l>een  held  exempt 
from  income  taxation.  Law  Opinion  895,  Solicitor's  Memorandum  1374.  These 
eases  turned,  however,  upon  the  point  that  the  pr(^)erty  was  given  to  a  State  or 
municipal  governmental  agency  to  be  held  in  trust  for  a  public  purpose  and 
that  the  income  from  such  property  was  income  to  the  State  or  municipality 
and  could  not  be  taxed  by  the  Federal  Government.  No  such  element  is  present 
In  the  instant  case.  So  far  as  the  records  show  the  five  trustees  are  private 
individuals  and  administer  the  trust  fund  as  private  trustees.  The  estate  did 
not  pass  into  the  hands  of  any  State  or  municipal  government  and  the  income 
therefrom  is  not  income  to  a  State  or  municipality. 

I  conclude,  therefore,  that  the  A  estate  trust  is  not  ex^npt  from  taxation 
under  the  provisions  of  the  Revenue  Acts  of  1913,  1916,  and  1918  exempting 
corporations  and  associations  organized  and  operated  exclusively  for  educa- 
tional purposes  from  taxation. 

The  second  question  is  whether  the  operating  expenses  of  the  schools  main- 
tained by  the  trust  fund  may  be  allowed  as  deductions  from  the  gross  Income 
of  the  trust  estate.  Elxpenses  which  are  ordinary  and  necessary  incidents  to 
tiie  collection  of  the  income  of  the  trust  can  be  deducted.  The  expenditure  of 
trust  income  for  tlie  very  object  for  which  the  trust  wns  created  can  not  be 
considered  as  an  expense  of  collecting  such  income  and  is  not  deductible. 

The  Committee  concurs  in  the  foregoing  opinion  of  the  Solicitor 
and  therefore  holds  that  the  A  estate  trust  is  not  exempt  from  taxa- 
tion under  any  of  the  provisions  of  the  Revenue  Acts  of  1913,  1916, 
1M7,  and  1918,  and  that  the  expenditures  made  under  the  terms  of 
the  trust  for  the  maintenance  and  operation  of  the  schools  referred 
to  do  not  constitute  proper  deuctions  in  computing  the  net  income  of 
such  estate  trust  subject  to  tax  for  any  yeax. 


SEcnoir  231,   Article   517:  Religious,  chari- 
table, scientific,  and  educational  corporations. 

(See  6-21-1435;  sec.  214(a)  U,  art.  251.)     Contributions  to  a  citi- 
zens club. 
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Section  231,  Article  517:  Religious,  charita-  15-21-1563 

ble,  scientific,  and  educational  corporations.  O.  D.  872 

(Also  Section  214(a)  11,  Article  251.) 

A  memorial  fund  of  which  the  M  Corporation  is  trustee  is  con- 
trolled .by  a  board  of  directors.  It  is  organized  not  to  engage  in 
a  charitable  undertaking  itself,  but  to  distribute  its  income  to  chari- 
table institutions  and  to  worthy  individuals.  Held,  it  is  not  a 
charitable  corporation  or  association  within  the  provisions  of  sec- 
tion 11(a)  Sixth  of  the  Revenue  Act  of  1916  as  amended,  or  section 
231(6)  of  the  Revenue  Act  of  1918. 

To  hold  such  an  organization  exempt  and  relieve  it  from  filing 
returns  of  income  and  paying  taxes  thereon  would  in  effect  dele- 
gate to  it  authority  to  determine  what  institutions  and  gifts  are 
charitable,  which  is  not  permissible.  -:X:f^J: 

Consequently,  contributions  made  to  such  a  fund  are  not  deductible 
under  section  5  (a)  Ninth  of  the  Revenue  Act  of  1916  as  amended, 
or  section  214(a)  11  of  the  Revenue  Act  of  1918. 


Section  231,  Article  517:  Religious,  chari-  18-21-1610 

,    table,  scientific,  and  educational  corporations.  A.  R.  R.  477 

The  Committee  has  had  under  consideration  the  appeal  of  a 
pension-fund  organization  of  a  foreign  corporation  from  the  ruling 
of  the  Income  Tax  Unit  that  it  is  not  exempt  from  tax  under  the 
provisions  of  section  231  of  the  Revenue  Act  of  1918  as  a  charitable 
organization,  and  in  view  of  the  fact  that  the  only  point  at  issue  was 
a  legal  one  the  question  presented  was  referred  to  the  Solicitor  for 
consideration.  The  Committee  is  now  in  receipt  of  an  opinion. from 
him,  reading  as  follows : 

An  opinion  has  been  requested  wifh  reference  to  whether  a  penslon-fuml 
organization  of  the  M  Company,  a  foreign  corporation,  is  exempt  from  tax- 
ation under  the  provisions  of  section  231  of  tlie  Revenue  Act  of  1918. 

If  the  organization  is  exempt  from  taxation,  it  must  be  on  the  ground  that 
it  is  a  corporation  or  association  organized  and  operated  exclusively  for 
charitable  purposes.  It  is  clear  that  it  would  not  be  entitled  to  exemption  for 
any  other  reason,  nor  is  it  claimed  that  it  would  be  entitled  to  exemption, 
unless  on  the  ground  that  it  is  organized  and  operated  exclusively  for  chari- 
table purposes.  The  question  is  thus  presented  as  to  whether  the  organization 
is  a  charitable  organization  and  operated  exclusively  for  charitable  purposes 
within  the  meaning  of  the  statute.  Section  231(6)  of  the  Act  of  1918  is  as 
follows : 

Corporations  organized  and  operated  exclusively  for  religious,  charitable, 
scientific,  or  educational  purposes,  or  for  the  prevention  of  cruelty  to  children 
or  animals,  no  part  of  the  net  earnings  of  which  inures  to  the  benefit  of  any 
private  stockholder  or  individual. 

The  object  of  the  pension-fund  organization  of  the  corporation  is  the  pay- 
ment of  annuities  to  such  employees  as  are  members  thereof  in  the  event 
that  they  should  become  incapacitated  by  infirmity  from  properly  performing 
their  duties  or,  in  the  event  of  their  death,  the  payment  of  annuities  to  their 
widows  or  dependents  of  such  members  who  have  been  in  the  uninterrupted 
service  of  the  corporation  for  ten  years  or  more  and  have  attained  the  age  of 
^  years.    No  member,  however,  is  permitted  to  receive  an  annuity  or  pension 
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so  long  as  he  continues  in  the  service  of  the  corporation  and  no  member  is 
entitled  to  a  pension  or  allowance  who  has  not  been  in  the  uninterrupted 
service  and  pay  of  the  corporation  for  ten  years  or  more,  nor  shall  the 
widow  or  minor  children  of  such  member  be  entitled  to  such  pension  or  allow- 
ance. Special  provision,  however,  may  be  made  with  reference  to  the  length 
of  service  of  those  members  who  enter  the  service  of  the  corporation  from 
any  other  similar  corporation.  The  by-laws  of  the  organization  disclose  that 
the  membership  thereof  consisted  of — 

Every  male  employee  of  the  M  corporation,  whether  at  the  head  office  thereof 
or  at  any  of  the  branches  or  agencies,  except  electricians,  artificers,  mechanics, 
messengers,  porters,  caretakers,  laborers,  or  employees  in  other  like  employ- 
ment, who  has  passed  successfully  the  medical  examination  prescribed  by 
the  directors  of  the  organization. 

Another  provision  of  the  by-laws  prescribes  as  follows: 

Every  member  of  the  organization  shall,  for  so  long  as  he  shall  continue  a 
member,  pay  to  the  organization  a  yearly  contribution  equal  to  three  i)er  cent 
(subsequently  changed  to  four  per  cent)  of  his  annual  salary  to  be  deducted  by 
the  corporation  from  the  monthly  salary,  payable  to  such  member  and  paid  into 
the  funds  of  the  said  organization. 

The  fund  of  the  organization  out  of  which  the  pensions  or  annuities  are  paid 
to  its  members  consists  of  the  contributions  of  the  members,  together  with  con- 
tributions made  to  the  organization  by  the  corporation,  which  at  least  equal  the 
contributions  made  by  the  members. 

It  appears  that  the  organization  has  no  office  or  place  of  business  in  the 
United  States  and  is  not  engaged  in  business  in  the  United  States.  It  has, 
however,  certain  income  from  investments  in  securities  in  the  United  States, 
which  income  is  subject  to  taxation,  unless  the  organization  is  exempt  therefrom 
under  the  provisions  of  section  231  of  the  Revenue  Act  of  1918. 

The  organization  is  a  corporation  organized  and  existing  under  the  laws  of  a 
foreign  country  and  is  a  separate  entity  from  the  M  Company. 

It  appears  from  article  24  of  the  by-laws  that  an  employee  leaving  the  service 
of  the  M  Company  for  any  reason  is  entitled  to  receive  back  only  one- third  of 
the  contributions  which  he  had  theretofore  made  to  the  pension  organization 
without  Interest. 

It  is  the  general  rule  that  those  provisions  of  the  statute  which  exempt  from 
taxation  should  be  strictly  construed.  The  right  to  exemption  must  be  clearly 
established.  If  the  organization  in  this  case  is  entitled  to  exemption,  it  must 
clearly  appear  that  it  was  organized  and  operated  exclusively  for  charitable 
purposes. 

Charity  has  been .  generally  defined  by  the  courts  in  this  country  as  being  a 
gift,  act,  or  service  for  the  benefit  of  an  indefinite  number  of  persons.  It  is  not 
a  charity,  in  the  legal  sense  of  the  word,  if  the  gift  or  service  is  for  the  benefit 
of  specific  persons.  It  is  not  a  charity  in  the  law  if  the  benefit  or  relief  is 
lestricted  to  the  mutual  aid  of  a  few  or  of  certain  designated  individuals.  An 
association  whose  gifts  are  for  the  purpose  of  mutual  benevolence  and  assist- 
ance amongst  its  own  members  and  families  has  been  generally  held  not  to  be 
a  charitable  association,  St.  Clement  v.  Ulnstitut  Jacques  Cartier  (50  Atl.  376) 
(Maine).  It  was  held  in  the  case  of  the  Young  Men*8  Protestant  Temperance 
and  Benevolence  Society  v.  The  City  of  Fall  River  (36  N.  E.  57)  (Mass.)  that 
payment  of  sickness  and  funeral  benefits  to  members  of  the  association  only, 
out  of  a  fund  generally  derived  from  regular  compulsory  dues  paid  by  such 
members,  is  not  for  benevolent  or  charitable  purposes.  This  is  the  view  ex- 
pressed by  the  Supreme  Courts  of  Ohio  and  Alabama.    The  Supreme  Court  of 
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^lissourL  in  tl^  case  of  Franta  v.  Bohemi4in  Roman  Catholic  Cent,  Union  (63 
S.  W.  1100)    (Mo.)  stated  as  follows: 

Mos^  eoxLtrikmted  by  the  members  of  a  club  to  a  cobudob  fund  to  be  applied 
to  the  relief  and  assistance  of  the  particular  members  of  the  club  when  in  sick- 
ness, in  want  of  employment,  or  other  disability  is  not  a  charitable  fund.  It  is 
not  charitable  to  give  to  your  friend  because  of  friecidship,  nor  to  your  asso- 
ciates in  the  society  because  of  your  duty  imposed  by  the  laws  of  the  society. 

Institutions  of  this  character  have  been  regartled  in  the  law  not  as  charitable 
institutions,  but  as  mutual  insurance  societies  or  mutual  benefit  societies 
{T0unff  Men*8  Proiesitmt  Temperance  €Md  Benevolence  Society  v.  The  City  of 
Fan  River,  supra) ^  which  would  not  be  exemrpt  under  the  statute  nnless  op- 
erated on  the  lodge  system.    The  court  in  that  case  stated  that — 

A  society  whose  principal  income  is  derived  from  a  fixed,  cofopulsory  contri- 
bution from  its  members  wliich  is  to  constitute  a  fund  to  be  used  exclusively 
for  the  benefit  of  its  members  could  not  be  held  to  be  either  a  benevolent  or  a 
(Writable  society  within  the  meaning  of  the  statute. 

In  view  of  the  foregoing  it  is  the  opinion  of  this  ofBce  that  the  pension  fund 
organization  of  tlie  M  Oompany  is  not  a  corporation  or  association  organised 
and  operated  exclusively  for  charitable  purposes.  Accordingly,  it  is  held  that 
it  is  not  exempt  under  the  provi8i<»s  of  section  231  of  the  Revenue  Act  of  1918. 

In  yiew  of  the  opinion  quoted  above,  in  which  this  Committee  con- 
eurs,  it  is  recommended  that  the  action  of  the  Incwne  Tax  Unit  in 
holding  that  the  pension  fund  organization  of  the  M  Company  is 
not  such  an  organization  as  is  exempt  from  tax  under  the  provisions 
of  section  231  of  the  Revenue  Act  of  1918,  nor  under  any  provision 
of  the  Revenue  Act  of  1916  as  amended  by  the  Revenue  Act  of  1917, 
be  sustained. 


Section  231,  Article  517:   Religious,   chari-  18-21-1611 

table,  scientific,  and  educational  corporations.  T.  D.  3164 

(Ct.  D.  11) 

INCOME   TAX— RBVBNUB  ACT   OF  1918— DECISION   OP  COUiW. 
1.    EXKMPT    CORPOIJATIONS — EDUCATION  AT.    INSTITUTIONS,    WHERE    PROFITS    iNtTHE 

TO  Pbivate  SrocKHouiiais. 

A  corporation  organized  for  the  purpose  of  conducting  a  military  school  for 
profit,  the  stock  of  whidti  is  owned  entirely  by  the  officers,  directors,  and  teach- 
ers of  the  institution,  is  not  exen^  frwn  ineoRie  tax  as  an  educational  In- 
stitution, no  part  of  the  net  earnings  of  which  Inures  to  the  benefit  of  any 
private  stockholder  or  individual,  within  the  meaning  of  subdivision  6,  section 
231,  Revenue  Act  of  1018. 

2.  Pbivate  Stockhou)ers  or  Inmvxduals — Officers,  Directors,  and  Teachers 

OF  Military  School. 

The  term  •*  private "  is  not  used  in  the  statute  in  contradistinction  to  "  offi- 
cial," wliether  the  latter  be  used  in  a  military  or  an  institutional  st^nse,  but  as 
the  antonym  of  **  public,"  the  supposed  beneficiary  of  the  benevolent  activities 
of  an  institution  devoted  exchisively  to  public  betterment;  private  pecuniary 
profit  and  gain  la  the  test  to  be  applied,  and  the  officers,  directors,  and 
teachers  of  a  military  school  corporation,  owning  the  stodk  thereof,  are  "  private 
stockholders  "  within  the  meaning  of  the  Act. 

3.  DBntrcTioNs — ^Failure  to  Appeal  to  Commissioner  of  Internal  Bevrnuk. 

A  taxpayer  can  not  claim  a  deduction  in  court  for  the  first  time,  where,  in 
its  claim  for  refund  fil«d  precedent  to  bringing  suit,  it  did  not  claim  the  right 
to  such  deduction  or  assert  that  it  had  failed  to  take  it  in  computing  net  in- 
come in  its  return,  or  that  it  had  failed  to  take  credit  for  it,  and  where,  con- 
sequently, a  claim  for  the  deduction  was  never  presented  to  the  Commissioner 
of  Internal  Revenue  for  his  decision 
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4.  DiSDUCTioNS — Expenses — Capital  Investmbjitb — Cost   of   New    Buildings.  ' 

No  deduction  as  expenses  is  allowed  by  the  law  in  any  case  in  respect  of 
any  amount  paid  out  for  new  buildings,  or  for  permanent  improvements  or 
betterments  made  to  increase  the  value  of  any  property  (x  estate. 

TrEASTTKY   EteFARTMITNT, 

Office  of  Commissioner  of  It^ternal.  Revenue, 

Washiagtmi^  D,  C. 

To  collectors  of  internal  revenue  (md  others  concerned: 

The  appended  decision  of  the  District  Court  of  the  United  States 
for  the  Western  District  of  Missouri,  dated  March  23,  1^1,  in  the 
case  of  The  Kemper  Military  School  v.  George  F,  Crutckley.  col- 
lector^ is  published  for  the  information  of  internal  revenue  officers 
mid  othei'S  concerned. 

M.  F.  West, 
Acting  Cornmissioner  of  Internal  Revenue. 
Approved  May  11, 1921 : 

A.  W.  Mellon, 

Secretary  of  the  Treasury. 

DiSTKICT    COUBT    OF    THK    UnITXD    STATES    FOR    THE    WeSTEBN    DiVISlOr?    OF    THE 

WESTEBN    DiSTBJiCT   OF   ^ilSSOUBJ. 

TA«  Kemper  MUitwy  School,  plaintiff,  v.  George  F.  Crutchley,  defendant. 

[Decided  Marcli  23,  ld21.] 

MEMOUANDUM   OF   FII9AL   HEABtNO. 

Van  Valkenkubgh,  Judge : 

The  plaintiff  in  tiiis  action  seeks  to  recover  tlie  sum  of  $52,166,81  ineome  tsjtes 
witli  interest  and  penalty  slieged  to  liuve  been  illegally  exacted  from  the 
plaintiff  by  the  defendant  for  the  year  1918.  The  basis  of  plaintilTs  alleged 
right  to  recover  the  above  sunr  is  tilat  it  is  exempt  from  tax  as  an  educational 
institution,  which  was  cM'gaiiized  and  operated  exclusively  for  educational 
purposes,  and  that  no  part  of  its  net  earnings  inures  to  the  benefit  of  any  pri- 
vate stockholder  oi  IndividuaL  This  defense  is  asserted  under  the  following 
exemptions  specifically  provided  by  tlie  Congress: 

*^  Corporations  organized  and  operated  exclusively  iix  religious,  charitable, 
scientific,  or  educational  purposes,  or  for  the  preventieu  of  cruelty  to  children 
or  animals,  no  part  of  the  net  earnings  of  which  inures  to  the  benefit  of  any 
private  stockholder  or  individual/* 

The  plaintiff  was  incorporated  June  15,  1909»  under  the  provisions  of  cliapter 
12,  article  9,  of  tlie  Ileviseil  Statutes  of  Misso>nri,  1899,  governing  the  forma- 
tion of  private  corporations  for  manufacturing  and  business  purposes.  This' 
statute  appears  as  article  7  of  chapter  33,  of  the  Revised  Statutes  of  1909,  con- 
cerning private  corporations,  and  deals  with  corporations  organized  for  pe- 
eniiiary  proftt  and  gain.  Plaintiff  was  not  organized  under  the  article  of  the 
same  ehapter,  wbieh  deals  with  benevolent,  religious,  scientific,  edu<;ational,  and 
mfscetlaneous  associatione  not  intended  for  pecuniary  gain  or  pro^t. 

The  Bcbool  was  originally  of  iudividoal  ownership.  For  many  years  prior  to 
its  incorporation  it  was  owned  by  Colonel  T.  A.  Johnston,  now  its  president  and 
principal  stockholder.  He  purchased  it  originally  for  approximately  $12,000; 
since  which  time  {arge  additions  and  betterments  have  been  mad(>,  until  its 
present  total  assets  are  shown  to  be  $348,79^.01,  its  liabilities  $96sf^.88,  ami 
Its  net  resmnces  $252,273^13.  Its  present  attendance  totals  about  436  pupils. 
In  191S  and  1919,  during  war  activities,  it  had  a  few  over  500.  In  1918  the 
eliarge  was  $600  per  pupil  for  tuition,  board,  and  lights.  The  charge  now  has 
been  raised  to  $700.  In  addition  thereto  it  sells  to  the  pupils  uniforms  and 
books^  upon  whielt  it  makes  a  profit. 
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It  receives  minor  items  of  income  from  other  sources  which  do  not  require 
detailed  consideration. 

For  the  calendar  year  1918  its  gross  Income  amounted  to  $205,153.26,  of 
which  the  sum  of  $5,083.11  was  received  from  sources  other  than  tuition.  AJfter 
making  statutory  deductions  the  net  income  remaining  amounted  to  $79,788.01. 
Tiie  flgures  involved  are  not  in  dispute  except  as  to  some  claims  for  deduction 
to  which  reference  will  be  liereafter  made. 

When  the  school  was  incorporated  Colonel  Johnston  transferred  the  property 
to  the  corporation,  receiving  stock  therefor.  The  remaining  shares  of  stock 
were  subscribed  for  by  teachers,  and  the  officers  and  board  of  directors  are 
made  up  of  such.  These  teachers  paid  for  their  stock  out  of  their  earnings. 
A  dividend  of  6  per  cent  has  been  paid  upon  all  stock  since  the  date  of  the 
incorporation. 

That  the  corporation  is  operated  exclusively  for  educational  purposes  may  be 
conceded.  If  the  law  had  stopped  there  and  had  evidenced  the  purpose  of  ex- 
empting all  such,  the  contention  of  the  government  would  be  without  merit, 
but  the  law  further  provides  that,  not  only  must  the  coi-poratlon  be  organized 
and  operated  exclusively  for  educational  purposes,  but  that  no  part  of  its  net 
earnings  should  inure  to  the  benefit  of  any  private  stockholder  or  individual. 
The  case  of  State  ex  rel  J,  L,  SpUlers  v.  Johnston,  214  Mo.,  656,  in  which  this 
same  school  was  under  discussion,  is  not  in  point.  There  the  school  was  ex- 
empt under  a  provision  of  the  state  constitution  and  statute  which  exempts 
from  taxation  real  estate  "  used  exclusively  for  schools."  The  element  of  pri- 
vate pecuniary  gain  was  not  involved ;  and,  furthermore,  the  construction  of  a 
state  court  upon  a  state  constitution  or  law  could  not  affect  a  federal  statute 
of  different  intendment  and  uncontrolled  by  state  laws. 

This  corporation,  while  devoted  to  educational  purposes,  was  confessedly 
organized  for  private  pecuniary  profit  and  gain.  Its  teachers  all  receive  sal- 
aries. In  addition  thereto,  they  have  all,  including  Colonel  Johnston,  received 
an  annual  dividend  of  6  per  cent  upon  their  stock  since  the  date  the  corporation 
was  organized.  While  under  the  terms  of  the  statute  we  are  concerned  chiefly 
with  net  earnings,  nevertheless  it  may  appropriately  be  remarked  that  the  in- 
crease in  value  of  the  school  property  inures  to  the  stockholders  of  this  business 
corporation.  It  might,  at  any  time,  be  sold,  and  the  purchase  price  divided 
proportionately  to  such  holdings.  Upon  ultimate  dissolution  the  holders  of 
these  shares  of  stock  would  receive  the  proceeds  of  the  property,  including  ac- 
cumulated income. 

The  chief  insistence  is  that  because  all  the  shareholders  are  officers,  directors, 
and  teachers  in  the  institution,  they  are  not  "  private  stockholders  or  individ- 
uals." This  involves  a  narrowness  of  definition  that  can  not  be  entertained 
in  view  of  the  obvious  purpose  and  spirit  of  the  Act.  The  distinction  is  not 
between  private  and  official,  whether  the  latter  be  used  in  a  military  or  an 
institutional  sense.  The  word  "  private  "  as  here  used  is  the  antonym  of  "  pub- 
lic,"— a  private  stockholder  as  distinguished  from  the  general  public — the  sup- 
posed beneficiary  of  the  benevolent  activities  of  an  institution  devoted  exclu- 
sively to  public  betterment.  Private  pecuniary  profit  and  gain  is  the  test  to 
be  applied.  This  corporation  was,  and  is,  undeniably  organized  and  operated 
for  that  purpose. 

It  does  not  detract,  even  in  small  degree,  from  the  merit  and  worthy  service 
of  the  plaintiff,  as  a  valuable  institution  of  learning,  to  hold,  as  we  must,  that 
it  is  not  exempt  from  the  tax  imposed. 

Plaintiff  further  contends  that : 

"  Even  if  it  were  liable  to  pay  said  taxes,  they  should  not  be  collected  for  the 
year  1918  because  it  expended  in  the  necessary  furniture  and  fixtures  the  sum  of 
$13,086.68,  and  for  buildings  and  other  necessary  improvement  $81,188.35, 
auu»uuting  in  the  aggregate  to  $94,275.03,  which  amount  was  exxiended  for  the 
upkeep  and  expansion  of  the  plaintiff's  plant  and  for  the  comforts  and  necessities 
of  said  school." 

To  this  claim  the  defendant  answers  that  plaintiff,  in  its  appeal  to  the  Com- 
missioner of  Internal  Revenue  in  its  claim  for  the  abatement  of  said  taxes  and 
for  refund,  never  at  any  time  asserted  or  claimed  that  it  had  failed  to  take  credit 
for  any  deduction  in  its  said  return  of  income  for  the  year  1918,  which  it  was 
entitled  to  take,  in  computing  Its  net  income  for  that  year,  under  the  Act  of  Con- 
gress, and  that  said  claim  was  never  at  any  time  presented  by  the  plaintiff  to 
the  Commissioner  of  Internal  Revenue  for  his  consideration  and  decision 
thereon ;  further,  that  in  computing  its  net  income  for  the  year  1918  plaintiff 
deducted,  in  its  said  return  of  income  for  said  year,  a  reasonable  allowance  for 
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the  exhaustion,  wear  and  tear  of  the  property  used  in  Its  trade  or  business, 
including  a  reasonable  allowance  for  obsolescence.  These  allegations  of  the 
answer  are  sustained  by  the  testimony.  The  law  provides  for  a  reasonable  al- 
lowance for  exhaustion,  wear  and  tear,  etc.,  as  conceded  by  defendant,  and  as 
claimed  by  plaintiff  in  its  return  and  allowed  by  the  collector  and  Commissioner. 
It  further  provides  that  in  computing  net  income  no  deduction  shall  in  any  case 
be  allowed  in  respect  of  any  amount  paid  out  for  new  buildings,  or  for  permanent 
improvements  or  betterments  made  to  increase  the  value  of  any  property  or 
estate.  It  follows  that  this  claim  for  deduction,  in  the  sum  of  $94,275-03,  or  any 
part  thereof,  can  not  be  indulged. 

It  appearing  that  the  grounds  upon  which  plaintiff  relies  for  recovery  are 
untenable,  and  there  being  no  dispute  that  the  amount  of  the  tax  levied  was 
correct,  if  plaintiff's  contentions  are  not  sustiilned,  it  follows  that  judgment  must 
be  entered  for  the  defendant,  and  it  is  so-  ordered. 


Section  231,  Article  518:  Business  leagues.  5-21-1419 

O.  D.  786 

An  association  of  credit  men  through  its  credit  interchange  bureau 
and  its  adjustment  bureau  acts  as  receiver  and  trustee  for  insolvent  or 
embarrassed  businesses  and  otherwise  protects  the  interests  of  its 
members  in  cases  of  insolvency,  and  produces  for  its  members,  larger 
dividends  from  bankrupt  or  embarrassed  estates  than  they  would 
receive  if  the  association  were  not  active  on  their  behalf.  For  these 
services  the  association  charges  a  fee  which  covers  the  cost  of  the 
services.  The  financial  statement  of  the  association  shows  that  the 
fees  and  disbursements  in  connection  with  these  activities  amount  to 
about  45  per  cent  of  the  total  budget  of  the  association,  so  that  the 
activities  are  more  than  incidental. 

Held,  that  the  association  is  not  exempt  from  taxation  under  sec- 
tion 231(7)  of  the  Revenue  Act  of  1918.  A  business  league,  or  other 
organization,  is  not  entitled  to  exemption  under  this  section  if  it  con- 
ducts an  ordinary  commercial  enterprise,  whether  the  enterprise 
actually  produces  a  gain,  a  loss,  or  neither;  and  the  fact  that  such 
commercial  enterprise  is  conducted  on  a  cooperative  basis,  or  so  as 
to  produce  only  sufficient  income  to  be  self-sustaining,  is  not  ground 
for  exempting  a  business  which  is  otherwise  taxable. 


Section  231,  Article  521 :  Mutual  insurance  14-21-1551 

companies  and  like  organizations.  O.  D.  866 

A  number  of  manufacturers  incorporated  as  a  reciprocal  indemnity 
exchange  to  insure  their  business  against  fire  loss  on  the  reciprocal 
and  inter-insurance  plan  through  an  attorney  in  fact  having  the 
power  to  issue  policies,  collect  premiums  and  adjust  losses. 

While  the  subscriber's  contract  provides  that  there  shall  be  no  joint 
funds,  the  rules  of  the  association  show  that  the  provision  is  not 
carried  out  in  letter  or  spirit.  The  advance  payments  are  not  all 
made  directly  to  the  attorney  but  direct  to  the  exchange  and  are 
charged  in  the  nature  of  advance  premium  deposits. 

Provision  is  made  in  the  rules  of  the  association  for  cancellation  of 
the  policies  on  a  short  rate  basis.  In  view  of  the  above  facts  it  is 
held  that  the  association  does  not  come  within  the  exemption  provided 
in  paragraph  10,  section  231  of  the  Eevenue  Act  of  1918,  and  will 
therefore  be  required  to  file  returns  of  annual  net  income.  (O.  D. 
638,  C.  B.  2,  p.  210,  overruled.) 
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Sjbctio^  231,  Article  521:    Mutual  insuranoe  15-21-1564 

companies  and  like  organizations.  Sol.  Op.  90 

INCOME  TAX— SECTION  231(10),   REVENUE  ACT  OF  1918. 

Where  a  furmers'  mutual  fire  aud  lightning  insurance  corapany  Wt 

makes  assessments  on  its  members  for  the  sole  purpose  of  meeting  ^^' 

estimated  future  losses  and  exi)enses,  and  where  there  Js  an  unex- 
pended balance  of  the  assessment  or  assessments  so  made  on  hand 
at  tlie  end  of  the  year,  which  balance  is  retained  by  the  company 
to  meet  losses  and  expenses  in  the  ensuing  year,  the  fact  that  the 
company  makes  such  assessments  and  has  on  hand  at  the  end  of 
the  year  such  a  balance  does  not  take  it  out  of  the  class  of  exempt 
organizations  named  in  section  231(10)  of  the  Revenue  Act  of  1918. 

The  question  presented  is  whether  a  farmers'  mutiial  fire  and  light- 
ning insurance  company  is  an  exempt  organization  within  the  mean- 
ing of  section  231(10)  of  the  Revenue  Act  of  1918,  where  it  makes 
assessments  to  meet  estimated  future  losses  and  expenses  and  has 
on  hand  at  the  end  of  the  year  an  unexpended  balance  from  such 
assessments. 

Section  231(10)  of  the  Revenue  Act  of  1918  provides  that  the  fol- 
lowing organizations,  among  others,  shall  be  exempt  from  taxation : 

(10)  Farnjers'  or  other  mutual  hall,  cyclone,  or  fire  insurance  companies, 
mutual  ditch  or  irrigation  companies,  nuitual  or  cooperative  telephoite  com- 
panies or  like  organizations  of  a  purely  local  character,  the  income  of  which 
consists  solely  of  assessments,  dues,  and  tee»  collected  from  members  for  the 
sole  purpose  of  meeting  expenses. 

It  appears  from  the  evidence  submitted  that  the  M  Company  was 
incorporated  under  the  laws  of  Missouri,  Revised  Statutes,  chap.  61, 
art.  11,  sec.  7154,  et  seq.,  providing  for  the  organization  of  farmers' 
mutual  fire  and  lightning  insurance  companies  for  the  sole  purpose 
of  mutually  insuring  the  property  of  members,  the  statute  umiting 
the  operation  of  the  company  to  the  county  in  which  organized.  It 
is  clear  from  the  evidence  that  the  company  is  of  a  purely  local  char- 
acter, and  that  its  operating  expenses  are  fair  and  reasonable.  The 
company  charges  no  stipulated  cash  premiunL,  but  makes  an  aimual 
assessment  on  what  it  estimates  will  be  needed  during  the  coming 
vear  to  meet  expenses  and  losses.  In  some  j^ears  the  expenses  and 
losses  consume  a  great  portion  of  the  assessment ;  in  other  years  there 
is  a  large  balance  on  its  hands. 

It  is  clear  that  section  231(10)  does  not  attempt  to  define  or  re- 
strict the  meaning  of  the  word  "  assessments  "  except  to  provide  that 
they  shall  be  collected  from  members  "  for  the  sole  purpose  of  meet- 
ing expenses."  If  assessments  are  for  the  purpose  named  and  if  they 
are  not  of  a  kind  to  aifect  the  mutuality  of  the  company,  they  come 
within  the  section  quoted. 

Assessments  are  made  by  mutual  fire  insurance  companies  either 
after  losses  occur  or  in  anticipation  of  such  losses.  It  is  thought 
that  the  majoritj^  of  such  companies  at  the  present  time  make  assess- 
ments to  meet  estimated  future  losses,  the  assessments  being  made 
quarterly,  half-yearly,  or  yearly,  as  the  case  may  be.  The  advantages 
of  making  assessments  in  this  manner  are  obvious,  avoiding  as  they 
do  operating  expenses  incidental  to  the  making  of  a  large  number  of 


t 


m 


» 


271  [§  231 

assessments  to  meet  particular  losses  as  they  occur.  Where  assess- 
ments are  made  in  this  manner,  the  resulting  fund  is  held  by  the 
company,  and  any  unexpended  balance  at  the  end  of  the  year  3^  re- 
tained and  applied  to  expenses  and  losses  for  the  ensuing  year,  the 
assessment  or  assessments  for  that  year  bein^  reduced  accordingly. 
The  unconsumed  portion  of  the  assessments  is  not  returned  to  the 
policyholders  as  in  the  ease  of  premium  deposits. 

No  reason  is  seen  why  an  assessment  to*  meet  losses  is  not  "  for  the 
sole  purpose  of  meeting  expenses  "  to  precisely  the  same  effect  as 
where  such  an  assessment  is  made  subsequent  to  the  loss.  Nor  is  it 
believed  that  the  mutuality  of  the  company  is  affected  by  an  assess- 
ment of  this  nature.  The  policyholder  is  in  precisely  the  same  posi- 
tion as  where  the  assessment  is  made  subsequent  to  the  loss,  except 
that  he  is  called  upon  to  make  his  payment  at  an  earlier  time  and  is 
spared  the  annoyance  of  a  large  number  of  payments  to  meet  the 
individual  losses  as  they  occur.  In  either  case  the  amount  he  eventu- 
ally pays  should  be  the  same. 

The  above  opinion  is  not  in  conflict  with  art.  521^  Reg.  45,  where 
it  is  ruled  that  if  the  income  of  the  company  be  derived  from  "  pre- 
mium deposits,"  it  is  not  exempt.  A  premium  deposit  is  a  cash 
premium,  the  unexpended  balance  of  which  is  returned  to  the  policy- 
holder at  the  end  of  the  policy  year,  whereas  assessments  are  retained 
by  the  company  as  before  indicated.  This  difference  is  recognized 
and  made  by  Congress  in  sec.  2B4(13)  of  the  Revenue  Act  of  1918, 
where  it  is  provided  that : 

In  the  case  of  mutual  insurance  companies  (other  than  mntnal  life  or 
mutual  marine  insurance  companies)  requiring  their  members  to  make  premium 
deposits  to  provide  for  losses  and  expenses,  there  shaU  be  allowed,  in  addi- 
tion to  the  deductions  allowed  in  paragraphs  (1)  to  (10),  inclusive  (unless 
otherwise  allowed  under  such  paragraphs)  the  amount  of  premium  deposits  re- 
turned to  their  policyholders  and  the  amount  of  premium  deposits  i*etained  for 
the  payment  of  losses,  expenses,  and  reinsurance  reserves. 

Obviously,  mutual  companies  which  make  assessments  before  losses 
occur  are  not  within  the  proviso  for  they  return  nothing  to  the 
policyholder  and  there  is  nothing  to  deduct. 

It  is  immaterial  that  at  the  end  of  the  year  the  company  has  on 
hand  a  greater  or  less  sum  constituting  unexpended  assessments,  pro- 
viding that  the  amount  is  not  so  out  of  proportion  to  reasonably 
anticipated  losses  and  expenses  as  to  indicate  it  is  being  held  for  other 
purposes  than  the  meeting  of  such  losses  and  expenses.  (S.  M.  166, 
not  published.) 

It  is,  therefore,  held  that  where  a  farmers'  mutual  fire  and  light- 
ning insurance  company  makes  assessments  on  its  members  for  the 
sole  purpose  of  meeting  estimated  future  losses  and  expenses  and 
where  there  is  an  unexpended  balance  of  the  assessment  or  assess- 
ments so  made  on  hand  at  the  end  of  the  year,  which  balance  is  re- 
tained by  the  company  to  meet  losses  and  expenses  in  the  ensuing 
Jeivt,  the  fact  that  the  company  makes  such  assessments  and  has  on 
ana  at  the  end  of  the  year  such  a  balance  does  not  take  it  ont  of 
the  class  of  exempt  organizations  named  in  section  231(10)  of  the 
Revenue  Act  of  1918. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenne, 
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Section  231,  Article  521:  Mutual  insurance  19-21-1626 

companies  and  like  organizations.  L.  O.  1063 

Capital  Stock  Tax:  Pbemium  Tax:  Section  503,  Section  1000(a),  (b),   (c), 

Section  231   (10).  Revenue  Act  of  1918. 

An  organization  dolnj?  business  on  the  "  inter-indemnity  **  or 
"  reciprocal  insurance  '*  plan  through  an  attorney-in-fact  subject  to 
direction  of  an  advisory  board  of  policyholders,  which  requires 
advance  deposits  to  cover  the  cost  of  the  insurance  and  maintains 
investments  or  deposits  from  which  substantial  income  is  derived, 
is  a  mutual  insurance  company  subject  to  capital  stock  tax  and 
payment  of  tax  on  issuance  of  insurance  policies. 

Opinion  is  desired  on  the  question  whether  organizations  doing 
business  on  the  "inter-indemnity"  or  "reciprocal  insurance"  plan 
are  subject,  under  the  Revenue  x\ct  of  1918,  to  capital  stock  tax  and 
tax  on  issuance  of  insurance  policies. 

Section  1000  provides  that : 

(1)  (a)  Every  domestic  corporation  shall  pay  annually  a  special  excise  tax 
with  respect  to  carrying  on  or  doing  business,     ♦     ♦     • 

(b)  In  computing  the  tax  in  the  case  of  insurance  companies  such  deposits 
and  reserve  funds  as  they  are  requireil  by  law  or  contract  to  maintain  or  hold 
for  the  protection  of  or  payment  to  or  apportionment  among  ix)l  icy  holders  shall 
not  be  included. 

(c)  *  ♦  ♦  The  taxes  imposed  by  this  section  shall  apply  to  mutual  in- 
surance companies,  and  in  the  case  of  every  such  domestic  company  the  tax 
shall  be  equivalent  to  $1  for  each  $1,000  of  the  excess  over  $5,000  of  the  .sum 
of  its  surplus  or  contingent  reserves  maintained  for  the  general  use  of  the 
business  and  any  reserves  the  net  additions  to  which  are  included  in  net  in- 
come under  the  provisions  of  Title  II,     *     *     *. 

Section  603  imposes  a  tax  on  the  issuance  of  insurance  policies  to 
be  paid  by  the  insurer. 

(b)  Marine,  inland,  and  fire  insurance:  A  tax  equivalent  to  1  cent  on  each 
dollar  or  fractional  part  thereof  of  the  premium  charged  under  each  policy 
of  insurance  or  other  instrument  by  whatever  name  the  same  is  called  whereby 
insurance  is  made  or  renewed  upon  property  of  any  description    ♦    ♦    ♦. 

Corporations  enumerated  in  section  231  are  exempt  from  payment 
of  both  capital  stock  tax  and  the  tax  on  issuance  of  insurance 
policies.  Paragraph  10  of  that  section  provides  for  the  exemption 
of— 

Farmers'  or  oth^  mutual  hail,  cyclone,  or  flre  insurance  companies,  ♦  ♦  ♦ 
or  like  organizations  of  a  purely  local  character,  the  income  of  which  consLsts 
solely  of  assessments,  dues,  and  fees  coUecteil  from  members  for  the  sole  pur- 
pose of  meeting  expenses ; 

The  M  organization  may  be  taken  as  typical  of  the  organizations 
under  consideration.  Essential  features  of  its  plan  of  operation 
may  be  outlined  as  follows :  Each  person  or  firm  desiring  to  obtain 
insurance  under  the  plan  executes  a  separate  power  of  attorney  ap- 
pointing the  N  Company  his  attorney-in-fact.  By  this  power  of  at- 
torney the  N  Company  is  authorized  to  write  insurance  on  behalf  of 
the  subscriber  (i.  e.  the  person  giving  the  power),  but  only  in  favor 
of  persons  who  have  executed  similar  powers  of  attorney.  The  N 
Company  is  authorized  to  adjust  all  losses  arising  thereunder.  (Per- 
sons executing  such  powers  are  known  as  "subscribers.")  The  at- 
torney-in-fact issues  to  the  subscriber  a  contract  whereby  each  of  the 
other  subscribers,  severallv  and  individually,  insures  the  holder  of 
the  policy  against  loss  or  damage  up  to  a  named  amount,  "  in  consid- 
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eration  of  the  stipulations  herein  named  and  of  payment  of  premium 

at  the  rate  of  $ per  hundred  dollars."     The  holder  of  the 

policy  transmits  to  the  N  Company  the  amount  named  therein  as 
premium.  From  this  amount  the  attorney-in-fact  deducts  its  com- 
mission, a  percentage  fixed  in  the  power  of  attornejr — x  per  cent. 
An  amount  equal  to  the  remainder  is  credited  to  the  individual  ac- 
count of  the  depositor,  but  the  actual  cash  represented  by  such  credit, 
together  with  like  amounts  received  from  other  policyholders,  is 
placed  to  the  credit  of  the  organization  in  some  bank,  invested  in  se- 
curities or  paid  out  for  losses,  etc.  The  attorney-in-fact  pays  the  gen- 
eral running  expenses  out  oi  his  commission,  but  when  a  loss  occurs 
or  counsel  fees,  etc.,  are  incurred,  the  amount  thereof  is  paid  from  the 
fund  above  described.  At  the  end  of  the  year  accounts  are  bal- 
anced and  the  subscriber's  account  credited  with  the  difference  be- 
tween the  original  premium  deposit  and  amounts  deducted  either  as 
commission  or  as  his  proportionate  share  of  losses  paid.  The  sub- 
scriber again  transmits  the  amount  named  as  premium  in  his  policy 
and  the  process  is  repeated.  If  the  losses  and  expenses  are  less  than 
amounts  of  premium,  a  fund  is  accumulated  to  the  credit  of  the  in- 
dividual subscriber.  When  this  credit  has  reached  an  amount 
double  the  amount  for  which  the  subscriber  is  liable  on  any  single 
policy,  the  savings,  i.  e.,  the  difference  between  the  premium  and  a 
proportionate  share  of  tne  amounts  paid  out  for  losses  and  expenses, 
is  returned  to  the  subscriber ;  but  he  continues  to  transmit  annually 
the  amount  of  premium  named  in  his  policy.  The  entire  fund  built 
up  as  described,  except  the  amounts  deducted  as  commission,  is  sub- 
ject to  control  of,  and  deposited  or  invested  under  direction  of,  an 
advisory  committee,  which  is  elected  by  the  subscribers  annually  and 
performs  the  functions  of  an  executive  committee  of  a  corporate 
board  of  directors.  This  committee  is  authorized  to  make  rules  for 
the  conduct  of  the  business  by  the  attorney-in-fact,  who  is  in  effect 
the  general  manager.  Subscribers  may  revoke  the  power  of  attor- 
ney upon  5  days  written  notice,  except  so  far  as  it  may  concern  any 
transaction  previously  entered  into,  but  any  "  sums  to  our  credit  shall 
be  irrevocably  pledged  to  the  payment  of  all  losses  for  which  we  may 
be  or  become  liable." 

It  is  claimed :  ( 1 )  that  this  arrangement  does  not  create  a  taxable 
organization  under  the  Revenue  Act  of  1918;  (2)  that  the  business 
done  is  not  insurance  and  there  is  no  premium  paid;  (3)  that  if  the 
arrangement  is  held  to  be  subject  to  capital  stock  tax  it  must  be  taxed 
as  an  insurance  company  under  section  1000(b)  and  not  as  a  mutual 
company  under  section  1000(c). 

Blanc  hard  v.  Hamhlin  (Mo.),  144  S.  W.  880,  is  relied  upon  as  au- 
thority for  the  view  that  the  M  organization  is  not  an  insurance 
companv.  In  that  case  a  similar  arrangement  was  held  not  to  result 
in  the  aoing  of  insurance  business  or  to  be  an  insurance  company. 
But  in  State  v.  Alley ^  (Miss.),  61  So.  467,  an  agent  for  a  similar 
organization  was  indicted  under  a  statute  penalizing  every  person 
soliciting  insurance  on  behalf  of  any  insurance  company  which  had 
not  complied  with  the  laws  of  Mississippi.  The  organization  was 
held  to  be  doing  an  insurance  business,  and  the  contract  of  indemnity, 
which  so  far  as  here  material  is  identical  with  that  issued  by  the  M 
organization  was  held  to  be  an  insurance  contract  issued  by  an  insur- 
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ance  company.  ^  The  association  is  composed  of  a  number  of  per- 
sons, firms,  mdividuals,  corporations  or  associations  who  have  be- 
come members  of  the  underwriting  association  by  becoming  sub- 
scribers thereto,  through  the  agency  of  the  power  of  attorney  exe- 
cuted to  Harry  Rankin  &  Company.  The  only  thing  peculiar  about 
this  insurance  association  is  the  complication  of  its  plan  *  *  *." 
(476). 

''An  insurance  company  is  a  corporation  ^r  aasociaticm  whose  busi- 
ness k  is  to  make  contracts  of  insurance.^  22  Cjc.  1385.  ^ An  associ- 
ation may  be  defined  to  be  a  body  of  persons  acting  together,  without 
a  charter,  but  upon  the  methods  and  forms  used  by  incorporated 
bodies  in  the  transaction  of  some  oonmuxi  enterprise.''  6  C.  J.  1338. 
An  insurance  contract  is  a  contract  of  indemnity.  22  Cyc.  1385, 
note  45;  Imperial  Fire  Insurance  Co.  v.  €oo8  vcurUy,  Idl  U.  & 
452.462. 

The  M  organization  is  an  association  wherein  the  men^rs  insure 
one  another  from  loss  or  damage  by  fire.  They  are  associated 
through  the  appointment  of  a  common  agent  who  performs  the  func- 
tions of  a  general  manager  of  a  mutual  company,  and  in  electing  tlie 
advisory  committee,  which  acts  for  and  represents  them  as  the  execu- 
tive committee  of  a  board  of  directors  of  a  corporation  would.  They 
contribute  to  a  common  fund,  which  is  used  in  the  business. 

Strenuous  contention  is  made  that  there  is  no  hodge-p>odge  or  joint 
fund,  because,  it  is  said,  title  is  retained  by  the  subscriber  in  sums 
deposited,  and  it  is  contended  that  these  sums  are  not  premiums.  It 
is  difficult  to  understand  how  any  individual  legal  title  to  sums  de- 
posited in  pursuance  of  the  foregoing  arrangement  could  foe  retained 
m  the  depositor.  Though  he  is  individually  credited  with  the  amount 
tiiereof  on  the  books  of  the  attorney-in-fact,  the  actual  funds  are 
oononingled  with  those  of  other  subscribers  and  deposited  in  banks 
or  invested  in  securities  in  the  name  of  the  M  organisation  and  are 
used  generally  in  the  business  as  needed.  Such  funds  are /^irrevo- 
cably pledged"  to  the  payment  of  any  obligation  assumed  in  be- 
half of  the  subscriber,  and  any  savings  on  such  deposits  are  returned 
to  the  subscribers  "  by  check  of  the  advisory  committee  of  the  attor- 
ney." In  view  of  this  situation  and  the  impossibility  of  ear-marking 
funds  so  handled,  it  is  not  believed  that  the  subscriber  retains  any 
legal  title  thereto.  (See  Youtifj  v.  Teutonia  Bank  (La.)  W  So.  806, 
809,  Commercial  Bank  v.  Armstrong^  148  U.  S.  50).  However,  irre- 
spective of  the  question  of  title,  the  fact  is  amounts  deposited  become 
part  of  a  common  fund  which  is  used  as  a  unit  in  the  business.  See 
BlancJiard  v.  Hamhlin^  144  S.  W.  at  page  882,  and  Sergeant  v.  Gold- 
smith  Dry  Goods  Co.^  221  S.  W.  at  pages  262, 268. 

That  the  amounts  transmitted  annually  are  depasited  as  premiums 
is  plain.  A  premium  is  the  consideration  of  a  contract  of  insurance. 
The  amount  deoosited  in  the  instant  case  is  fixed  by  an  instrument 
insuring  the  holder  against  loss  by  fire,  which  contract  is  executed 
"  in  consideration  of  the  stipulations  herein  named  and  payment  of 
a  premium  of  $ per  hundred   dollars."     In  Jewelers  Safety 


per  n 
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Fund  Society  v.  Lowe,  T.  D.  3078  (C.  B,  8,  p.  247),  it  is  said: 

It  makes  no  difference  by  what  name  the  premiums  are  called  so  lonjr  as  the 
payment  thereof  constitutes  the  oonrtderation  for  the  inmirance  contract.  Now, 
that  is  precisely  the  function  performed  by  the  so-called  deposits  made  wltli 
the  plaintiff  company  by  the  persons  who  enjoyed  the  protection  of  its  policies. 
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TbMt  BOGit  deiKMstts  are  in  esEcew  of  the  probabte  eoet  of,  aod  loss  incideiit  to, 
the  risk  of  the  insurance  written  by  the  company  does  not  chan^  the  char- 
acter of  the  paynientB.  In  otl^er  words,  the  deposits  are  at  all  times  while 
in  the  possesHon  of  the  company  subject  to  appUcation  to  its  expenses  and 
dosses. 

See  also  Northwestern  Life  Assoeiatton  v.  StouL  82  III.  App.  31, 
38 :  Union  Insurance  Co.  v.  Hoge^  21  How.  35 ;  and  v.  S.  Life  ins,  Co. 
\.Spinks,mS.W.S89, 

It  is  conchided  that  the  M  organization  is  an  insurance  company 
within  the  meaning  of  the  Revenue  Act  of  1918. 

Should  it  be  taxed  as  a  mutual  or  as  a  stock  company  ?    The  nature 

of  mutual  insurance  is  indicated  by  the  following  language  of  Lord 

Herschel,  quoted  in  Mutual  Insurance  Co.  v.  Herald^  198  Fed.  199, 

209. 

In  the  ease  before  ns,  certain  persons  haTe  associated  themselves  together  for 
the  pnrpose  of  mutual  insurance ;  that  is  to  say,  they  eoatrihute  annually  to  a 
eomaioa  fund  out  of  which  payments  are  to  be  made  In  the  event  of  death  to 
the  representatives  of  persons  thus  associated  together.  Those  persona  are 
alone  the  owners  of  the  common  fund,  and  they  alone  are  entitled  to  the  naan.- 

asement  of  H. 

The  theory  of  a  metnal  iBsurance  compaay,  la  that  the  premium  paid  by  eiich 
m^nber  for  the  insurance  of  its  property  constitutes  a  common  fund,  devoted 
to  the  payment  of  any  losses  that  may  occur.  ( Union  Insurance  Co.  v.  Hot^, 
21  Howard  85,  ^4. ) 

The  principle  of  nmtiiatity  exMs  wiien  ttte  persona  constitiitlos  the  company 
contribute  through  cash  or  assessable  prraaiom  notes,  or  both,  as  the  plan  of 
transacting  business  may  provhle,  to  a  common  fund,  out  of  which  each  is  en- 
tit  le<l  to  Indemnity  in  case  of  loss  ♦  ♦  *.  Persons  so  associated  are  said 
to  be  members  of  the  company.  They  have,  or  may  have,  a  voice  in  the  man- 
agement of  its  affairs,  and  are  praeticaUy  both  Insurers  and  Insured.  (Spruance 
ex  rel  v.  Farmers  d  Merchants  Insurance  Company,  10  Pac.  285,  287.)  (See 
ahH>  Bfcte  v.  M'iVett  < Indiana),  86  N.  B.  68,  70.) 

It  Is  of  tiie  essence  of  mutual  insurance  titat  the  excess  In  the  preraiom  over 
the  actual  cost  as  later  ascertalne<l  shall  be  returned  to  the  policyholdora 
*  *  *.  Mutual  fire,  mutual  marine,  and  mutual  life  insurance  companies  are 
analogous  in  that  each  performs  the  service  called  insurance  wholly  for  the 
benefit  of  tiie  policyholders  and  not,  like  stock-insaranoe  companies,  in  part  for 
the  benefit  of  persons  who  as  stockholders  have  provided  working  c^tal  on 
which  they  expect  to  receive  dividends  representing  profits  from  their  invest- 
ment. In  other  words,  these  mutual  companies  are  alike  in  that  tiiey  are  co- 
<iperatlTe  enterprises.  (Penn  Mutual  Life  Inswamce  Co.  v.  Ledeaer,  252  U.  S. 
fi2a) 

In  Sergeant  v.  Goldsmith  Dry  Goods  Co.  the  courts  of  Texas  dealt 
with  an  orfiranization  Tery  similar  to  that  here  in  question*  The  Court 
of  Civil  Appeals  described  the  organization  as  an  association  ^^to 
secBre  for  its  Biembers  insurance  on  the  mutual  plan.''  (159  S.  W. 
1089) ,  and  the  Supreme  Court  of  that  State  held  it  to  be  an  organiza- 
tion the  purpose  of  which  was  '^  mutual  protection  against  fire  losses 
by  a  schfflie  of  mutual  insurance,'"    (221  S«  W.  261.) 

It  seems  clear  that  the  M  organization  is  a  mutual  insurance  com- 
pany. 

Some  contention  is  made  that  this  organization^  if  included  within 
the  general  language  of  the  Act,  is  exempted  from  payment  of  tax 
under  paragrapn  10  of  section  231.  There  are  two  reasons  why  this 
section  does  not  operate  to  exempt  the  M  organijsation  from  taxation. 
The  organization  derives  substantial  income  from  investments  of 
savings  on  pr^niums  which  have  been  accumulated,  and  hence  its 
income  does  not  consist  "  solely  of  assessments,  dues  and  fees.''  The 
organization  derives  its  income  from  premium  deposits  and  not  from 
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assessments,  hence  its  income  does  not  consist ''  solely  of  assessments, 
dues  and  fees."    L.  O.  432,  574,  469  and  S.  166. 

You  are  accordingly  advised  that  the  M  organization  and  similar 
organizations  are  mutual  insurance  companies  within  the  purview  of 
the  Revenue  Act  of  1918,  subject  as  such  to  capital  stock  tax  com- 
puted in  accordance  with  the  provisions  of  section  1000(c)  and  to  tax 
on  the  issuance  of  insurance  policies  under  section  503. 

Carl  A.  Mapes, 
Solicitor  of  hdenial  Revenue, 


SECTION  233.— GROSS  INCOME  DEFINED. 

Section  233,  Article  541:  Gross  income.  7-21-1453 

(Also  Section  326,  Article  831.)  O.  D.  811 

No  taxable  income  accrues  to  a  railroad  corporation  from  a  mere 
book  entry  charging  construction  account  and  crediting  income 
account  due  to  charging  rental  on  its  equipment  such  as  locomotives, 
cars,  etc.,  when  used  temporarily  by  the  corporation  for  its  con- 
struction work,  as  permitted  under  the  Interstate  Commerce  Com- 
mission's classification.  Neither  will  the  company  be  allowed  to 
include  in  its  assets  such  amount  of  rental  charged  to  capital  ac- 
count for  the  purpose  of  determining  invested  capital. 


Section  233,  Article  541 :  Gross  income. 

(See  13-21-1533;  sec.  234,  art.  561.)     Interest  on  loans  by  parent 
corporation  to  subsidiary  accrued  but  not  paid.     (Act  of  1909.) 


Section  233,  Article  544 :  Sale  and  retirement  22-21-1665 

of  corporate  bonds.  O.  D.  936 

(Also  Section  234,  Article  563.) 

Where  bonds  mature  serially,  a  proper  proportion  of  the  total  dis- 
count and  expenses  should  be  allocated  to  each  series  and  each  series 
then  treated  as  a  separate  unit.  The  deduction  applicable  to  each 
series  should  be  prorated  equally  over  the  life  of  the  bonds  con- 
stituting the  series,  provided,  however,  that  if  the  corporation  re- 
tired any  of  the  bonds  before  maturity,  the  deduction  for  that  year 
should  be  increased  by  an  amount  equivalent  to  the  amount  which 
would  ordinarily  be  deducted  during  the  succeeding  years  on  account 
of  those  particular  bonds  if  they  had  not  been  prematurely  retired. 


Section    233,  Article   545:    Sale    of    capital  9-21-1485 

assets.  O.  D.  832 

In  the  case  of  a  bank  the  term  "  Capital  Assets,''  as  used  in  article 
545  of  Eegulations  45,  includes  bonds  and  other  securities  in  which  it 
has  invested  money  received  on  deposit.  Any  gain  derived  by  the  bank 
from  the  sale  of  such  securities  must  be  reported  in  its  gross  income 
and  the  amount  of  the  gain  is  to  be  ascertained  in  accordance  with 
the  rules  laid  down  in  that  article. 
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Section   233,   Article   545:   Sale   of   capital  13-21-1532 

assets.  T.  D.  3147 

CORPORATION   EXCISE   TAX— ACT   OF   AUGUST   5,    1909.     DECISION   OF   COURT. 

1.  Income — Obligations  of  Taxpayer   Outlawed  and  Written   Off   During 

Taxable  Year. 

The  amount  of  obligations  of  a  railroad  corporation  carried  on  the  books  as 
liabilities,  which  became  outlawed  and  were  therefore  written  off  during  the 
taxable  years  1910  and  1911,  represented  profit  to  the  company  which  was  prop- 
erly included  in  its  net  income  for  the  year  in  which  so  written  off. 

2.  Income — Property  Sold  for  More  Than  its  Valt'e  January  1,  1909,  but 

Less  Than  Purchase  Price  Prior  Thereto. 

The  excess  of  the  sale  price  over  the  value  on  January  1,  1909,  of  property 
acquired  prior  to  that  date  and  sold  during  1909  and  1910  was  income  for  the 
year  in  which  received,  although  the  sale  price  was  less  than  the  purchase  price 
of  the  property. 

3.  Income — Property  Sold  for  Amount  Equivalent  to  Vai.ue  January  1,  1909, 

but  CrRKATEB  THAN  PUBCHASB  PbICE  PBIOB  THERETO. 

The  sale  in  1910  and  1911  of  property  acquired  prior  to  January  1,  1909,  for 
an  amount  equivalent  to  its  market  value  on  that  date,  but  In  excess  of  its  pur- 
chase price,  did  not  result  in  income  for  the  purposes  of  the  corporation  excise 
tax  of  August  5,  1909. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washington^  D.  C, 
To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  United  States  District  Court  for  the 
District  of  Minnesota,  Third  Division,  dated  January  10,  1921,  in 
the  case  of  Great  Northern  Railway  Company  v.  Lynch ^  Collector^ 
is  published  for  the  information  of  revenue  officers  and  others  con- 
cerned. 

Wm.  M.  Wiluams, 
Commissioner  of  Internal  Revenue. 
Approved :  March  11,  1921. 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 

In  the  District  Court  of  the  United  States  for  the  District  of  Minnesota, 

Third  Division,  No.  797. 

Great  Northern   Railway   Company,   plaintiff,   v.    E.   J.   Lynch,    Collector   of 

Internal  Revenue,  defendant. 

[January  10,  1921.] 

Booth,  District  Judge.  The  above  action  came  on  regularly  for  trial  on  the 
11th  day  of  March,  1918,  each  party  appearing  by  Its  respective  counsel.  From 
the  admissions  and  stipulations  of  the  parties  then  and  there  made  and  filed, 
and  from  the  pleadings  of  the  parties,  the  court  finds  as  follows : 

FINDINGS  OF  FACT. 

1.  That  plaintiff  is  a  corporation  duly  formed  and  existing  under  the  laws  of 
the  State  of  Minnesota  and  has  a  principal  office  at  St.  Paul,  in  Ramsey  County, 
in  said  State. 
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*: 

2.  TtiAt  £.  J.  Lynch  is  and  was  on  all  of  the  dates  hereinafter  mentionad 
Collector  of  Internal  Revenue  for  the  District  of  Minnesota,  being  duly  com- 
missioned as  such  pursuant  to  tlie  laws  of  the  United  States. 

3.  That  on  or  about  the  ICth  day  of  September,  1913,  the  United  States  Com- 
missioner of  Internal  Revenae,  premimhi^  to  act  by  Tirtne  of  dne  le??al  attthority 
conferred  by  the  statutes  of  the  United  States  Congress,  assessed  against  the 
plaintiff  as  a  corporation  having  capital  slock  and  alleged  to  be  eoga^red  in  bnsi- 
ness  in  Minnesota  an  additional  itttenial  revenue  special  excise  tax  of  $2,530.93, 
alleged  to  be  due  from  said  corporation  to  the  United  States  for  the  year  ende<l 
December  31,  1010,  and  additional  internal  revenue  special  excise  tax  of  $4,- 

•176.09,  alleged  to  be  due  from  said  corporation  to  the  United  States  for  the 

year  ended  December  31,  1911,  under  the  Act  of  Congress  of  August  5,  1909. 

That  the  lists  upon  -which  said  assessments  appeared   were  thereafter  duly 

tran.smitted  to  the  defendant,  and  defendant  thereupon  made  a  formal  demand 

for  the  payment  of  said  tax  so  assessed. 

>     4.  That  under  date  of  Septeiijber  2C,  1913,  the  plaintiff  filed  with  the  defend- 
.  ant  and  with  the  United  States  CommisBiouer  of  Internal  Revenue  a  <4aim  for 

tike  remission  and  abatement  of  said  addittooal  internal  revenue  special  excise 

taxes. 

j     5.  That  on  or  about  the  18th  day  of  October,  1913,  the  plainti*  paid  to  the 
'  defendant  the  amount  of  said  additional  assessment,  but  at  the  same  time  filed 

with  defendant  and  with  the  United  States  OommissioDer  of  Internal  Revenue 
,  writings  stating  that  each  of  said  payments  were  made  under  protest,  and  with 

a  denial  of  any  legal  obligation  of  liability,  and  solely  for  the  puipose  of  avoid- 
,  ing  the  Imposition  of  a  penalty  and  distraint  and  sale  of  property,  and  reserving 
'  to  tlie  plaintiff  all  rights  for  the  recovery  of  the  amounts  of  each  of  said 

payments. 

6.  That  thereafter  and  on  or  about  the  18th  day  of  October,  1^3,  the  plaintiff 
filed  with  the  defendant  and  with  the  United  States  Commissioner  of  Internal 
Revenue  claims  for  the  refunding  of  $1,734.73  of  the  additional  tax  assessed  for 
the  year  1910  as  aforesaid,  and  of  $1,361.46  of  the  additional  tax  paid  for  tlie 
year  1911  un  aforesaid. 

7.  That  on  or  about  the  11th  day  of  November,  1913,  tbe  Depvty  United  States 
Commissioner  of  Internal  Revenue  denied  plaintiffs  claim  for  refund  of  «Miid 
1910  taxes,  except  as  to  $101.98  thereof,  and  that  on  or  abotrt  the  20t:h  day  of 
November,  1913.  the  said  Deputy  United  States  Conimissioiier  denied  plaintiffs 
claim  for  nefund  of  said  1911  taxes,  exc^t  as  to  $OT.68  liiereof.  That  plaintiff 
has  still  oatstanding  the  balance  of  said  1910  taxes,  amounting  to  i(l,932.75,  and 
the  balance  of  said  1911  taxes,  amounting  to  the  sum  of  $1,303.79,  or  an  aggre- 
gate of  $2,936.53. 

8.  That  of  said  additional  tax  of  $2,936.53,  assessed  and  withheld  from  plain- 
tiff as  aforesaid,  tlie  sura  of  $70j01  consisted  of  an  assessment  of  1  per  cent 
upon  the  sum  of  $7,001.32.  entered  upon  the  books  of  the  plaintiff  as  profit 
during  the  year  1910,  and  consisting  of  unpaid  obligations  of  plaintiff  accruing 
prior  to  January  1,  1909,  and  which  were  carried  as  liabilities  until  they  be- 
came outlawed,  and  were  then  written  off  of  plaintiflP's -books  as  aforesaid,  and 
the  sum  of  $44.88  consisted  of  an  assessment  of  1  per  cent  upon  the  sum  of 
$4,488,  entered  upon  the  books  of  plaintiff  as  profit  during  the  year  1911,  and 
consisting  of  unpaid  obligations  of  i>laintiff  accruing  prior  to  January  1,  1909, 
and  which  were  carried  as  liabilities  until  they  became  outlawed  and  were  then 
written  off  of  plaintiff's  books  in  1911. 

9.  That  of  said  additional  tax  of  $2,936.53  assessed  and  withheld  from 
plaintiff  as  aforesaid,  the  sum  of  $376.61  consisted  of  an  assessment  of  1  per 
cent  up(m  receipts  of  $37,660.67,  received  by  plaintiff  as  proceeds  of  the  sale  of 
300  shares  of  stock  of  the  Swan  River  LiOgging  Company  purchased  on  Sep- 
tember 23,  3899,  for  $30(),(X)0  and  entered  on  its  books  October  10,  1908,  at  a 
▼alue  of  $75,000.  On  November  1,  1909,  plaintiff  received  $95,000  for  said  stock, 
and  the  excess  over  said  amount  of  $75,000,  being  $20,000.  was  assessed  to 
plaintiff  as  income  for  tbe  year  1909.  The  said  sum  of  $37,660.67  refiresents 
additional  proceeds  of  tbe  sale  of  said  stock  received  in  1910.  Is'o  further  evi- 
dence  was  offered  as  to  the  value  of  said  stock  on  December  31,  1908. 

10.  That  the  balance  of  said  sum  of  $2,936.53  assessed  and  withheld  as  afore- 
said, to  wit,  the  sum  of  $2,445.03,  consisted  of  an  assessment  of  1  i^r  cent  upon 
$244,503.79,  being  a  portion  of  receipts  during  tiie  years  1910  nal  1911  from 
sales  of  real  estate,  the  total  excess  of  selling  price  over  original  cost  of  tbe 
same  having  been  pro  rated  over  the  period  of  ownership,  and  the  said  sunr  of 
$244,503.79  having  been  treated  as  the  pro  rata  proportion  of  said  excess  for 


# 


# 


• 


279  [i  233 

tbe  period  since  the  Act  <^  1909  became  effective.  Said  real  estate  bad  been 
pnrcbased  iirior  to  19()f)  and  sold  at  a  profit,  as  above  stated,  during  the  years 
1910  and  1911,  the  selling  price  in  all  cases  being  exactly  equal  to  the  market 
valoe  of  said  real  estate  an  oi  the  Blst  day  of  December,  1908. 

CONCLUSIONS  OF  LAW. 

From  the  foregoing  facts  the  court  concludes  as  follows : 

1.  That  the  said  sum  of  $2,445.03  referred  to  in  Finding  No.  10  was  IHegnny 
and  improperly  asi^esf>iei1  agaiw^t  and  collected  from  the  plaintiff,  and  that  it 
was  paid  by  piaintllf  und(*T  duress  and  protest  ami  that  claim  for  refund  of 
said  tax  ftted  by  plaintiff  ^vtth  the  Commissioner  of  Internal  Rerenroe  as  re- 
quired by  law  was  denied  prior  to  the  institntion  of  this  suit. 

2.  That  the  plaintiff  is  entitled  to  judgment  against  the  defendant,  B.  J. 
Lyndh,  as  Collec-tor  of  Internal  Revenue,  for  the  said  sum  of  $2,445.08,  together 
with  interest  theretm  at  the  rate  of  6  per  cent  per  annum  from  October  18,  1913, 
and  for  its  cost  herein. 

3.  That  the  item^  of  the  additiooal  assessment  mentioned  in  Findings  8  and  9 
were  property  ami  legally  assessed  ami  collected,  and  the  idiiintiff  is  not  entitled 
to  judgment  agiUnst  the  defendant  for  or  on  account  of  said  items  amonnting 
to  an  aggregate  of  $41)1.50. 

4.  That  the  said  sum  of  $2,445.03  was  received  by  the  defendant  and  by  him 
paid  into  the  Treasury  of  the  Ignited  States  in  the  performance  of  his  official 
duty,  and  that  there  was  probable  cause  for  his  act,  and  that  he  acted  Bnder 
the  directions  of  the  proper  ofiicer  of  the  Gorernment,  and  that  no  execution 
should  issue  against  him,  bnt  that  the  amount  to  be  recovered  should  be  pro- 
vided for  and  paid  out  of  the  proper  appropriation  from  the  Treasury. 

Done  in  open  court  this  10th  day  of  January,  1921. 


Section  233,  Article  547 :  Gross  income  of  8-21-1468 

corporation  in  liquidation.  O.  D.  821 

(Also  Section  326,  Article  83L) 

SectioH  1764,  Wisconsin  Statutes  (1915)  provides  that  ihe  cor- 
porate existence  of  a  dissolved  corporatioin  shall  be  continued  for 
the  purpose  of  liquidating  its  assets  and  winding  up  its  affairs.  It 
is  held,  therefore,  that  profit  resulting  from  the  sale  of  assets  of  a 
Wisconsin  corporation  in  pi*ooess  of  hquidation  is  subject  to  income 
and  excess  profits  taxes  in  the  same  manner  as  profits  derived  from 
Hie  active  operaticm  of  the  corporati<m. 

In  such  a  case  the  inrested  capital  to  be  used  as  a  basis  in  deter- 
mining the  excess  profits  credit  is  arrived  at  in  the  same  manner 
as  invested  capital  of  an  active  corporation,  making  due  allowance 
for  any  amount  of  capital  assets  which  have  be»i  liquidated  and 
returned  to  the  stockholders. 

Section  1764,  Wisconsin  Statutes  (1915)  provides: 

*  •  *  and  whefi  any  corporation  shall  become  so  dissolved  the  directors 
or  managers  of  the  affairs  of  such  corporation  at  the  time  of  its  dissolution, 
by  whatever  name  they  may  be  Imown,  shall,  subject  to  the  power  of  an^'  court 
of  competent  jurisdiction  to  make,  In  any  case,  a  different  proviston,  continue 
to  act  as  such  during  sai<l  term  and  shall  be  deemed  the  legal  administrators 
of  such  corporation  with  full  power  to  settle  Its  affairs,  etc. 

Therefore,  the  responsibility  fc^  filing  appropriate  returns  for  the 
corporation  and  paying  taxes  shown  thereby  to  be  doe  devolves  upon 
the  trustees  in  liquidation  or  such  other  legal  administrators  as  have 
charge  of  the  property  and  aflFairy  of  the  corporation  during  the 
period  of  liquidation.  They  must  make  returns  of  income  for  such 
corporation  in  the  same  maim^  and  form  as  an  active  corporation. 
Conversely,  they  are  not  required  to  file  returns  as  fiduciaries. 
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Section  233,  Article   549:  Exclusions   from  17-21-1600 

gross  income.  T,  D.  3153 

Gross   Incomb:.     Invested   Capital.     Article   549   and  Article  870,   Reotjla- 

LATiONs  45  (1920  Edition)  Amended. 

Article  549  and    *     ♦     *^    Regulations  45  (1920  edition)  are  here-  ^p 

by  amended  to  read  as  follows : 

Art.  549.  EwclusUma  from  gross  income, — A  lite  insurance  company  shall  not 
include  in  gross  income  such  portion  of  any  actual  premium  received  from  any 
individual  policyholder  as  is  paid  back,  or  credited  to,  or  treated  as,  an  abate- 
ment of  premium  of  such  poUcy holder  within  tlie  taxable  year.  • 

**  Paid  back  "  means  paid  in  cash. 

"  Credited  to  "  means  applied  by  way  of  credit  so  as  to  reduce  the  premium 
received  on  the  policy  for  the  taxable  year.  It  includes  dividends  applied  (a) 
directly  to  the  payment  of  the  premium  for  the  taxable  year;  (i>)  to  purchase 
additional  paid-up  insurance  or  annuities;  or  (c)  to  shorten  the  endowment 
or  premium  paying  period;  or  (d)  left  with  the  company  to  accumulate  at 
interest.  It  does  not  include  the  amount  of  divisible  surplus  annually  ascer- 
tained and  apportioned  to  deferred  dividend  policies. 

"  Treated  as  an  abatement  of  premium "  means  of  the  premium  for  the 
taxable  year. 

Where  the  dividend  paid  back  or  credited  to  a  policyholder  is  in  excess  of 
the  premium  received  from  such  policyholder  within  the  taxable  year  there 
may  be  excluded  from  gross  Income  only  the  amount  of  the  premium  received, 
and  where  no  premium  is  received  from  the  policyholder  within  the  taxable 
year  the  company  is  not  entitled  to  exclude  from  its  premiums  received  from 
other  i)olicyholders  any  amount  on  account  of  such  dividend  payment. 

Approved :  April  9, 1921. 


Section  233,  Article  550:  Gross  income  of  8-21-1401 

foreign  corporations.  T,  D.  3111 

(Also  Section  213(c),  Article  91.) 

income  from  sources  within  the  united  states  defined. 

(1)  There  Is  no  income  from  sources  within  the  United  States  from  goods 
manufactured  there  unless  there  is,  in  the  language  of  section  233(b),  both 
*•  manufacture  and  disposition  of  goods  within  the  United  States."  The  Act 
taxes  only  Income  that  accrues  within  the  United  States. 

(2)  The  mere  buying  of  goods  within  the  United  States,  with  capital  fur- 
nished from  abroad,  to  be  sold  abroad,  is  not  a  trade  or  business  exercised  in 
the  United  States  so  as  to  subject  the  purchaser  of  the  goods  to  Income  tax. 
A  merchant  exercises  his  trade  where  he  has  his  principal  place  of  business, 
viz.,  where  his  profits  come  home  to  him. 

(3)  If  income  be  taxed  the  recipient  thereof  must  have  a  domicile  within  the 
jurisdiction  imposing  the  tax,  or  the  property  or  business  out  of  which  the  - 
income  issues  must  be  situate  within  such  jurisdiction  so  that  the  income  may 

be  said  to  have  a  situs  therein. 

(4)  Where  a  corporation  purchases  goods  abroad  and  sells  them  within  the 
United  States,  the  profits  accruing  from  such  transactions  are  profits  derived 
from  business  carried  on  within  the  United  States  and  the  gross  income  from 
such  business  is  income  from  sources  within  the  United  States. 

(5)  In  the  case  of  a  partnership  organized  abroad  one  of  whose  members 

is  a   resident  citizen   of  the   I'nited   States   and   whose  business  consists  In  ^» 

selling  abroad  goods  consigned  to  it  from  various  parts  of  the  world,  including  ^§  ■ 

the   ITnited    States,    upon   commission,    title   to    the   goods    never    vesting   in  ^^ 

the  firm  but  passing  directly  from  the  consignors  to  the  purchasers,  the 
business  of  the  United  States  member  consisting  of  soliciting  consignments  of 
goods,  disbursing  proceeds  of  sales  made  abroad  in  payment  to  consignors 
in  the  United  States,  attending  to  the  shipment  of  goods,  and  making  advances 
to  consignors  on  security  of  bills  of  lading  and  express  receipts,  the  funds  for 


• 
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the  use  of  the  branch  office  in  the  United  States  being  obtained  by  selling 
drafts  on  a  foreign  city,  only  the  income  of  the  partner  resident  within  the 
United  States  is  income  from  sources  within  the  United  States  and  subject 
to  income  tax. 

(6)  A  foreign  corporation,  having  its  home  office  abroad,  which  operates  a 
line  of  steamships  between  the  United  States  and  foreign  ports,  consigns  its 
steamships  to  an  American  firm,  which  handles  them  as  agents  and  brokers, 
seeing  to  the  entry  and  clearance  of  each  steamer,  the  discharge  and  loading 
of  cargo  and  supplies,  collecting  such  part  of  the  freight  as  in  prepayable  in 
this  country,  deducting  the  amount  of  its  disbursements  and  charges  and  remit- 
ting the  balance  to  the  foreign  coriporation,  derives  income  from  sources 
wihin  the  United  States  to  the  extent  that  it  derives  Income  from  traffic 
originating  within  the  United  States  and  Is  taxable  upon  such  income. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Re\T5NUe, 

Washington^  D.  C. 

To  coUeotors  of  Internal  Revenue  and  others  concerned  \ 

The  following  opinion  rendered  bv  the  Acting  Attorney  General 
under  date  of  November  3,  1920,  defining  "  income  from  sources 
within  the  United  States,"  is  published  in  full  for  your  information 
and  guidance. 

Paul  F.  Myers, 
Acting  Commissioner  of  Internal  Revenue. 
Approved :  December  31,  1920. 
D.  F.  Houston, 

Secretary  of  the  Treasury. 

Department  of  Justice, 
Washingtony  November  5, 19S0. 
Dear  Mr.  Secretary  : 

I  have  the  honor  to  acknowledge  receipt  of  your  letter  of  August 
12,  1920,  requesting  an  opinion  as  to  wnether,  under  the  Revenue 
Act  of  February  24, 1919,  in  the  five  following  cases  the  foreign  cor- 
poration or  partnership  derives  income  from  sources  within  the 
United  States,  and,  if  so,  what  is  the  measure  for  determining  the 
amount  of  income  derived  from  such  sources : 

(1)  R.  Burleigh  &  Sons,  a  corporation  organissed  under  the  laws  of  Scotland, 
owns  and  operates  two  sawmills  in  the  United  States,  one  at  Dermott  Arkansas, 
and  the  other  at  Dawson  Springs,  Kentucky.  The  mills  saw  logs  into  plank 
squares  called  "  handle  blanks  "  and  also  roughly  turn  hammer  handles.  These 
products  are  all  exiwrted  to  Glasgow,  where  they  are  finished  at  the  home  mill. 
In  addition,  the  manager  of  the  American  plant  buys  logs  in  the  United  States 
and  exports  them  as  such  to  Great  Britain.  No  part  of  the  products  of  the 
mills  located  in  this  country  or  of  the  logs  purchased  here  is  sold  in  the  United 
States,  but  the  entire  output  is  sold  in  Great  Britain.  The  plants  and  oper- 
at  ions  of  the  manager  in  the  United  States  are  conducted  solely  from  funds 
sent  to  this  country  from  the  home  office  in  Glasgow,  Scotland,  and  no  funds 
are  sent  to  tlflB  home  office  from  the  American  plants. 

Section  213(a)    of  the  Act  of  February'  24,  1919,  defines  gross  income  as 

follows : 

Sec.  213.  That  for  the  purposes  of  this  title  (except  as  otherwise  provide<l 
in  section  233)  the  term  "gross  income" — 

(a) Includes  gains,  profits,  and  Income  derived  from  salaries,  wages,  or 
compensation  for  personal  service  (including  in  the  case  of  the  President  of 
the   United   States,  the  judges  of  the  Supreme  and  inferior   courts  of  the 
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Unitecl  States,  and  all  ci^er  officers  and  employees,  wliether  elected  or  appoteted, 
of  the  United  States,  Alasica,  Hawaii,  or  any  poUtioal  sobdirtoion  thereof,  or 
the  District  of  Colnmbia,  the  couipeBsation  received  as  so^),  of  whaterer  kind 
and  in  whatever  form  paid,  or  from  professions,  vocations,  trades,  bustnesses* 
commerce,  or  sales,  or  dealings  in  property,  whether  real  or  p^^rsonal,  gniiffhng 
<nTt  of  the  OTviiership  or  use  of  or  Interest  in  such  pi^eperty ;  also  from  interest, 
rent,  <lividends,  secui-lties,  or  the  transaction  of  any  bnstnesa  carried  en  for 
fsain  or  profit,  or  gains  or  profits,  and  income  derived  from  any  aonrce  %vhatever. 
The  amooxrt  of  all  such*  items  skall  be  included  in  tlie  eross  kiooaie  for  the 
taxable  year  in  whiclt  received  by  the  taxpayer,  vnless,  uader  methods  of 
accounting  permitted  uiMler  subdirlslon  (b)  of  section  212,  any  sucii  amounts 
are  to  be  proi)erIy  accoonteil  for  as  of  a  diff^ent  period. 

Section  233(b)  provides: 

In  the  case  of  a  foreign  corporation,  gross  income  includes  only  the  gross 
income  from  sources  within  tlie  United  States,  including  tlie  interest  on  bonds, 
notes,  or  other  interest-bearing  obligations  of  residents,  corporate  or  otherwise, 
dividends  from  resident  corporations,  and  including  all  amounts  received 
(although  paid  under  a  ciHitract  for  the  sale  of  goods  or  otherwise)  represent- 
ing prodts  on  the  manufacture  and  disposition  of  goods  within  tlie  United  States. 

No  income  is  derived  from  the  mere  manufacture  of  goods;  before  there  can 
be  income  there  must  be  sale ;  and  there  is  no  income  from  sources  within  the 
United  States  from  goods  manufactured  here  unless  there  is,  in  the  language 
of  section  233(b),  both  "manufacture  and  disposition  of  goods  within  the 
United  States/'  The  obvious  purpose  of  this  section  is  to  tax  only  income  that 
accrues  within  the  United  States.  Congress  does  not  attempt  to  tax  profits 
arising  from  goods  manufactured  in  this  country'  but  sold  after  being  shipped 
abroad,  and  without  being  disposed  of  by  the  owner  in  this  country.  I  conclude, 
therefore,  that  when  Burleigh  &  Sons  manufacture  or  partially  manufacture 
articles  in  this  country  bat  do  not  sell  or  dispose  of  them  until  they  are  taken 
to  Scotland,  there  is  no  gross  incoiue  from  sources  within  the  United  States 
within  the  meaning  of  the  Act. 

As  to  the  purchase  and  exportation  of  logs,  since  profits  that  may  accrue 
from  such  transactions  are  not  specifically  provided  for  in  section  233(b)  if  such 
gains  or  profits  are  gross  income  from  sources  within  the  United  States,  they 
must  be  so  because  they  represent  compensation  from  trades,  businesses,  com- 
merce, etc.,  as  enumerated  in  section  213(a),  which  are  carried  on  within  the 
United  States. 

In  Sulley  v.  Attorney  General,  5  H.  &  N.  711  (2  B.  T.  C.  14S),  under  a  statute 
taxing  the  income  of  nonresidents  **  from  any  property  whatever  in  tlie  United 
Kingdom,  or  profession,  trade,  employment,  or  vocation  exercised  w^ithin  the 
United  Kingdom,'*  the  facts  are  similar  to  those  above  stated.  S^Uey  was  :i 
partner  in  a  firm  of  general  merchants  and  drapers  carrying  on  business  in 
both  the  Unltetl  States  and  England.  Svlley  redded  in  Englasd  and  the  o^er 
partners  in  the  United  States.  Sulley  transacted  tbe  boslnesB  of  the  Ann  in 
England,  which  consisted  of  purchasing  goods  in  England  and  shipi>ing  them 
to  the  United  States.  No  money  was  received  in  England  except  what  was  sent 
from  the  United  States,  and  tbe  inrofits  of  tibe  business  were  made  by  the  resale 
of  goods  at  an  increased  price  in  the  United  States.  The  court  held  that  the 
liability  to  income  tax  attached  only  to  sneh  profits  as  came  home  to  EaglaAd 
as  the  share  of  Sulley,  the  partner  resident  th^e.    The  Lord  Ghief«Jufltice  said : 

The  question  is,  whether  there  is  a  carrying  on  or  exercise  of  the  trade  in 
this  country.  I  tliink  tliere  is  not,  looking  at  the  sense  in  which  the  term  is 
used  and  having  regard  to  the  subje^'t-matter  of  the  statute.  Wherever  a  mer- 
chant is  established,  in  the  course  of  his  operations  his  dealings  must  extend 
over  variou.s  places;  he  buys  in  one  place  and  sells  in  another.  But  he  has 
one  {>riucipal  plare  'u  which  he  may  be  said  to  trade,  viz,  where  his  profits 
come  home  to  liiiu.  Thjit  is  where  he  exercises  his  trade.  It  would  be  very 
incouveiiieiit    T  this  were  otlierwise.     If  a  man  were  liable  to  income  tax  in 
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eviery  oymtry  ^  wJaicb  his  agente  ftie  esublistied,  it  wonid  lead  to  ^teat  injus- 
tice. The  Argument  for  the  Crown  must  be  carried  to  this  extent,  that  merely 
buying  goods  in  this  country  is  a  trade  exercised  here,  so  as  to  subject  the 
purchaser  of  the  goods  to  income  tax.  In  the  present  case  the  defendant  is 
a  partBer;  but  if  the  argmnettt  is  wetl  founded  this  American  firm  might  he 
taxed  in  tAe  same  way  if  he  Aid  been  merely  an  agent.  It  would  be  most 
iupoiitlc  thug  to  tax  those  who  come  here  as  customers.  The  subject  of  a  for- 
eign State,  not  resident  here,  cau  not  be  made  amenable  to  our  laws.  How 
then  are  their  profits  to  t>e  made  amenable  to  the  fiscal  law?  Simply  by  the 
provision  that  whosoei'er  carries  on  the  hasiness  and  receives  tlie  pr<Sftt8  here 
fliuill  he  asseased.  But  in  the  preaent  case  no  proite  are  reeeived  by  the  ttrm, 
•r  exist  in  this  country.  *  *  *  The  profits  of  the  firm  in  America  do  not 
accrue  in  respect  of  any  trade  carried  on  in  this  comitry,  but  in  respect  of  the 
trade  carried  on  !n  New  York,  where  the  main  business  is  conducted. 

lu  State  ex  rel.  Munitoiooc  Gas  Co.  v.  WisconHn  Tax  Commission,  161  Wis. 
131,  the  ^»uiM:eiBe  Court  of  WiacMisiA  said  : 

If  an  incmne  be  taxed,  the  recipient  thereof  must  have  a  domicile  within  the 
State,  or  ihe  property  «r  hmiBefls  oat  of  wbich  the  income  issues  must  be  situate 
witixin  the  State  so  that  the  inoome  may  be  said  to  have  a  situs  therein. 

By  a  parity  of  reaBonIng  I  ^oneliide  that  income  which  may  accrue  to  Bur- 
leigh &  Sens  in  En^and,  by  sale  of  logs  fwirchased  tai  the  Uirited  States,  is  net 
bicome  friMn  sources  within  the  United  States. 

t2)  T!ie  MoortiTook  Mills  Company  is  a  corporaticm  organized  under  the  laws 
of  England,  and  the  Sea  Itiand  Mills,  Inc.,  is  a  corporation  org^anlsed  tinder  the 
laws  of  New  York.  Under  an  agreement  between  them  the  latter  cori)oration 
is  granted  the  exdasive  right  to  handle  the  merchandise  of  the  former  in  tiie 
United  States  and  Canada.  Orders  for  the  goods  are  taken  by  the  New  York 
corporation  on  net  terms,  payment  to  be  made  ten  days  after  delivery.  A 
minimnm  net  price  for  t^  sale  «f  the  goods  by  the  New  York  corporation  is 
flxed  by  the  English  corporation  at  an  amount  not  to  exceed  tte  price  obtained 
*sr  similar  goods  in  England.  The  New  Yoils  ccRporation  assumes  credit 
risks  and  advances  fifty  per  cent  of  the  minimum  net  price  against  the  bills  of 
lading  or  packers'  receipts.  The  amount  so  advanced  is  deducted  by  it  togiether 
with  freight  charges,  commissions,  etc.,  when  remitting  to  the  English  corpora- 
tion  the  amounts  collected  from  the  enstom^^  The  New  York  corporation  re- 
ceives a  five  per  cent  commission  on  the  sale  of  the  goods  and  any  excess  over 
t3ie  mittimwm  net  price,  after  deducting  su<^  commission;  and  charges  for 
freight,  duties,  insurance,  etc.,  are  shared  equally  between  the  two  corpora- 
dons.  No  price  that  is  fnsvfllcient  to  cover  the  minimum  net  price  plus  freiglit, 
duty,  and  ether  charges  is  accepted  without  the  approval  of  the  En^ish  eorpcH 
ration.  The  latter  accepts  ail  merchandise  risks.  If  goods  are  refused  or  re- 
turned to  the  New  York  corporation  by  its  customers  it  is  required  to  make 
every  effort  to  dispose  of  them.  Unless  goods  are  sold  at  a  profit  above  all  ex- 
penses the  New  York  corporation  receives  no  commission  thereon-  The  goods 
are  covered  by  insurance  for  the  joint  account  of  both  corporations  and  are 
invoiced  to  tlie  cn.stomer  by  the  New  YoA  corporation. 

The  case  of  the  Moorbrook  Mills  Comiwiny  is  the  converse  of  that  of  Bur- 
leigh &  Sons.  They  piurchase  goods  in  England  and  sell  them  within  the 
United  States,  and  profits  accruing  from  such  transactions  are  plainly  profits 
derived  from  business  carried  on  within  the  United  States. 

See  Werle  rf  Co.  v.  Colqvhoun,  2  B.  T.  C.  402;  Turner  y.  Tfivkmen,  4  B.  T.  C. 
25 ;  Ma4;Ph€r8on  &  Co.  v.  Moore,  6  B.  T.  C,  107. 

The  gross  income  from  such  business  is  income  from  soutccr  within  the 
United  States  and  Is  to  be  estimated  In  the  same  way  that  such  Income  is  esti- 
mated where  both  nmnufacture  and  sale  are  had  within  the  United  States. 
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(3)  Pa  ton  MacLaran  &  Company  is  a  partnership  organized  in  Bngland  con- 
sisting of  two  members  who  are  citizens  and  residents  of  that  country.  The 
principal  office  of  the  firm  is  at  Liverpool,  England,  but  it  maintains  an  office 
at  Dallas,  Texas,  which  is  operated  under  the  name  of  A.  A.  Paton  &  Company. 
Tlie  Dallns  office  is  in  charge  of  John  S.  Ownby,  who  receives  a  fixed  salary 
and  a  stipulated  commission  bnsed  upon  the  net  earnings  of  the  firm  in  accord- 
ance with  a  contract  of  employment  made  by  him  with  tlie  members  of  the  firm. 
It  is  claimed  by  the  firm  tlmt  A.  A.  Paton  &  Company  is  merely  a  buying 
agency  for  the  home  office  and  that  such  name  has  been  given  to  the  branch  for 
boolt  record  purposes  and  to  distinguish  the  firm's  transactions  in  Liverpool 
from  those  of  its  agency  in  the  United  States.  The  business  of  Paton  Mac- 
Laran &  Company  is  that  of  cotton  merchants  and  importers.  A.  A.  Paton  & 
Company,  the  branch  office,  is  engaged  in  buying  cotton  in  the  United  States 
in  behalf  of  Paton  MacLaran  &  Company  and  in  shipping  it  to  the  parent  offioe 
in  England  for  disposition.  It  is  the  custom  of  the  branch  office  to  draw  on  the 
parent  office  for  amounts  sufficient  to  make  such  purchases,  together  with  a 
liberal  margin  to  cover  estimated  charges  and  expenses,  so  that  at  the  end  of 
the  season  the  branch  office  may  show  a  balance  to  its  credit.  It  is  claimed 
that  this  balance  represents  merely  the  difference  between  the  total  amount  at 
which  the  cotton  shipments  for  the  season  are  invoiced  to  Liverpool  and  the 
total  purchase  price  plus  ordinary  and  necessary  costs  of  handling  the  cotton 
and  the  expenses  of  the  agency.  The  branch  office,  however,  does  not  make  any 
sales. 

(4)  C.  M.  Lampson  &  Company  is  a  partnership  organized  in  England  con- 
sisting of  six  members,  five  of  whom  are  British  subjects  residing  in  London 
and  the  other  a  citizen  of  the  United  States  residing  in  New  York  City.  The 
home  office  of  the  firm  is  in  Ix>ndon  but  it  mainttilns  a  branch  office  in  New 
York  City  in  charge  of  and  conducted  under  the  name  of  the  partner  resident 
in  that  city.  The  business  of  the  firm  is  that  of  commission  merchant  in  raw 
furs.  The  furs  are  consigned  to  it  from  various  parts  of  the  world  including 
the  United  States,  the  sales  being  made  almost  entirely  in  London  at  auction 
'3y  auctioneers  employed  by  the  firm  or  at  private  sale.  The  firm  does  not  at 
any  time  take  title  to  the  goods,  but  title  remains  in  the  consignor  until  the 
salev  when  it  passes  to  the  purchaser.  The  principal  function  of  the  New  York 
office  is  to  solicit  consignments  of  raw  furs  to  tlie  firm  at  London,  which  re- 
quires the  resident  partner  to  travel  to  various  points  in  the  United  States  and 
Canada.  The  majority  of  goods  consigned  from  Canada  are  sent  to  New  York 
for  shipment  to  London.  The  New  York  office  also  acts  as  disbursing  agent 
for  the  firm  in  paying  to  consignors  in  the  United  States  and  Canada  the  pro- 
ceeds of  sales  of  their  goods  in  London,  attends  to  the  shipment  of  the  goods 
to  London  and  their  storage  and  insurance  in  New  York  while  waiting  for 
steamers,  and  further  makes  advances  to  consignors  on  the  security  of  bills 
of  lading  or  expres.s  receipts.  The  money  required  to  maintain  the  New  York 
office  is  obtained  by  selling  drafts  on  London,  and  a  balance  of  about  $20,000 
is  usually  carrieil  by  it  with  a  New  York  bank.  The  income  of  the  partnership 
is  derived  from  a  conmiission  of  about  6  per  cent  on  the  proceeds  from  sales 
of  furs  consigned  to  it.  It  collects  the  proceeds  of  the  sales  and  deducts  its 
commission,  the  expenses,  if  any,  incurred  by  it  for  freight,  insurance,  or  stor- 
age, and  also  the  amount  of  any  advances  made  to  the  consignors.  The  balance 
of  the  proceeds  is  remitted  to  the  consignors.  No  profit  is  made  on  the  freight 
or  other  charges. 

These  cases  are  disposed  of  by  the  reasoning  of  the  first  case,  from  w^hich  it 
is  concluded  that  in  the  former  case  the  partnership  of  Paton  MacLaran  & 
Company  is  not  deriving  income  from  sources  within  the  United  States,  and  that 
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in  the  latter  case  only  the  income  of  the  partner  resident  within  the  United 
States  is  taxable. 

(5)  The  Manchester  Liners,  Ltd.,  is  a  corporation  organized  under  the  laws 
of  Great  Britain,  with  its  home  office  at  Manchester,  England,  operating  a  line 
of  freight  steamships  between  Philadelphia,  Pa.,  and  foreign  ports.  The  cor- 
poration has  no  office  in  the  United  States,  but  consigns  its  steamships  to 
Furness,  Withy  &  Co.,  Ltd.,  at  Philadelphia,  who  handles  them  as  agents  and 
broilers,  together  with  steamships  consigned  to  them  by  other  owners.  The 
agents  see  to  the  entry  and  clearance  of  each  steamer  and  the  discharge  and 
loading  of  the  cargo  and  supplies,  collect  such  part  of  the  freight  as  is  pre- 
payable in  this  country  for  the  ocean  carriage,  deduct  the  amount  of  the  agents* 
disbursements  and  charges  for  their  services,  and  remit  the  balance  to  the 
steamship  corporation  at  Manchester  upon  the  departure  of  the  vessel.  Fre- 
quently a  large  part  of  the  freight  is  not  prepayable  but  is  payable  upon  de- 
livery of  the  goods  at  Manchester. 

In  an  opinion  rendered  March  9,  1910,  28  Op.  Atty.  Genl.  211,  Attorney  Gen- 
eral Wiclcersham  decided  that  foreign  steamship  companies  engaged  in  the 
business  of  transporting  passengers,  goods,  and  merchandise  between  ports  in 
the  United  States  and  foreign  ports,  and  maintaining  passenger  and  freight 
agencies  in  this  country,  are  subject  to  the  special  excise  tax  provided  in  sec- 
tion 38  of  the  Act  of  August  5,  1909,  saying : 

*  •  ♦  Their  business  consists  entirely  in  transporting  passengers  and 
goods  and  merchandise  between  ports  in  this  country  and  those  of  foreign 
countries^  and  receiving  and  discharging  the  same.  Through  agents  located 
here  all  contracts  and  arrangements  incident  to  such  a  business  at  this  end  of 
their  lines  are  made,  and  all  exports  are  delivered  to  their  warehouses  and 
loaded  upon  their  vessels,  and  the  passengers  embarlc  while  they  are  within  the 
limits  of  the  United  States ;  and  likewise  while  here  their  imports  are  unloaded 
and  passengers  from  foreign  ports  disembark.  If  these  companies  do  not  trans- 
act business  in  the  United  States  they  transact  no  business  in  any  foreign  port, 
and  their  entire  business  is  carried  on  upon  the  high  seas.  To  such  a  conclusion 
I  am  unable  to  give  assent. 

A  similar  conclusion  was  arrived  at  in  EricUsen  v.  Last,  8  Q.  B.  D.  414 
(4  B.  T.  C.  422),  which  held  that  a  cable  corporation' established  at  Copenhagen, 
with  an  agent  and  an  office  in  London,  with  cables  extending  between  England 
and  Denmark,  was  carrying  on  trade  in  England  from  which  profit  arose  on 
account  of  contracts  entered  into  with  persons  in  England  to  send  messages 
from  England  to  other  countries.    Brett,  L.  J.,  said : 

*  ♦  *  That  which  earns  the  profit,  as  I  said  at  first,  or  that  out  of  which 
they  get  the  profit  is  the  better  phrase,  is  tlie  money  to  be  paid  to  them  out  of 
the  contract,  which  contract  is  made  in  England,  and  such  contracts  being 
habitually  made  by  them  In  England,  it  seems  to  me,  they  carry  on  in  England 
the  trade  or  business  of  making  such  contracts.  Therefore,  it  seems  to  me  that 
these  people  are  properly  said  to  be  persons  from  whom  this  duty  must  be  col- 
lected. 

I  am  of  the  opinion  that  the  Manchester  Liners,  Ltd.,  derives  income  from 
sources  within  the  United  States  to  the  extent  that  it  derives  income  from 
freight  and  passenger  traffic  originating  within  the  United  States. 

Respectfully, 

(Signed)  Wm.  L.  Frterson, 

Acting  Attorney  General. 
Hon.  Davii>  F.  Houston, 

Secretary  of  the  Treasury^ 

Washington^  D.  (7, 
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Sbction  238,  Akticub  550:  Gross  income  of 

foreign  corporations. 

(See  26-21-1703;  sec.  213(c),  art.  92.)  Sale  contract  executed, 
goods  manufactured  and  delivered,  and  payment  made  outside  of 
United  States. 


SECTION  234.— DEDUCTIONS  ALLOWED. 

Section  234,  Artici^  561 :  Allowable  deductions.  12-21-1522 

O.  D.  852 

The  expenses,  exclusive  of  the  purchase  price,  incurred  by  a  com- 
pany in  purchasing  its  own  stock  for  the  purpose  of  retirement  or 
holding  as  treasury  stock,  are  not  such  expenses  as  can  be  classified 
as  ordinary  and  necessary  expenses  incurred  in  carrying  on  the  busi- 
ness, and  hence  are  not  deductible  from  gross  income.  These  ex- 
penses are  to  be  considered  part  of  the  purchase  price  of  the  stock 
retired. 

Secjtion  234,  Article  561 :  Allowable  deductions.  13-21-1533 

(Also  Section  233,  Article  54L)  T.  D.  3133 

CORPORATION   SXCISB  TAX— ACT  OF  AUGUST  5,   1909.      DBCISION    OF   COURT. 
1.    DBDUCTTONfS — ^ADTANCES  BY  PARENT  CoEPORATION  TO  SrUSIDIAHT. 

Where  a  railroad  conifiany,  upon  being  prohibited  by  State  law  from  owninic 
and  operating  docks  and  channels,  organised  a  terminal  company  for  that  pur- 
pose, of  which  it  owned  all  shares  of  stock  except  such  as  were  necessary  to 
qualify  directors,  and  advanced  as  louns  to  it  from  year  to  year  suras  sufficient 
to  cover  its  deficit,  the  railroad  company  may  not  deduct  as  operating  expenses, 
in  computing  net  income  for  the  measure  of  the  corporation  excise  tax  imposed 
by  th?  Act  of  August  5,  1909,  the  amount  of  such  advances  made  during  a  tax- 
able year. 

2.  Income — Ihtkmmst  Aogbuxu  but  zvot  Paid. 

Where  interest  on  loans  made  by  a  parent  corporation  to  its  subsidiary  ac- 
crued from  year  to  year,  but  was  not  paid,  the  amount  thus  aec.tied  during  a 
taxable  year  can  not  be  considered  income  to  the  parent  company  within  the 
meaning  of  the  Act  of  August  5,  1909. 

Treasury  Department, 
Office  of  Commissioker  of  iNTERNAJb  Revenue, 

To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  United  States  Circuit  Court  of  Ap- 
peals for  the  Fifth  Circuit,  rendered  January  12,  1021,  in  the  case 
of  Walker^  collector^  v.  The  Gulf  d  Interstate  Railway  Co.  of  Texas^ 
is  published  for  the  information  of  internal  revenue  officers  and 
others  concerned. 

Wm.  M.  Williams, 
Commissi'Oner  of  Internal  Revenue. 

Approvea  Febrjiary  25,  1921 ; 
D.  F.  Houston, 

Secretary  of  tlie  Treasury, 
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In  tbv  Unitxd  States  CixcmT  Goubt  of  Affeaxs,  FonrH  CiacinT.    No.  856Bl 

January  12,  1921. 

A.  £f.  Walkety  collector  of  internal  revenue  of  the  United  States^  third  district 
of  Texas,  plaintiff  in  error,  v.  The  Qulf  •£  Iniertiate  Railway  Co,  of  texa», 
defendant  in  error. 

Ecaon  to  the  District  Court  of  the  XJnIted  States  for  the  Western  District  of  Texas,  San 

Antonio  (BYlsfon. 

Before  Walkkb,  Bbtak,  and  Kino,  Ciwroit  Jifdsea 

Kufo,  Oircuft  Judge:  On  May  21,  lfil5,  the  defoidftnt  in  ^rror^  The  Gulf  k 
Interstate  Railway  Co.  of  Texasy  hereiiiafter  styled  railway*  brought  so&t 
BSftihst  A«  S.  Walker,  Collector  of  Internal  Kerenue  of  the  United  States  for 
the  Third  District  of  Texas,  to  recover  the  sum  of  $1,049.45  alleged  to  have 
been  illegally  collected  from  the  railway  by  said  coUectcMr  as  ^ECise  taxes  for 
the  years  1911  and  1912  ozfeder  the  Act  of  Congress  of  August  5,  1909  (36  Stat., 
11,  112) .  Said  sam  had  been  collected  from  said  railway  <ni  an  increase  in  its 
returns  ordered  by  the  Qovenmient  officials  on  the  ground  that  the  railway 
shsdld  have  iudnded  tn  Its  retom  of  gross  income  for  the  year  1911»  $37,067.49, 
tbe  Interest  doe  to  it  on  the  note  of  the  Santa  Fe  Dock  &  Channel  Co.  (herein- 
after styled  terminal  conpany),  said  int^^st  not  having  been  actually  paid; 
and  that  said  railway  had  also  deducted  as  a  part  of  its  expenses  of  maintenance 
and  operation  during  said  year  the  sum  of  $27,478.91  advanced  by  said  railway 
to  said  terminal  company  to  meet  the  deficit  In  its  operating  expenses.  Had 
said  interest  been  added  to  the  gross  income  and  said  advance  not  been  de- 
ducted as  ofieratiikg  expenses  the  retam  of  the  railway  would  have  shown  a  net 
inoame  afler  tbe  specific  deductioB  of  $5,000  allowed  by  law  of  $32,737j68  upon 
which  an  excise  tax  of  1  per  cent,  or  $S27.38y  was  due.  As  to  the  year  1912 
said  railway  liad  not  included  in  its  original  return  of  gross  income  the  sum  of 
$47,087.34  tepresenting  interest  due  by  said  terndnal  company  to  it  upon  its 
indebtedness^  and  had  deihKted  as  a  part  oi  Its  ordinary  and  necessary  expenses 
of  maintenance  and  operation  the  sum  of  $29,338l14  advanced  during  said  year 
1912  to  said  tenninai  company  to  meet  its  operating  exptaraea  That  had  said 
sum  of  interest  been  included  and  its  deduction  not  becsn  made  it  would  have 
teft  the  net  incwne  of  said  railwny  after  the  specific  dedactka  oS.  $5,060  allowed 
by  law  $724S0fl.6rr,  upon  which  the  tax  of  1  per  cent  was  due,  to  wit,  $722.07. 
The  said  railway  had  made  a  return  for  eacdi  of  said  years  excluding  said 
Interest  and  including  said  deduction  of  said  advances  to  said  terminal  com- 
pany, which  returns  shoved  no  net  income  in  excess  of  the  specific  deduction 
<Ht  $5,000  allowed  by  law.  It  was  ord^ed  to  amend  each  of  said  returns  by  in- 
cluding said  amounts  of  interest  due  but  not  collected  and  by  excluding  said 
advances  to  said  terminal  company. 

On  the  11th  day  af  January,  1912,  it  filed  a  claim  of  roDoissioa  of  taxes 
alleged  to  be  due  for  liie  year  1911,  and  on  the  11th  of  January,  ldl5,  filed  a 
Hke  claim  for  remission  of  taxes  for  the  year  1912.  On  February  1,  1915,  it 
was  notified  that  its  claims  for  remission  were  re.^cted.  On  February  12, 1915, 
said  railwjiy  paid  the  sum  of  $327^  as  taxes  for  the  year  1911  and  the  sum  of 
$722.07  for  the  year  1912.  At  Ih^  time  of  making  said  payment  it  filed  with  the 
intj»nal  revenue  collector  its  written  notification  in  regard  to  ea<^  of  said 
taxes,  claiming  that  the  same  were  erroneousy  alleging  that  its  original  return 
[flowing  that  It  had  no  taxable  Income  was  correct,  but  said  taxes  were  pnid 
under  protest  to  avoid  the  incurring  of  penalties  and  an  action  would  be 
brought  by  said  railway  to  recover  tbe  same.    Suit  was  brought  setting  up  the 
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foregoing  facts  and  alleging  the  following  as  the  relations  between  the  terminal 
company  and  the  railway : 

That  on  or  about  August  1,  1910,  the  railway  was  the  owner  of  certain  docks 
at  Port  Bolivar  in  Galveston  County,  Tex.,  and  conveyed  the  same  to  the  Santa 
Fe  Dock  &  Channel  Co.,  which  was  Incorporated  about  October  1,  1010,  under 
the  laws  of  Texas  for  the  purpose  of  constructing  and  operating  channels  and 
docks  at  Port  Bolivar  and  other  places  on  the  Texas  coast.  Said  corporation 
was  organized  with  a  capital  stock  of  $50,000  divided  into  500  shares  of  $100 
each.  In  consideration  of  said  transfer  of  said  docks  said  corporation  issued 
to  said  railway  495  shares  of  Its  said  capital  stock  and  executed  to  it  its  note, 
on  October  10,  1910,  for  $618,124.86,  said  note  bearing  interest  at  the  rate  of 
6  per  cent  per  annum.  Thereafter,  on  or  about  January  30,  1912,  said  railway 
made  an  additional  advance  to  said  terminal  company  of  $166,664.13  and  re- 
ceived from  it  therefor,  and  in  place  of  its  first  note,  a  note  for  $784,788.99 
bearing  interest  at  6  per  cent  per  annum.  A  large  proportion  of  the  business 
handled  by  the  railway  company  over  its  railroad  during  the  years  1911  and 
1912  was  lumber  intended  for  export  through  Port  Bolivar,  and  to  handle  said 
lumber  it  was  necessary  for  plaintiff  either  to  own  or  to  secure  the  use  of  dock 
facilities  at  Port  Bolivar,  Tex.  That  at  all  times  since  the  1st  of  October,  1910, 
and  during  the  years  1911  and  1912  the  income  of  the  terminal  company  was 
not  sufficient  to  pay  the  expenses  necessarily  incurred  in  operating  Its  property 
and  was  insufficient  to  pay  to  the  railway  any  interest  on  the  notes  held  by  it 
or  any  dividend  upon  its  stock,  and  that  it  made  the  advances  above  mentioned 
in  said  several  years  to  enable  the  terminal  company  to  pay  its  expenses  of 
operation.  That  these  sums  w*ere  necessary  to  enable  said  terminal  company 
to  continue  its  operations  and  to  provide  dock  facilities  at  Port  Bolivar  for 
the  use  of  the  railway.  That  the  railway  was  not  authorized  under  the  laws 
of  Texas  to  own  and  operate  docks  and  channels  and,  therefore,  caused  said 
terminal  company  to  be  incorporated  and  the  railway's  terminal  and  dock 
property  to  be  transferred  to  it.  That  practically  all  of  the  business  done  by 
the  terminal  company  has  been  furnishing  and  operating  said  dock  facilities  for 
handling  freight  and  passengers  transported  by  said  railway,  and  that  while 
in  some  Instances  a  separate  charge  was  made  by  said  terminal  company 
against  freight  handled  through  said  facilities  the  handling  thereof  was  neces- 
sary to  the  transaction  of  said  railway's  business,  as  also  was  the  use  of  the 
proi)erty  and  facilities  of  said  terminal  company.  These  averments  were  all  in- 
corporated in  an  agreed  statement  of  facts  and  found  by  the  court  to  be  true^ 
and  it  was  also  agreed  and  found  that  the  terminal  company  did  not  at  any 
time  up  to  the  date  of  said  finding,  to  wit,  January  27,  1920,  pay  any  imrt  of 
the  Indebtedness  evidenced  by  said  note,  nor  any  Interest  due  thereon,  nor  had 
it  ever  {^paid  to  said  railway  any  part  of  the  amounts  advanced  to  it  by  said 
railway  to  meet  its  deficit  in  operating  expenses  for  the  years  1911  and  1912, 
nor  has  it  since  1912  collected  sufficient  revenue  to  pay  its  expenses  of  opera- 
tion and  in  each  of  said  years  plaintiff  has  advanced  to  said  terminal  com- 
pany additional  sums  to  pay  said  deficits.  The  case  was  submitted  to  the  court 
without  the  intervention  of  a  jury  upon  the  above  statement  of  facts  which 
were  found  by  the  court,  which  thereupon  found  in  favor  of  the  railway  against 
the  collector  for  the  entire  amount  of  the  taxes  paid  for  each  of  said  years. 

The  case  is  brought  here  on  two  assignments  of  error — 

First,  that  the  court  erred  in  rendering  judgment  In  favor  of  the  plaintiff; 

Second,  that  the  court  erred  in  holding  that  the  sums  advanced  by  the  rail- 
way to  the  terminal  company  during  the  years  1911  and  1912  were  properly  de- 
ducted as  legitimate  expenses  of  operating  the  business  of  a  railway  during 
the  said  yeai*s,  and  in  holding  that  such  deductions  should  have  been  allowed 
by  the  defendant  as  collector  of  internal  revenue. 
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In  the  court  below  It  was  conceded  that  interest  which  had  accrued  but  had" 
not  been  actually  collected  did  not  constitute  taxable  income  under  the  said 
Act  of  Congress.  We  do  not  understand  that  it  is  contested  here.  The  ques- 
tion has  been  clearly  put  at  rest,  and  the  concession  is  sustained,  by  the  case  of 
Maryland  Casualty  Co.  v.  United  States  (251  U.  S.,  342,  354). 

In  the  return  of  1911  it  is  necessary  to  include  the  amount  of  interest  due  but 
not  collected,  to  wit,  $37,087.49,  in  order  to  show  any  net  income  over  and 
above  the  $5,000  exemption  even  if  the  deduction  of  the  $27,478.81  advanced  to 
the  terminal  company  should  not  have  been  deducted  as  a  part  of  the  operating 
expenses  of  the  railway.  The  above  decision  that  inten*st  not  actually  re- 
ceived is  not  required  to  be  included  in  return  of  gross  income  disposes  of  so 
much  of  the  case  as  rests  upon  the  taxes  of  1911  and  shows  that  the  sum  col- 
lected therefor,  to  wit,  $327.38^  was  not  due  and  that  a  judgment  for  this  sum 
was  properly  awaited  the  plaintiff. 

Likewise,  in  regard  to  the  taxes  for  1912,  $47,087.72  of  the  amount  upon  which 
the  taxes  for  that  year  were  computed  consist  of  interest  not  collected.  Deduct- 
ing this  sum  from  the  return  as  revised  by  the  collector,  will  leave  a  net  income 
(after  the  specific  deduction  of  $5,000  allowed  by  the  statute)  of  $25,119.33,  1 
per  cent  of  which  would  be  $251.19.  If,  therefore,  the  contention  of  the  Govern- 
ment that  the  amount  of  advances  made  to  the  terminal  company  by  the  railway 
as  a  part  of  its  operating  expenses  is  sound,  the  railway  company  was  liable 
for  $251.19  and  the  judgment  rendered  against  the  collector  for  the  year  1912 
instead  of  being  for  the  full  amount  should  be  only  for  $470.87,  namely,  the  1 
per  cent  computed  upon  the  amount  of  the  interest  item  erroneously  added. 

We  do  not  think  that  the  facts  of  this  case  warrant  the  conclusion  of  law 
that  the  amounts  advanced  by  the  railway  to  the  terminal  company  can  be 
properly  charged  by  it  as  a  part  of  the  ordinary  and  necessary  expenses  of  main- 
tenance and  operation  of  its  business  and  properties.  While  the  railway  com- 
pany is  practically  the  sole  stockholder  and  was  the  organizer  of  the  terminal 
company,  so  far  as  this  record  shows  the  operations  of  the  terminal  company 
were  separately  conducted  and  as  stated  by  the  internal  revenue  collector  it  Is 
a  separate  legal  entity,  its  books  and  accounts  are  kept  separately  and  it  Is 
managed  by  a  separate  set  of  officers.  The  sums  appear  to  be  charged  on  the 
books  of  the  railway  company  as  advances  to  the  terminal  company  and  as  a 
debt  due  by  it,  and  to  be  so  carried  on  the  books  of  the  terminal  company. 

We  do  not  think  that  its  facts  bring  this  case  within  the  principle  of  SoMthei'n 
Pacific  Co.  v.  Lowe  (247  U.  S.,  340),  or  Oulf  Oil  Corporation  v.  Letoettyn,  col- 
lector (248  U.  S.,  71). 

In  Southern  Pacific  Co.  v.  Lowe,  the  Southern  Pacific  Co.  was  the  lessee  of 
tlie  property  of  the  Central  Pacific  Railroad  Co.  All  of  the  money  from  which 
the  dividends  were  declared  had  been  collected  and  was  held  by  the  lessee.  The 
lessee  was  the  sole  stockholder  of  the  lessor.  Early  in  1914  dividends  were 
declared  and  paid  out  of  the  earnings  accumulated  prior  to  January  1,  1913,  and 
consisting  principally  of  a  debt  against  the  Southern  Pacific  Co. — 

But  the  payment  was  only  constructive,  being  carried  into  effect  by  bookkeep- 
ing entries  which  simply  reduced  the  apparent  surplus  of  the  Central  Pacific  and 
reduced  the  apparent  indebtedness  of  the  Southern  Pacific  to  the  Central  Pacific 
by  precisely  the  amount  of  the  dividends. 

The  question  is  whether  the  dividends  received  under  these  circumstances  and 
in  this  manner  by  the  Southern  Pacific  Co.  were  taxable  as  income  of  that  com- 
pany under  the  income  tax  Act  of  1913. 

In  holding  that  the  dividend  was  not  taxable  as  Income  accruing  commencing 
with  the  1st  day  of  March,  1913,  the  court  said : 

We  base  our  conclusion  in  the  present  case  upon  the  view  that  it  was  the 
purpose  and  intent  of  Congress,  while  taxing  *'  the  entire  net  income  arising  or 
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accniiog  from  all  aources  "  during  each  year  commencing  witli  the  1st  day  of 
March,  1913,  to  refrain  from  taxing  that  which,  in  mere  fornt  only,  bore  the 
appearance  of  income  accruing  after  that  dato,  while  In  truth  and  In  substance 
ft  accrued  before;  and  upon  the  fact  that  tlie  Central  Pacific  and  the  Southern 
Pacific  were  in  substance  identical  because  of  the  eomi^ete  ownership  and  con- 
trol and  in  other  caimcities.     While  the  two  companies  were  separate  legal        ^^ 
entities  yet  in  fact  and  for  all  practical  purposes  they  were  merged,  the  former        ^^/ 
being  but  a  part  of  tlic  latter,  acting  merely  as  its  agent  and  subject  in  all  tilings        ^*^ 
to  its  proper  direction  and  control.    And,  besides,  the  funds  represented  by  the 
dividends  were  in  the  actual  possession  and  control  of  the  Sautbem  Pacific  as 
well  before  as  after  the  declaration  of  the  dividenda.    The  fact  that  the  books 
were  kept   in   accordance   with   the  provisions  of    the   lease,   so   that   these 
funds  appeared  upon  the  accounts  as  an  indebtedness  of  the  lessee  to  the  lessor 
can  not  be  controlling  In  view  of  the  practical  Identity  between  lessor  and 


The  case  turns  upon  its  very  peculiar  facts,  and  is  distinguishable  from  others 

In  which  the  question  of  the  identity  of  a  controlling  stockholder  with  his  cor- 
poration has  l>een  raised. — Pullman  Car  Co.  v.  IfiBSOuri  Pacific  Railway  Co. 
(115  tJ.  S.,  587,  596)  ;  Peterson  v.  CMcago,  Rock  Island  &  Pacific  Railway  Co. 
(205  U.  S.,  384,  391). 

Tlie  case  of  Gulf  Oil  Corporation  v.  Leweltyn,  collectar  (248  U.  S.,  71),  rests 
on  the  same  principle,  to  wit,  that  the  dividends  did  not  represent.  In  fact,  in- 
come arising  or  accruing  since  March  1,  1913 : 

We  are  of  opinion  tliat  the  decision  of  tlie  district  court  was  right.  It  is  true 
that  the  petitioner  and  Its  subsidiaries  were  distinct  beings  in  contemplation 
of  law,  but  the  fact  that  they  were  related  as  parts  of  one  enterprise,  all  owned 
by  the  petitioner,  that  the  debts  were  all  enterprise  debts  due  to  members^  and 
that  the  divid^ids  represented  earnings  that  had  been  made  in  former  years 
and  that  practically  had  t>een  converted  into  capital,  unite  to  convince  us  tliat 
the  transaction  should  be  regarded  as  bookkeeping  rather  than  as  **  dividends 
declared  and  paid  in  the  ordinary  course  by  a  corporation." 

The  companies  had  no  money ;  all  of  their  funds  were  Invested  in  properties 
or  actually  required  to  carry  on  their  business,  and  the  dividends  were  merely 
a  method  of  transferring  to  the  books  of  the  parent  company  the  earnings  and 
surplus  on  the  books  of  the  subordinate  companlea 

The  court  said : 

The  earnings  thus  transferred  had  been  accumulated  and  had  been  used  as 
capital  before  the  taxing  year. — Lynch  v.  Turrish  (247  U.  S.,  221,  228). 

In  this  case,  however,  there  is  a  loan  from  one  company  to  another.  It  is 
carried  on  the  books  of  each  company  as  an  advance  by  one  still  owed  by  the 
other  and  the  question  here  is,  C?an  the  creditor  company  deduct  it  from  Its 
gross  Income  as  a  part  of  its  ordinary  expenses  of  operation  simply  because  of 
its  stock  ownership  in  the  other  company  and  their  intimate  business  connec- 
tion? We  conclude  that  the  two  corporations  were  separate  legal  entities. — 
Peterson  v.  Chicago,  Rock  Island  d  Pacific  Railway  (205  U.  S.,  364,  391)  ; 
Pullman  Paitoce  Car  Co.  v.  Missouri  Pacific  Co.  (115  U.  S.,  587,  597),  and  that 
the  sum  advanced  by  the  railway  to  the  terminal  company  was  not  properly 
deducted  as  a  part  of  the  railway's  openitlng  exiienses. 

The  question  was  raised  in  this  court  that  the  record  failed  to  show  a  demand 
for  a  refund  of  the  tax  after  its  payment  as  required  by  the  Revised  Statutes, 
section  3226. 

This  case  is  not  like  that  of  Rock  IsUmd,  Arkanscts  d  Lonigiaima  Railroad  Co. 
T.  United  States  (54  Ct  CJls.,  22),  recently  affirmed  by  the  United  States  Su- 
preme Court,  —  U.  S.,  —  (41  Sup.  Ct.,  55).  There,  as  both  courts  point  odt, 
the  payment  was  without  protest  or  any  notice  that  the  refusal  to  abate  was 
not  acquiesced  in.  Here,  when  making  the  payments,  the  railway  filed  its 
written  notice  claiming:  that  each  assessment  was  erroneous;  that  the  original 
return  showing  no  tax  to  be  due  was  correct ;  that  the  tax  was  paid  under  pro- 
test to  avoid  Iruuriiii:;  the  j)onaltIcs ;  and  that  an  action  would  be  brought  by 
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the  railway  to  recover  the  same.  This  might  \vell  be  considered  a  demand  for 
a  refund  cm  payment  under  protest  But  regardless  of  that,  no  such  question 
was  raised  in  the  district  court  nor  by  the  assignments  of  error.  Had  it  been, 
It  might  have  been  met  by  further  allegation  and  proof  if  such  was  necessary. 
We  do  not  think  it  can  be  raised  here  for  the  first  time. — Retzer  v.  Wood^  col- 
lector (109  U.  S..  185) ;  Green  County  v.  Tivomas,  executor  (211  IT.  S.,  598,  602). 

This  case  being  tried  by  the  court  and  the  facts  being  agreed  upon  and  spe- 
cially found  by  the  court  there  Is  no  reason  for  remanding  the  case  for  a  new 
trial,  but  the  judgment  rendered  can  be  directed  to  be  modified  in  accordance 
with  the  above  ruling  as  tc»  the  advances  made  by  the  railway  to  the  terminal 
company. — FeUman  v.  Royal  Ifuwrance  Co.  (184  Fed.,  557) ;  Fort  Scoit  v.  Hick- 
mm»  (U2  U.  S.,  150,  165). 

The  judgment  in  favor  of  the  plaintiff  should  be  reduced  to  the  extent  of 
deducting  $251.19  from'  the  amount  of  taxes  paid,  thus  making  tlie  sum  for 
which  judgment  should  have  been  entered  $798.56  with  Interest  thereon  to  date 
of  judgment  (June  14,  1920),  to  wit,  $1,054.97,  and  the  Judgment  reduced  to 
this  amount  and  so  modified  is  afiirmed. 


Sbgtiok  234,  Aanct^  561 :  AllowaUe  dednctions. 

(See  20-21-1637 ;  sec.  214(a)  1,  art.  105.)  Salaries  voted  subsequent 
to  close  of  taxable  year  1917. 

Section  234,  ARTiciiB  562 :  Donations.  1-21-1386 

(Also  Section  260,  Article  1005. )  T.  D.  3105 

In  order  to  obviate  the  necessity  of  fixing  amended  returns  for  the 
year  1918  by  corporations  which  filed  their  completed  returns  prior 
to  the  publication  of  the  opinion  of  the  Attorney  General  and  claimed 
deductions  on  account  of  contributions  to  the  Red  Cross  and  other 
recognized  war  organizations,  corporations  which  filed  their  returns 
and  claimed  such  deductions  prior  to  the  issuance  of  Treasury  De- 
cision 2847  should  file  immediately  with  the  collector  of  internal 
revenue  a  statement  showing  the  amount  of  such  deductions  claimed, 
the  amount  of  the  net  income  a^  reported  and  as  corrected,  and  the 
amount  of  additional  tax  due  by  reason  of  the  erroneous  claiming  of 
the  deduction.  The  total  amount  of  additional  tax  shown  to  be  due 
by  such  statement  should  be  paid  at  once,  together  with  interest  on 
each  installment  f  ix)m  tlie  original  due  date. 

In  cases  where  this  procedure  is  followed  amended  returns  will  not 
be  i*equired  and  the  statements  referred  to  when  received  by  this 
office,  through  the  collector's  office,  will  be  filed  with  the  original 
returns  in  lieu  of  amended  returns. 

Failure  to  file  a  statement  and  make  payment  of  the  additional  tax 
by  a  corporation  will  subject  it  to  the  five  per  cent  penalty  with  in- 
terest for  negligence  when  its  return  is  audited  and  the  deduction 
on  account  of  contributions  is  disallowed. 

Approved  December  27,  1920. 


Section  234,  Article  562 :  Donations.  4-21-1411 

A.  R.  R.  373 

The  committoo  hn^  had  under  consideration  the  appeal  of  > 
made  in  behalf  of  the  M  Company,  from  the  ruling  of  the  Incr 
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Tax  Unit,  that  contributions  made  by  the  said  corporation  to  the 
American  Red  Cross  second  war  fund.  United  War  Workers,  a 
Liberty  loan  drive,  and  the  Salvation  .Army  are  not  allowable  as 
deductions  from  gross  income  for  income  tax  purposes  under  the 
provisions  of  the  Revenue  Act  of  1918. 

From  the  records  in  the  case  it  appears  that  the  M  Company  was 
incorporated  in  1910  and  is  a  close  family  corporation,  its  entire 
capital  stock  being  held  by  five  individuals,  all  of  whom  are  directors 
and  three  of  whom  are  officers  of  the  company.  A  states  that  he  is 
fully  conversant  with  the  various  income  tax  decisions  relating  to 
"  gifts  and  donations  made  by  corporations  to  the  Red  Cross,  Liberty 
loan  campaigns,  and  the  various  war  workers'  organizations,"  but 
contends  that  in  the  case  of  small  and  close  corporations  which  made 
donations  to  such  organizations  "  with  the  two-fold  object  of  con- 
tributing to  worthy  causes  and  of  standing  well  in  the  community,  for 
not  to  have  contributed  liberally  would  have  been  a  decided  detri- 
ment," the  donations  so  made  are,  within  the  meaning  of  the  law, 
allowable  as  necessary  expenses.  He  further  contends  that  his  view- 
point is  strengthened  "when  one  considers  that  the  committee  did 
not  write  into  the  law  the  same  provisions  favoring  corporations  as 
individuals  only  because  it  felt  it  could  not  impliedly  condone  the 
wholesale  giving  away  of  stockholders'  property  by  boards  of  di- 
rectors," but  that  "  in  the  case  of  small  and  close  corporations  this 
phase  \70uld  not  be  pertinent." 

It  has  been  consistently  held  that  a  corporation  duly  organized  and 
chartered  and  not  entitled  to  classification  as  a  personal  service  cor- 
poration, nor  to  exemption  under  the  provisions  of  section  231  of  the 
Revenue  Act  of  1918,  is  a  separate  ana  distinct  taxable  entity  subject 
to  income  tax  under  the  provisions  of  section  230  and  entitled  to 
only  such  deductions  from  gross  income  as  are  allowable  under  sec- 
tion 234.  The  fact  that  a  corporation  is  a  so-called  "close"  or 
"  family  corporation,"  with  all  of  its  outstanding  stock  in  the  hands 
of  individuals  who  are  its  officers  or  directors,  does  not  alter  its 
taxable  status. 

Section  234  does  not  provide  for  the  deduction  by  corporations  of 
contributions  made  to  religious,  charitable,  scientinc,  or  educational 
corporations  or  associations.  The  M  Company  is  a  corporation  duly 
organized  and  chartered,  not  entitled  to  classification  as  a  personal 
service  corporation,  nor  to  exemption  under  the  provisions  01  section 
231,  and  therefore  it  is  not  entitled  under  any  provision  of  the 
Revenue  Act  of  1918  to  deduct  donations  made  to  corporations  organ- 
ized and  operated  exclusively  for  religious,  charitable,  scientific,  or 
educational  purposes,  as  such,  from  gross  income  for  purposes  of 
computing  income  tax.  The  only  head  under  which  it  may  be  sug- 
gested that  such  donations  when  made  by  a  corporation  could  be 
deducted  is  that  of  ordinary  and  necessary  expenses  incurred  directly 
in  the  maintenance  and  operation  of  a  trade  or  business.  The 
Attorney  General,  in  an  opinion  dated  May  19,  1919,  held,  in  effect,  A 
that  while  contributions  made  by  corporations  to  religious,  chari-  ^^ 
table,  scientific,  or  educational  corporations  or  associations  may  be 
beneficial  and  even  necessary  in  the  broader  sense,  they  can  not  be 
classed  as  ordinary  and  necessary  expenses  incurred  in  carrying  on  a 
trade  or  business  and  are  not  allowable  as  deductions  from  gross 
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income  for  purposes  of  the  income  tax  under  the  provisions  of  section 
234(1)  of  the  Revenue  Act  of  1918. 

The  Committee  is  of  the  opinion  that  contributions  made  by  a  cor- 
poration to  assist  a  Liberty  loan  drive  are  of  the  same  general  class 
of  contributions  as  those  covered  by  the  opinion  of  the  Attorney 
General,  and  it  therefore  recommends  that  the  ruling  of  the  Unit 
that  the  M  Company  is  not  entitled  to  claim  as  deduction  from  gross 
income  donations  made  to  the  American  Red  Cross,  United  War 
Workers,  Liberty  loan  drives,  and  the  Salvation  Army  be  sustained. 


Section  234,  Article  563 :  Sale  of  capital  stock, 
bonds,  and  capital  assets. 

(See  22-21-1665;  sec.  238,  art.  544.)     Discount  on  bonds  which 
mature  serially. 

Section  234,  Article  564 :  Interest. 

(See  4^-21-1407,  sec.  214  (a)l,  art.  111.)    Interest  on  dividends  in 
accordance  with  court  order. 


Section  234,  Article  566 :  Tax  on  bank  stock.  5-21-1420 

O.  D.  787 

The  "  Classification  Tax  Law  "  of  the  State  of  Montana  (chap.  51, 
sess.  laws  1919),  levies  a  tax  .upon  the  "moneyed  capital"  of  the 
Montana  banks,  assessable  directly  against  the  banks  which  are 
primarily  liable  therefor. 

Held,  that  beginning  with  the  year  1919,  the  banks  of  the  State  of 
Montana  are  entitled  to  deduct  from  gross  income  the  amount  of 
the  tax  paid  to  that  State  on  "  moneyed  capital,"  as  provided  in  the 
"Classification  Tax  Law"  of  Montana;  and  conversely,  the  stock- 
holders of  such  banks  will  not  be  required  to  include  the  amounts 
thus  paid  by  the  bank  in  their  respective  returns,  nor  allowed  to  de- 
duct such  amounts  from  their  ^oss  income  in  aetermining  the  net  . 
income  subject  to  Federal  taxation. 

This  ruling  is  not  applicable  to  the  case  of  national  banks,  with 
respect  to  which  the  Federal  statutes  prohibit  the  imposition  of  tax 
by  any  State  except  upon  the  value  of  real  estate. 


Section  234,  Article  566 :  Tax  on  bank  stock.  10-21-1500 

O.  D.  839 

Under  the  provisions  of  the  New  York  State  tax  law  on  or  before 
the  1st  day  of  June  each  year  a  bank  located  in  New  York  City  is  re- 
quired to  furnish  the  department  of  taxes  and  assessments  of  the 
city  of  New  York  with  a  statement  under  oath,  of  the  condition  of 
the  bank  on  the  1st  day  of  May  next  preceding.  On  the  basis  of  the 
report  thus  filed,  a  tax  is  assessed  against  the  shares  of  the  bank's 
stock.  On  or  before  December  15,  the  department  of  taxes  and  assess- 
ments ^s  required  to  make  a  statement  of  the  bank  assessment  and  the 
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tax  and  forthwith  to  mail  the  same  to  the  bank  and  to  send  a  certified 
copy  thereof  to  the  receiver  of  ta^ces,  whose  duty  it  is  to  collect  the  tax. 
The  law  provides  tliat  it  is  the  duty  of  the  bank  to  collect  tiie  tax  due 
upon  its  shares  of  stock  ♦  ♦  ♦  and  to  pay  the  same  *  *  *  in 
the  city  of  New  York  to  the  receiver  of  taxes  thereof  on  or  before  the  ^ 
31st  day  of  December.  ^^ 

The  question  is  presented  as  to  whether  the  stockholders  as  of  May 
1  or  the  stockholders  as  of  December  81  are  entitled  to  the  deduction 
of  the  tax  on  their  returns. 

Inasmuch  as  it  appears  that  May  1  is  the  date  upon  which  the 
assessment  is  deemed  to  be  made,  it  is  held  that  stockholders  of 
record  as  of  that  date  are  entitled  to  a  deduction  on  account  of  the 
tax  paid. 

Section  384,  Article  566 :  Tax  on  bank  stock.  2^-21-1677 

(Also  Section  250,  Article  1005.)  O.  D.944 

Banks  which  deducted  in  their  returns  of  income  for  1919  taxes 
assessed  against  their  stockholders  <m  aoconnt  of  their  ownership 
of  the  shares  of  stock  issued  by  such  banks  must  file  a  statement 
showing  the  amount  of  such  deductions  claim^,  the  amount  of  the 
net  income  as  reported  and  as  corrected,  and  the  amount  of  addi- 
tional tax  due  by  reason  of  the  erroneous  claiming  of  the  deduction. 
The  total  amount  of  additional  tax  shown  to  be  due  by  such  state- 
ment should  be  paid  at  once,  together  with  interest  at  the  rate  of 
1  per  cent  a  moi^h  on  the  amount  of  the  deficiency  of  each  install- 
ment from  the  original  due  date. 

The  deduction  of  these  taxes  beiiig  clearly  attributable  to  negli- 
gence on  the  part  of  the  taxpayer,  there  should  also  be  added  to  the 
additional  tax  shown  to  be  due  in  each  case  the  penalty  of  5  per 
cent  provided  by  section  250(b)  of  the  Revenue  Act  of  1918. 

In  cases  where  the  above  procedure  is  followed  amended  returns 
will  not  be  required,  and  the  statements  referred  to  when  received 
by  this  office  will  be  filed  with  the  original  returns  in  lieu  of  amended 
returns. 

Section  234,  Article  566 :  Tax  on  bank  stock.  25-21-1696 

O.  D.  954 

Part  3,  chapter  490,  section  11  of  the  Acts  of  1909  as  amended  (the 
Statute  of  the  State  of  Massachusetts),  provides  that  the  bank-stock 
tax  shall  be  assessed  against  the  shareliolders.     Section  12  of  the  * 

same  chapter  provides  that  the  tax  shall  be  paid  by  the  bank,  but 
it  is  provided  under  section  18  of  chapter  490  that  this  tax  when 
assessed  constitutes  a  lien  against  the  snares  of  stock  and  such  lien 
is  only  removed  by  payment  of  the  tax.  ' 

Since  the  tax  is  levied  against  tlie  shareholders  who  are  primarily 
liable  for  the  pa3anent  thereof,  the  amount  of  such  tax  paid  by  State  ^ 
banks  of  Massachusetts  on  behalf  of  their  stockholders  is  not  a  proper  A 
deduction  from  the  gross  income  of  the  bank.  Article  566  of  Kegu- 
lations  45  governs  in  regard  to  the  treatment  of  this  tax  for  the  pur- 
pose of  the  income  and  profits  taxes,  as  it  applies  both  to  the  bank 
and  to  the  shareholders. 
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£^kCTioN  234,  AjmcLB  568 :  Deductions  allowed  18-21-1612 

insurance  companies.  SoL  Op.  100 

COftFOEATfON  OXCIBS  TAXB8 :  ACT  Of  AUOITSF  S,  1906^  SBCTION  58. 

So-cailed  caali  booasee  and  otter  sums  pSLkl  as  a  ^;iatui<7  by  an 
jasurance  compaiu^  to  aoaparticipatifig  xx^lic^holders  4»r  beD^clarles 
may  not  be  deducted  from  groBB  iiicGme  In  corporaUon  ^"xclae  tax 
returns  as  srnns  other  than  dividends  paid  wttldn  the  year  on  policy 
and  aoAuity  contiacts. 

The  claim  of  the  M  Life  Insurance  Oompaiiy  for  the  refund  of  a 
dollars  corporation  excise  tax  paid  for  the  year  ending  December  31, 
1912,  raises  the  question  wh^her  the  following  items  may  be  de- 
ducted as  "  sums  other  than  dividends  paid  withm  the  year  on  policy 
and  annuity  contracts  "  under  the  provisions  of  the  seeond  paragraph 
of  section  38  of  the  Act  of  August  5, 1909 : 

Cash  boraaes  paid  on  AonparticipatiBs  indoatrial  policiea,  IOOjt  dollars  being 
»dditi«Bis  to  death  eiaima 

9  deilars  beiaier  addid^NMs  to  matured  endowsaeBta. 

ix  dollars  being  payments  made  on  death  claims  under  term  policies  wbere 
death  of  the  insured  occurred  after  the  expiration  of  the  poUdes. 

Ix  dollars  being  the  ameont  inqained  to  convert  wIk^  life  poUciee  Into  en- 
dowments where  the  insured  had  reaciied  aae  of  eicrhty  and  had  paid  premiums 
fat  not  less  tiuun  25  years. 

Section  38  of  the  Act  of  1909  provides  in  part: 

Second.  Such  net  Income  shall  be  ascertained  by  deducting  from  the  ^roes 
amount  of  the  Income  of  such  corporation,  joint  stock  company  or  association, 
or  insoranoe  company,  received  witiiin  the  year  from  all  aources;  *  «  * 
<8eeond)  aU  iossee  actually  sustained  within  the  year  and  not  compeosated  by 
^isurance  or  otherwise,  including  a  reasonable  allowance  for  depreciation  of 
property,  !f  any,  and  in  the  case  of  insurance  companies  the  sums  other  than 
dividends  paid  within  tjie  year  on  policy  and  annnity  contracts  and  the  net 
addition,  if  any,  lequlred  by  law  to  be  made  within  tlie  year  to  reserve 
funds    •    ♦    *. 

The  principal  item  involTed  is  that  relating  to  ^  cast  bemuses 
paid  on  noaparticipating  }>olicies,  lOOic  dollars  being  additi-<Mtis  to 
death  claims.  This  item  is  made  up  of  a  large  number  of  com- 
paratively small  payments  to  the  beneficiaries  of  industrial  policies, 
generally  known  as  ^  mortuary  bonuses.'*  They  were  payments  made 
m  addition  to  the  face  value  of  policies  which  maturra  by  the  death 
of  policyholders  during  the  year  1912,  and  were  paid  in  cash  by  the 
company  to  the  beneficiary  named. 

Tne  oMnpany  contends  that  the  items  ai^  a  proper  deductioa,  be- 
ca^^  (1)  diey  are  payable  in  cadi  to  tibe  benenciary  under  a  policy 
of  ii^urance;  (2)  diey  mature  and  become  payable  onlj  in  cash  in 
case  of  the  death  of  me  person  insured  under  such  a  policy  contract ; 
(3)  they  provide  indemnity  against  death  to  the  amount  of  the 
bonus  addition  in  each  case;  and  (4)  no  liability  arises  and  no  pay- 
ment can  be  enforced  unless  death  of  the  insured  p(4ic^older  occurs 
within  the  term  of  the  policy,  which  in  these  cases  is  a  tM*m  of  one 
jear.  Relying  upon  the  afoovie,  the  company  maintains  that  from 
an  insurance  standpoint  each  mortuary  bonus  paid  during  the  year 
is  in  effoct  the  payment  of  a  death  claim  under  a  one-y«ar  term  policy 
fqr  'the  amount  of  the  bonus,  the  number  and  amount  of  claims  to 
be  paid  being  wholly  dependent  on  the  number  of  deaths  occurring 
among  insured  policyholders  and  distribution  being  determined  by 
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the  chance  of  mortality  among  the  persons  entitled  to  receive  mortu- 
ary bonus  additions  to  their  policies  if  they  die. 

The  circumstances  which  gave  rise  to  these  bonus  payments  are  as 
follows:  Shortly  before  the  end  of  the  year  1911  the  board  of  di- 
rectors of  the  company  gave  official  consideration  to  its  assets  and 
liabilities,  including  its  relations  and  obligations  to  policyholders. 
As  a  result  of  such  consideration  the  board  voted,  as  it  had  done  for 
several  years  preceding,  to  make  certain  bonus  allowances  to  its 
policyholders — some  to  consist  of  cash  payments,  some  to  consist  of 
premium  abatements,  and  others  to  consist  of  payments  in  the  nature 
of  yearly  term  insurance,  specified  and  describled  in  the  resolution 
adopted  in  words  as  follows : 

Mortuary  bonuses: 

On  premium  paying  poUcies  Issued  prior  to  January  1,  1907.  on  the  whole 
life,  $500.     Endowment  at  age  80,  and  increasing  life  and  endowment  plans: 

Vi^hen  death  occurs  after  policy  has  been  In  force — over  5  years,  u  bonus 
of  1/  per  cent ;  over  10  years,  a  bonus  of  2y  per  cent ;  over  15  years,  a  bonus 
of  3|/  per  cent ;  over  20  years,  a  bonus  of  4y  per  c«ttt ;  over  25  years,  a  bonus 
of  5y  per  cent ;  over  30  years,  a  bonus  of  %  per  cent. 

The  allowance  of  these  mortuary  additions  to  the  policies  matur- 
ing in  the  year  1912,  as  specified  in  the  resolution,  was  a  repetition 
of  what  had  been  done  by  the  company  with  reierence  to  similar 
policies  which  matured  in  1911  and  tor  preceding  years  as  far  back 
as  1907,  a  practice  which  had  been  well  known  to  the  policyholders 
of  the  company. 

The  Commissioner  of  Internal  Revenue  advised  the  company  by 
letter  that  none  of  the  items  referred  to  were  dividends  (because 
paid  to  holders  of  nonparticipating  policies)  and  disallowed  the 
items  as  a  deduction  from  gross  income  for  the  year  1912,  upon  the 
ground  that  they  were  "gratuitous"  and  were  not  payable  under 
tne  terms  of  the  policy  or  contract  of  insurance.  The  company  con- 
cedes at  the  outset  that  there  was  no  legal  obligation  to  make  these 
payments  under  the  terms  of  the  contract  of  insurance  with  its 
policyholders,  but  maintains  that  equitablv  these  refimds  were  due 
the  policyholders  because  the  companv  had  charged  them  more  than 
was  found  necessary  in  estimating  the  cost  of  insurance. 

The  question  therefore  resolves  itself  into  a  construction  of  the 
meaning  of  the  following  words  of  the  statute :  "  8U7n8  other  than 
dividends^  paid  within  the  year  07i  policy  and  annuity  contracts^^ 
The  word  "  on  "  is  properly  construed  in  this  connection  as  meaning 
"  by  virtue  of  "  or  "  under  the  terms  of  "  the  policy  and  not  as  mean- 
ing "  in  relation  to,"  as  contended  by  the  company.  The  construction 
adopted  does  not  do  violence  to  the  language  of  the  statute,  but 
carries  out  the  evident  purpose  and  intent  of  the  legislature.  Further- 
more, the  clause  having  reference  to  a  deduction  from  gross  income  is 
in  the  nature  of  a  partial  exemption  from  taxation  and  should  be 
strictly  construed. 

The  word  "on"  is  interchangeable  with  the  word  "upon."  See 
Words  and  Phrases.  The  items  sought  to  be  deducted  were  not  paid  A 
"  on  "  or  "  upon  "  the  policies  of  insurance,  but  were  in  addition  to  w^^ 
the  amounts  payable  under  the  terms  thereof.  They  were  not  paid 
by  virtue  of  the  contract  of  insurance  because  the  terms  thereof* did 
not  contemplate  or  require  any  additional  payments.  Payment  of  the 
so-called  bonuses  could  not  have  been  compelled  by  a  poUcyholder  by 
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reason  of  any  legal  riffht  existing  in  the  policyholder  as  against  the 
company  even  after  the  passage  of  the  resolution  by  the  board  of 
directors.  There  was  nothing  to  prevent  the  board  from  revoking  its 
action  or  to  prevent  the  board  from  discontinuing  the  bonus  pay- 
ments in  any  subsequent  year. 

Strictly  speaking,  the  payments  were  not  bonuses,  a  bonus  being  a 
payment  based  upon  consideration.  A  bonus  is  "  a  premium  paid." 
Bouvier's  Law  Dictionary  (Rawle's  3rd  Ed.),  Vol.  1.  It  is  "not  a 
gift  or  fatuity,  but  a  sum  paid  for  services  or  upon  a  consideration 
m  addition  to  or  in  excess  of  that  which  would  ordinarilj^  be  given.^' 
Kenicott  v.  Wayne  County^  16  Wall.,  452,  471.  "  Bonus  "  is  associ- 
ated with  the  knowledge  of  some  advantage,  benefit,  or  quid  pro  quo^ 
stipulated.  Consolidated  Bank  v.  State^  5  La.  Ann.,  44,  67.  The 
payments  in  this  case  were  gratuitous.  "  Gratuitous  "  has  been  de- 
nned as  "without  valuable  or  legal  consideration."  Bouvier's  Law 
Dictionary  (Rawle's  3rd  Ed.),  Vol.  2.  "  Gratuity  "  is  "  a  benefit "  of 
pecuniary  value  bestowed  without  claim  or  demand.  State  v.  Maddox^ 
80  S.  C,  452;  61  S.  E.,  964,  965.  The  payments  by  the  company  were 
without  consideration  and  were  based  upon  no  legal  obligation.  As 
such  they  do  not  come  within  the  language  of  the  statute  and  are  not 
deductible  from  gross  income.  It  follows  that  the  other  two  items 
involved  in  the  claim  for  refund  must  also  be  disallowed,  as  they  have 
even  less  connection  with  the  terms  of  the  policy  and  were  purely 
gratuitous  payments  by  the  company. 

It  appears  that  some  insurance  companies  have  included  these  so- 
called  cash  bonuses  as  part  of  "  death  losses  "  and  have  deducted  them 
under  this  item  in  returns  filed.    The  Unit  should  require  amended  * 
returns  in  such  cases  and  assess  the  additional  taxes  due,  securing 
waivers,  if  possible,  in  cases  where  the  statute  of  limitations  has  run. 

It  is  held  that  amounts  paid  as  a  gratuity  by  an  insurance  com- 
pany to  nonparticipating  policyholders  or  beneficiaries  may  not  be 
deducted  from  gross  income  as  sums  other  than  dividends  paid  within 
the  year  on  policy  and  annuity  contracts  under  the  provisions  of 
section  38  of  the  Act  of  August  5, 1909. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenue, 


Section  234,  Article  569:  Required  addition  2-21-1391 

to  reserve  funds  of  insurance  companies.  L.  0. 1056 

INSURANCE— SECTION  234(a)   10  OF  THE  REVENUE  ACT  OF  1918. 

The  reserve  set  up  by  a  flro  insurance  company  against  unpaid 
losses  is  not  a  reserve  required  by  law  within  the  meaning  of  sec- 
tion 234(a)  10  of  the  Revenue  Act  of  1918. 

The  reasoning  of  this  opinion  is  equally  applicable  to  the  similar 
provision  of  the  Revenue  Act  of  1916  as  amended  by  the  Revenue 
Act  of  1917  [section  12(a)  Second,  (c)]  and  necessitates  the  same 
conclusion  thereunder. 

McCoach  V.  Insurance  Company  of  North  Amei'ica,  244  U.  S.  585 
(T.  D.  2501)  and  Maryland  Casualty  Company  v.  United  States, 
251  U.  S.  342  (T.  D.  3013)  distinguished. 

The  question  is  raised  whether  the  reserve  set  up  by  a  fire  insur- 
ance company  against  unpaid  losses  is  a  reserve  within  the  meaning 
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of  th^  provision  of  the  Revenue  Act  of  1918  permitting  a  deduction 
from  gross  income  in  the  case  of  insurance  companies^  of  the  '^  net 
addition  reouired  by  law  to  be  made  within  the  taxable  year  to  re- 
serve funds. 

Section  234(a)  of  the  Revenue  Act  of  1918  provides: 

That  in  computing  the  net  income  of  a  corporation  subject  to  the  tax  Im- 
posed by  section  230  there  shaU  be  allowed  as  deductions :    *    *    * 

(10)  In  the  case  of  insurance  companies,    ♦    ♦    ♦: 

(a)  The  net  addition  required  by  law  to  be  made  within  tlie  taxable  year  to 
reserve  funds    ♦    *    ♦. 

The  insurance  commissioners  of  the  several  States  require  fire  in- 
surance companies  to  return  each  year  as  an  item  of  their  liabilities 
the  net  amount  of  unpaid  losses  whether  actually  adjusted  or  in 
process  of  adjustment  or  resisted,  and  it  is  (Contended  on  behalf  of 
such  insurance  companies  that,  under  the  decision  of  the  Supreme 
Court  of  the  United  States  in  the  case  of  the  Maryland  Camalty 
Company  v.  United  States,  251  U.  S.  342  (T.  D.  3013),  the  amount 
of  this  item  constitutes  a  "  reserve  "  within  the  meaning  of  the  pro- 
vision of  the  Revenue  Act  of  1918  above  cited. 

The  case  of  McCoaoh  v.  Insurance  Corwpam^  of  North  America, 
244  U.  S.  585  (T.  D.  2501),  involved  the  very  question  here  pre- 
sented, and  the  court  held : 

In  our  opinion  tlie  re8erve  against  unpaid  losses  is  not  "  required  by  law  " 
in  Pennsylvania  within  the  meaning:  of  the  Act  of  Congress. 

In  reaching  this  conclusion  the  court  pointed  out  "  with  respect  to 
camudty  coTnpanies  and  these  only  "  (italics  are  mine)  the  act  of  the 
Pennsylvania  Lsgislature  of  1911  required  "that  a  reserve  be  main- 
tained against  unpaid  losses  based  upon  the  amount  of  claims  pre- 
sented." This  language  has  been  construed  to  mean  that  in  com- 
puting the  net  addition  to  reserves  deductible,  in  the  case  of  insur- 
ance companies,  from  net  income,  only  reserves  required  to  be  set  up 
by  express  statutory  provision  were  to  be  taken  into  consideration. 
But  tne  court  further  said : 

It  appears  that  under  this  legislation,  and  under  previous  statutes  In  force 
since  1873,  the  insurance  commissioner  has  required  plaintiff  and  similar  com- 
panies to  return  each  year,  as  an  item  amonf;  their  liabilities,  the  net  amount 
of  unpaid  losses  and  claims,  whether  actually  adjusted,  in  process  of  adjust- 
ment, or  resisted.  And,  although  this  practice  has  not  been  sanctioned  by  any 
decision  of  the  Supreme  Court  of  the  State,  it  is  relied  upon  as  an  administrative 
interpretation  of  the  law. 

Conceding  full  effect  to  this,  It  still  does  not  answer  the  question  whether 
the  amounts  required  to  be  held  against  unpaid  losses  in  the  case  of  fire  and 
marine  insurance  companies  are  held  as  "  reserves "  within  the  meaning  of 
the  Pennsylvania  law  or  of  the  Act  of  Congress,  however  they  may  be  designated 
upon  the  official  forms.  As  already  appears,  the  Pennsylvania  act  specifically 
requires  debts  and  claims  of  all  kinds  to  be  included  in  the  statement  of  liabili- 
ties, and  treats  them  as  something  distinct  from  reserves.  The  object  is  to 
exercise  abundant  caution  to  maintain  the  companies  in  a  secure  financial 
position. 

The  Act  of  Congress,  on  the  other  hand,  deals  with  reserves  not  particularly 
in  their  bearing  upon  the  solvency  of  the  company,  but  as  they  aid  In  deter- 
mining what  part  of  the  gross  income  ought  to  be  treated  as  net  income  for 
the  purposes  of  taxation.  There  is  a  specific  provision  for  deducting  "  all 
losses  actually  sustained  within  the  year  and  not  compensated  by  insurance 
or  otherwise."  And  this  is  a  sufficient  indication  that  losses  in  immediate 
contemplation,  but  not  as  yet  actually  sustained,  were  not  intended  to  be  treated 
as  part  of  the  reserve  funds,  tliat  term  rather  halving  reference  to  the  funda 
ordinarily  held  as  against  the  contingent  Uabiiiti;  on  outstanding  polieieSt 
(Italics  are  mine.) 
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The  case  of  the  Maryland  OamuiUy  Company  v.  United  States^ 
supra,  involved  the  right  of  a  casualty  insurance  company  to  deduct 
from  its  gross  income,  under  the  corresponding  provision  of  the  Act 
of  October  3,  1913  [pai^agraph  6(b)],  the  amount  of  certain  liabili- 
ties shown  upon  its  return  to  the  State  insurance  department.  The 
case  was  tried  in  the  United  States  Court  of  Claims  and  the  court  in 
its  decision  (52  Ct.  CI.  201;  T.  D.  2451)  said: 

It  is  not  to  be  supposed  that  Congress  in  proriding  this  specific  exemption 
intended  a  wider  latitude  wiUi  rel^rence  thereto  than  the  express  words  of  the 
Act  clearly  designate.  The  limitation  is  confined  to  net  additions  to  reserve 
funds  rquired  by  law,  and  the  eatpress  provisions  of  statutory  law  fix  the  deter> 
mining  basis.     (Italics  are  mine.) 

The  case  was  appealed  to  the  Supreme  Court  of  the  United  States 
and  that  court,  in  modifying  the  judgment  of  the  Court  of  Claims 
said  (251  U.  S.  342;  T.  D.  3013) : 

But  the  Court  of  Claims  approved  the  action  of  the  (jovemment  in  rejecting 
other  claimed  deductions  of  reserves  for  **  unpaid  taxes,  salaries,  brokerage,  and 
reinsurance  due  other  companies."  The  court  gave  as  its  reason  for  this  con- 
cinsion  that  the  "*  net  addition,  if  any,  required  hy  law  to  be  made  within  the  year 
to  reserve  funds,"  which  the  Act  of  Oongress  permitted  to  be  deducted  from 
^Ofls  income  waa  limited  to  reserves  required  by  express  statutory  provision 
and  did  not  apply  to  reserves  required  by  the  rules  and  regulations  of  State 
Insurance  departments  when  promulgated  tn  the  exercise  of  an  appropriate 
power  conferred  by  statute. 

In  this  the  Court  of  Clain»  £eU  into  a*ror.  It  is  settled  by  many  recent  deci- 
aiona  of  this  court  that  a  regulation  by  a  department  of  Government  addi-esaed 
to  and  reasonably  adajited  to  the  enforcement  of  an  Act  of  Congress,  the  admin- 
istration of  which  is  confided  to  such  department,  has  the  force  and  effect  of  law 
if  it  be  not  in  conflict  with  express  statutory  provision.  United  StateM  v.  Ori- 
maud,  220  U.  8.,  906;  Uniied  States  y,  BirdsaU^  233  U.  S.,  223, 231 ;  United  Stmte>t 
V.  SmuU,  236  U.  S.,  405,  409,  411 ;  United  States  v.  Morehead,  243  TJ.  S.,  607.  The 
law  is  not  different  with  respect  to  the  rules  and  regulations  of  a  department 
of  a  State  government 

But  although  the  court  thus  enlarged  the  definition  of  reserves 
required  by  law  to  include  not  only  reserves  required  by  express  pro- 
vision of  the  statute  but  also  those  required  by  the  rules  and  regu- 
lations of  State  insurance  de|)artmente  when  promulgated  in  the 
eLii:erci5e  of  an  appropriate  power  conferred  by  statute,  it  turther  said : 

But  it  ia  contended  by  the  claimant  tliat  it  was  required  to  provide  "  reserves  ** 
for  the  payment  of  the  rejected  items  of  liability,  because  the  Court  of  Claims 
found  that  pursuant  to  statutes  the  insurance  department  of  Pennsylvania 
required  the  comjMmy,  as  a  condition  of  doing  business  in  that  State,  to  keep  on 
hand  ** assets  as  reserves"  sufficient  to  cover  all  claims  against  the  company, 
"  whether  due  or  accrued  " ;  because  the  department  of  New  York  required  it 
to  maintain  **  reserves  sfrtRcient  to  meet  all  of  its  accrued  but  unpaid  indebted- 
ness in  each  year  " ;  and  because  the  department  of  Wisconsin  required  it  to 
carry  **  sufficient  reserves  to  cover  all  of  its  outstanding  liabilities." 

Whether  this  contention  of  the  claimant  can  be  justified  or  not  depends  upon 
the  meaning  which  is  to  be  given  to  the  words  "reswve  funds"  in  the  two 
Acts  of  Congress  we  are  considering. 

The  term  "  reserve "  or  "  reserves "  has  a  special  meaning  in  the  law  of 
insurance.  While  its  scope  varies  under  different  laws,  in  general  it  means 
a  sum  of  money,  variously  computed  or  estifnated,  which,  with  accretions  from 
interest,  is  set  aside,  **  reserved  **  as  a  fund  with  which  to  mature  or  liquidate, 
whether  by  paifment  or  reinsurance  uHth  other  comfMwies,  future  unaccrued 
and  eontinffent  claimis,  and  cfaims  accrued,  but  contingent  and  indefinite  as  to 
amount  or  time  of  payment.     (Italics  are  mine.) 

In  the  case  of  McCoach  v.  Insurance  Company  of  North  America^ 
supra,  the  Supreme  Court  of  the  United  States  expressly  held  that 
the  reserve  set  up  by  a  fire  insurance  company  against  unpaid  losses 
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is  not  a  reserve  within  the  meaning  of  the  Act  of  Congress  as  above 
defined. 

The  decision  of  the  question  presented  might  well  be  rested  upon 
this  decision,  but  the  conclusion  finds  strong  support  in  other  pro- 
visions of  the  statute.  Section  234(a)  of  the  Revenue  Act  of  1918 
further  provides: 

That  in  computing  the  net  income  of  a  corporation  subject  to  the  tax  imposed 
by  section  230  there  shall  be  aUowed  as  deductions :     ♦     *     ♦ 

(4)  Losses  sustained  during  the  taxable  year  and  not  romi>eusated  for  by 
insurance  or  otherwise. 

Section  232  of  the  Revenue  Act  of  1918  provides : 

That  in  the  case  of  a  corporation  subject  to  the  tax  imposed  by  section  230 
♦  ♦  *  the  net  income  shall  hi*  computed  on  the  same  basis  as  is  provldeil  in 
subdivision  (b)  of  section  212  or  in  section  226. 

(Section  226  relates  to  change  of  the  accounting  period.)  Section 
212(b)  provides  that: 

The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer's  auiiual 
accounting  period  ♦  *  ♦  ia  accordance  with  the  method  of  accounting  regu- 
larl^'  employed  in  keeping  the  books  of  such  taxpayer;     *     *     ♦. 

It  has  been  repeatedly  stated  on  behalf  of  the  fire  insurance  com- 
panies, and  never  denied,  that  their  books  are  kept  upon  an  accrued 
and  incurred  basis.  It  is  clear,  therefore,  that  under  the  law  they 
are  entitled  to  deduct  the  several  items  included  in  unpaid  losses  as 
"losses,"  and  to  allow  them  also  to  include  these  items  in  reserves 
the  net  additions  to  which  may  be  deducted  from  gross  income  in 
determining  the  taxable  income  of  such  companies,  would  be  in 
effect  to  permit  them  a  double  deduction,  a  result  which  can  not  be 

E resumed  to  have  been  intended  by  Congress,  and  which  could  only 
e  reached  under  the  compulsion  of  an  express  provision  of  the 
statute. 

It  is  therefore  held  that  a  reserve  set  up  by  a  fire  insurance  com- 
pany against  unpaid  losses  is  not  a  reserve  required  by  law  within 
the  meaning  of  section  234(a)  10  of  the  Revenue  Act  of  i918. 

The  reasoning  of  this  opinion  is  equally  applicable  to  the  similar 
provision  of  the  Revenue  Act  of  1916  as  amended  by  the  Revenue 
Act  of  1917  [section  12(a).  Second,  (c)]  and  necessitates  the  same 
conclusion  thereunder. 

Carl.  A.  Mapes, 
Solicitor  of  Internal  Revenue* 


Section  234,  Article  570:  Special  deductions  3-21-1402 

allowed  in  the  case  of  combined  life,  health,  Sol.  Op.  83 

and  accident  policies. 

INCOME  TAX— SECTION  284(a)    11,  REVENUE  ACT  OF  1918. 

Under  section  234(a)  11  of  the  Revenue  Act  of  1918,  a  corpora- 
tion issuing  combination  policies  of  life,  health,  and  accident  in- 
suranai  is  entitled  to  deduct  only  such  portion  of  the  net  addition 
(not  required  by  law)  made  within  the  taxable  year  to  reserve 
funds  as  the  Commissioner  finds  to  be  required  for  tlie  protection 
of  the  holders  of  such  policies. 

The  question  is  presented  as  to  the  extent  of  the  deductions  allowed 
to  a  corporation  writing  combination  policies  of  life,  health,  and  acci- 
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dent  insurance,,  in  .computing  its.net  income,  under  the  provisions  of 
section  234(a)  11  of  the  Revenue  Act  of  1918. 

Section  234(a)  of  the  Revenue  Act  of  1918  provides: 

That  in  computing  tlie  net  income  of  a  corp<iratiou  subject  to  the  tax  imposed 
by  section  230  tbere  shaU  be  aUowed  us  deductions: 

m  *  «  «  «  *  * 

(11)  In  the  case  of  coiporations  issuing  policies  covering  life,  health,  and 
'accident  insurance  combined  in  one  iwlicy  issue<l  on  the  weeltly  premium  i)ay- 
nient  plan  continuing  for  life  and  not  subject  to  cancellation,  in  addition  to 
the  above,  such  portion  of  the  net  addition  (not  required  by  law)  made  within 
the  taxable  year  to  reserve  funds  as  the  Commissioner  finds  to  be  required  for 
the  protection  of  the  holders  of  such  policies  only. 

It  is  contended  by  some  insurance  companies  writing  combination 
policies  covering  life,  health,  and  accident  insurance  that,  since  no 
reserve  for  this  purpose  was  recognized  prior  to  the  Revenue  Act  of 
1918,  the  entii'e  reserve  may  be  deducted  from  gross  income  under  the 
provision  cited ;  in  other  words,  that  these  companies  are  to  be  treated 
in  the  same  manner  as  a  company  just  starting  in  business  and  al- 
lowed to  deduct  the  entire  reserve  from  their  gross  income. 

The  rule  applicable  in  this  case  was  well  stated  in  Swarts  v.  Siegel^ 
117  Fed.  13, 18.    The  Court  there  said : 

There  Is  no  safer  or  better  settled  canon  of  interpretation  than  that  when 
the  language  is  clear  and  unambiguous  it  must  be  held  to  mean  what  it  plainly 
expresses  and  no  room  is  left  for  construction. 

This  rule  is  well  supported  by  Gilbert  v.  Dytitut^  91  Wis.  661, 
666, 65  N.  W.  511,  518 ;  section  367  Lewis's  Sutherland  Statutory  Con- 
struction (2nd  Ed.),  and  the  cases  there  cited. 

The  paragraph  of  the  Act  here  in  (question  expressly  recognizes  the 
existence  of  reserve  funds  not  required  by  law  and  provides  only 
for  the  deduction  of  a  portion  of  "  the  net  addition  *  *  *  made 
within  the  taxable  year."  This  language  is  susceptible  of  but  one 
construction  and  the  decision  of  the  question  presented  might  well 
be  rested  here.  There  is,  however,  another  reason  why  the  conten- 
tion above  made  can  not  be  conceded.  The  deduction  allowed  is  not 
of  "the  net  addition  (not  reguired  by  law)  made  within  the  taxable 
year  to  reserve  funds  "  but  or  "  such  portion  of  the  net  addition  (not 
required  by  law)  made  within  the  taxable  year  to  reserve  funds  as 
the  Commissioner  finds  to  be  required  for  the  protection  of  the  hold- 
ers of  such  policies  onl3\"  The  deduction  allowed  is  not  necessarily 
for  the  entire  net  addition  made  to  reserve  funds  but  the  portion  of 
such  net  addition  to  be  deducted  is  determinable  by  the  Commissioner 
in  the  exercise  of  a  reasonable  discretion.  He  must  find  that  the 
portion  allowed  as  a  deduction  is  "  required  for  the  protection  of 
the  holders  of  such  policies  only."  In  the  exercise  of  this  discre- 
tion the  Commissioner  has  prescribed  (art.  570,  Regulations  45) : 

Corporations  which  issue  combination  policies  of  life,  health,  and  accident 
insurance  on  the  weekly  premium  payment  plan  continuing  for  life  and  not 
subject  to  cancellation,  may  deduct  from  gross  income  only  such  portion  of  the 
net  addition  not  required  by  law  made  within  the  taxable  year  to  reserve  funds 
as  is  needed  for  the  protection  of  the  holders  of  such  combination  policies.  In 
general,  the  net  addition  to  any  fund  especially  maintained  for  the  protection 
of  such  policyholders  may  be  deductetl.  The  determination  by  the  company  of 
the  need  for  such  addition  is  subject  to  review  by  the  Commissioner  and  the 
return  of  income  should  be  accompanied  by  a  full  explanation  of  the  basis 
upon  which  such  fund  and  the  additions  to  it  are  determined. 

The  effect  of  this  regulation  is  that  the  "net  addition  (not  re- 
quired by  law)  within  the  taxable  year  to  reserve  funds"  is  the  ma!xi- 
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mum  amotmt  whkh  may  be  found  by  the  Commissioner  to  be  re- 
quired "  for  the  protection  of  the  holders  of  such  policies  <mly.*'  No 
evidence  has  been  presented  that  such  a  finding  is  not  within  the 
limits  of  a  reasonable  discretion. 

It  is,  therefore,  held  that  under  section  2M(a)  11  of  the  Revenue 
Act  of  1918,  a  corporation  issuinj]^  combination  policies  of  life,  health, 
and  accident  insurance  is  entitled  to  deduct  only  such  portion  of  the 
net  addition  (not  required  by  law)  made  within  the  taxable  year  to 
reserve  funds  as  the  Commissioner  finds  to  be  required  for  the  pro- 
tecti<m  of  the  holders  of  such  policies. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Reverme, 


SECTION  287.— PAYMENT  OP  TAX  AT  SOURCE. 

Section  237,  Articue  COl :  Withholding  in  the  12-21-1523 

case  of  nonresident  foreign  corporations.  O.  D.  853 

A  domestic  corporation  making  payments  of  fixed  or  determinable 
annual  or  periodical  income  to  a  nonresident  foreign  corporation  is 
not  relieved  from  compliance  wiUi  the  witliholdmg  requirements 
of  the  income  tax  law  on  account  of  the  fact  that  the  nonresident 
foreign  corporation  has  filed  Federal  income  tax  returns  and  claims 
for  refund  of  excess  taxes  paid  during  prior  years. 


SEcrrioK  237,  Article  601 :  Withholding  in  the  19-^21-1627 

case  of  nonresident  foreign  corporations.  O.  D.  910 

A  tax  of  ten  per  cent  is  required  to  be  withheld  from  the  interest 
credited  by  a  domestic  bank  to  the  account  of  a  foreign  corporation 
not  having  any  oflSce  or  place  of  business  in  the  United  States  Re- 
gardless of  the  fact  that  the  foreign  corporation  intends  to  file  an 
income  tax  return  covering  its  income  from  all  sources  within  the 
United  States. 

Section  237,  Article  601 :  Withholding  in  the 
case  of  nonresident  foreign  corporations. 

(See  26-21-1702;  sec.  213(b),  art.  83.)  Majority  of  stock  owned 
by  a  foreign  Government. 


SECTION  239.— CORPORATION  RETURNS. 

S3BCTION   239,   Article   621:   Corporation   re-  12-21-1524 

turns.  Sol.  Op.  91 

Retxjbns — Sections  10  and  13  of  Revenue  Act  Appboved  September  8,  1916; 
Sections  201  and  203  of  Revenue  Act  Appboved  October  3,  1917. 

Where  a  single  stockholder  acquires  all  of  tlie  stock  in  a  cor- 
poration organized  and  existing  under  the  laws  of  Ohio,  and  there- 
after carries  on  the  business  in  the  corporate  name  and  with  cor- 
p(»rate  property,  the  coriioration  is  not  thereby  dissolved,  and  it 
should  be  required  to  lile  returns  as  a  coiporation. 

An  opinion  is  requested  as  to  whetiier  a  corporation,  organized 
under  the  laws  of  Ohio,  all  of  the  capital  stock  of  which  had  been 
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acquired  by  and  transferred  to  one  peracoi,  and  the  business  con- 
duked  by  tliat  person  in  the  corporate^a^  is  taxable  as  a  corpora- 
iion. 

It  appears  from  the  file  in  this  caae  that  the  M  Company  was  m- 
corporated  under  the  laws  of  Ohio,  in  1902,  with  a  capital  stock  of 
12y  shares  of  the  par  value  of  $100  each,  all  of  which  was  issued 
and  outstanding  on  January  1,  1917.  Eleven  y  shares  of  this  stock 
was  owned  by  A.  During  the  month  of  February,  1917,  all  the  re> 
maining  stock  was  acquired  by  A.  The  business  was  continued  after 
the  acquisition  of  this  stock  by  A  the  same  as  before.  It  was  carried 
on  in  tne  name  of  the  M  Company.  The  charter  of  the  corporation 
is  still  in  force.  The  legal  title  to  all  the  property  used  and  operated 
by  the  M  Company  is  vested  in  the  corporation.  The  corporation 
has  not  conveyed  its  property  rights  or  franchise  to  A. 

Under  the  laws  of  Ohio,  the  least  number  of  stockholders  author- 
ized is  five.  The  least  number  of  directors  is  five,  all  of  whom  are 
required  to  be  stockholders  in  the  corporation,  A  corporation  can 
not  be  legally  organized  with  less  than  the  above  number  of  stock- 
holders and  director&  The  question  presented  is  whether  the  acqui- 
sition of  all  the  stock  by  a  single  individual  terminates  the  corporate 
existence  so  that  it  woud  not  be  subject  to  the  corporation  income 
taxes  and  excess  profits  taxes  after  such  acquisition. 

That  the  M  Company  was  legally  incorporated  is  not  questioned, 
nor  is  there  any  question  as  to  the  manner  of  the  conduct  of  the  busi- 
ness subsequent  to  the  transfer  of  the  stock  to  A,  making  him  sole 
stocldiolder.  There  was  no  difference  in  the  manner  of  the  operation 
or  conduct  of  the  business  while  he  was  sole  stockholder  than  before. 
It  continued  under  the  same  name,  with  the  same  capital  and  assets. 
The  same  account  books  were  used,  and  the  bank  account  was  carried 
the  same  as  before,  and  in  the  same  bank  book.  It  was,  therefore,  a 
de  facto  corporation  if  not  a  de  jure  one.  As  to  when  a  corporation 
is  dissolved,  and  whether  or  not  it  can  exercise  corporate  lunctious 
when  it  was  not  legally  constituted,  was  considered  by  the  Supreme 
Court  of  Ohio  in  the  case  of  Society  Penm  v.  City  of  Cleveland^  43 
O.  S.  481  (3  N.  E.  357).  The  court  quoted  with  approval  from  the 
opinion  of  the  New  Jersey  Supreme  Court,  as  follows : 

Where  a  corporation  exists  de  facto  tlie  Court  of  Chancery  can  not  at  the 
instance  of  private  parties  restrain  its  operations  upon  the  ground  that  its 
organization  is  not  de  jure.  In  such  caae  the  proper  remedy  is  by  quo  war- 
ranto, or  information  in  the  nature  thereof  instituted  by  the  Attorney  General. 

The  court  also  quoted  with  approval  from  the  California  Supreme 
Court,  as  follows: 

Where  persons  assume  to  incorporate  under  the  laws  of  the  State  and  in  part 
comply  with  the  requirejnents,  nssume  corporate  functions,  and  transact  busi- 
ness as  a  corporation,  private  persons  can  not  collaterally  question  the  right 
of  such  an  association  to  a  corporate  existence,  although  there  has  not  been 
a  full  compUance  with  the  i^rovislons  of  the  statute.  Baker  v.  Neff,  73  Ind.  08. 
This  rule  is  not  limited  to  cases  where  one  by  contract  admits  corporate  ex- 
istence, but  is  a  rule  of  general  application. 

The  court  further  said  that  any  alleged  noncompliance  with  the 
law  can  only  be  inquired  into  by  the  writ  of  quo  warranto,  and 
that  the  judgment  or  ouster  did  not  and  could  not  have  retroactive 
effect  upon  the  society  or  persons  dealing  with  it  while  it  had  its  de 
facto  existence.     There  has  been  no  change  in  the  laws  of  Ohio  since 
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the  date  of  the  above  decision  which  would  warrant  a  different  hold- 
ing at  this  time,  nor  has  that  decision  been  modified  by  later  cases. 

In  Tennessee  the  requirements  of  the  statute  with  reference  to  the 
minimum  number  of  stockholders  and  directors  of  a  corporation  is 
the  same  as  under  the  law  of  Ohio.  The  question  of  whether  the 
acquisition  of  all  the  stock  of  a  corporation  by  a  single  person  worked 
a  dissolution  of  the  corporation  was  presented  directly  to  the  Su- 
preme Court  of  that  State  in  the  case  of  Parker  v.  Bethel  Hotel  Com- 
pany (Tenn.  31  L.  R.  A.  706).  In  passing  upon  the  question  the 
court  said : 

It  Is  claimed  by  tlie  defendants  that  the  dissolution  of  the  c^irporatiou  was 
effected  by  the  fact  that  Lucius  Frierson  became  tlie  owner  of  all  Its  capital 
stock.  Admitting  it  to  be  true  that  he  was  the  owner  of  all  the  stock  of  the 
corporation,  it  by  no  means  follows  that  the  cori)oration  forfeited  its  franchise. 
On  this  question  the  latest  text  writer  on  corporation  law  has  this  to  say,  viz: 
"  Contrary  to  early  opinion,  it  Is  now  generally  held  tliat  the  fact  that  all  the 
shares  In  a  Joint-stock  corporation  have  passed  into  the  hands  of  two  members 
t)r  even  into  the  hands  of  a  single  i)erson  does  not  ipso  facto  work  a  dissolution 
of  the  corporation." 

In  the  same  case  the  court  said  that  a  corporation  can  be  dissolved 
and  its  existence  terminated  only  by  the  extinguishment  of  the  corpo^ 
rate  franchise  by  the  State. 

On  the  question  of  whether  or  not  a  corporation  is  dissolved  by  the 
acquisition  of  all  its  stock  by  one  person,  the  United  States  Circuit 
Court  for  the  Western  District  of  Wisconsin,  in  the  case  of  Main  v. 
MUls,  Federal  case  8974,  stated  as  follows : 

The  corjwration  is  not  dissolved  by  the  fact  that  all  the  shares  of  its  capital 
stock  have  come  into  the  hands  of  a  single  stockholder,  or  of  a  less  number  of 
stockholders  than  were  required  by  the  Statute  in  the  formation  of  the  corpo- 
ration. 

It  can  not  be  said  that  because  A  was  the  owner  of  all  the  stock  in 
the  corporation,  the  business  conducted  by  the  corporation  was  the 
same  as  business  conducted  by  him  personally.  This  question  was 
presented  to  the  Supreme  Court  of  Maine  in  the  case  of  Ulmer  v. 
Lime  Rock  Railroad  Company,  (Maine  66  L.  R.  A.  387.)  The 
court  said: 

A  corporation  is  an  entity  irrespective  of  the  persons  who  own  all  its  stock, 
and  the  fact  that  one  person  owns  all  the  stock  does  not  make  him  and  the 
corporation  one  and  the  same  person.  It  would  seem  that  the  citation  of 
authorities  in  support  of  these  well-established  principles  would  be  unneces- 
sary, but  we  call  attention  to  a  few  of  the  many  that  might  be  referred  to. 
Pullman  Palace  Car  Company  v.  M.  P.  Railroad  Co,  (115  U.  S.  587)  ;  Exchange 
Bank  v.  Macon  Co^iHtruction  Company  (Ga.  25  S.  E.  326)  ;  Button  v.  Hoffman, 
61  Wis.  20  (20  N.  W.  667). 

In  the  light  of  the  foregoing  it  is  held  that  where  a  single  stock- 
holder acquires  all  of  the  stock  of  a  corporation,  organized  and 
existing  under  the  laws  of  Ohio  and  carries  on  the  business  in  the 
corporate  name  and  with  the  corporate  property,  the  corporation  is 
not  thereby  dissolved  and  it  should  be  required  to  file  returns  as  a 
corporation. 

Carl  A.  M apes, 

Solicitor  of  Internal  Revenue. 
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Section  239,  Article  621 :  Corporation  returns.  14r-21-1552 

(Also  Section  1,  Article  1602.)  Sol.  Op.  93 

INCOME  TAX— CORPORATION :   REVENUE  ACTS  OF  1916,   1917,  AND   1918. 

Where  after  the  expiration  of  the  charter  of  a  corporation,  by 
limitation,  its  business  is  continued  in  the  corporate  form,  the  or- 
ganization so  conducting  the  business  is  a  corporation  or  association 
within  the  meaning  of  the  Revenue  Acts  of  1916,  1917,  and  1918. 

An  opinion  is  requested  as  to  whether  or  not  the  M  Company 
should  De  taxed  as  a  corporation  for  the  taxable  years  1917,  1918, 
1919,  and  1920. 

The  following  statutes  and  regulations  are  pertinent  to  a  considera- 
tion of  this  question : 

Eevenue  Act  of  1918,  section  1 : 

That  when  used  in  this  Act — 

m  •  •  m  •  '         •  m 

The  term  "  coi-poration  "  iiichules  associations,  joint-stock  companies,  and  in- 
surance companies. 

Regulations  45,  article  1502 : 

Associations  and  joint-stock  companies  include  associations,  common  law 
trusts  and  organizations  by  wliatever  name  kHOwn,  which  act  or  do  business 
in  an  organized  capacity,  whether  created  under  and  pursuant  to  State  laws, 
agreements,  declarations  of  trust,  or  otherwise,  the  net  Income  of  which,  if  any, 
is  distributed  or  distributable  among  the  members  or  shareholders  on  the  basis 
of  the  capital  stock  which  each  holds  or,  where  there  is  no  capital  stock,  on 
the  basis  of  the  proportionate  share  or  capital  which  each  has  or  has  invested 
in  the  business  or  property  of  the  organization. 

Section  2823 (i)  of  the  Civil  Code  of  the  State  of  Georgia: 

In  all  cases  where  a  charter  of  any  corporation  ♦  ♦  ♦  has  expired,  and 
sucti  corponition  has  continued  in  business  in  Ignorance  of  such  expiration,  said 
charter  may  be  revived  ♦  ♦  ♦  at  any  time  within  iBve  years  from  the  date 
of  such  expiration  ♦  ♦  *  all  the  property  and  other  rights  of  such  corpora- 
tion shall  continue  in  the  corporation  as  so  revived  and  the  acts  and  doings  of 
such  corporation,  in  the  period  between  the  date  of  expiration  and  date  of 
reviver,  shall  be  thereby  confirmed  and  held  as  the  acts  and  doings  of  the 
original  corporation  so  revived    ♦    ♦     ♦. 

It  appears  that  the  M  Company  was  incorporated  in  1897,  under 
the  laws  of  the  State  of  Georgia,  and  was  granted  a  charter  for  a 
term  of  20  years.  The  charter  accordingly  expired  by  limitation  in 
1917.  Thereafter,  the  business  was  conducted  in  corporate  form  for 
the  years  under  consideration.  Regular  meetings  *of  stockholders  and 
directors  were  held.  The  corporation  tax  and  the  corporation  reg- 
istration fee  required  by  the  State  of  Georgia  were  paid  annually 
through  the  year  1920,  and  corporation  income  tax  returns  were 
made  to  the  Federal  Goyernment.  In  the  annual  report  of  the 
Secretary  of  State  of  Georgia,  under  date  of  December  31,  1919,  the 
M  Company  is  listed  as  a  corporation.  In  April  1920,  at  the  time 
of  paying  the  State  corporation  registration  fee,  it  was  stated  that 
the  M  Company  should  not  be  considered  as  a  corporation  for  the 
next  year,  as  it  was  not  proposed  to  renew  the  charter  which  had 
expired,  and  as  it  was  intended  to  conduct  the  business  as  a  partner- 
ship. Although  the  M  Company  filed  income  tax  returns  as  a  cor- 
poration, and  paid  taxes  accordingly,  for  the  years  in  question,  it  is 
now  claimed  upon  the  discovery  of  additional  taxes  due  to  the  Gov- 
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erament  for  certain  of  those  ydars,  that  it  was  not  a  corporation  but 
a  partnei-ship. 

There  is  a  decided  difference  of  judicial  opinion  in  regard  to  the 
status  of  a  corporation  which  continues  to  do  business  in  the  corpo- 
rate form  after  the  expiration  of  its  charter.    In  some  states,  cor-         ^» 
porations  continuing  to  exercise  corporate  powers  after  the  expira-        ^^ 
tion  of  their  charter  have  been  recognized  as  corporations  de  lacto. 
And  it  has  been  held  that  no  person  except  the  state  can  question 
their  corporate  existence.    However^  it  appears  that  the  better  rule, 
sanctioned  by  the  weight  of  authority,  is  that  a  corporation  is  dis- 
solved and  ceases  to  exist  when  its  charter  expires,  unless  there  is 
some  statutory  provision  to  the  contrary,  for  there  is  no  longer  any 
law  under  which  it  can  exist,  and,  therefore,  it  can  not,  after  the  ex- 
piration of  its  charter,  be  a  corporation  either  de  jure  or  de  facto.  ', 
See  section  285,  Fletcher  on  Corporations,  and  cases  there  cited. 

Under  the  provisions  of  the  Georgia  Code  for  the  revival  of  cor- 
porate charters  at  any  time  within  five  years  from  the  expiration 
thereof,  it  might  well  be  considered  that  the  instant  case  is  brought 
within  the  recognized  exception  to  the  rule  of  absolute  termination 
of  the  corporate  existence  upon  expiration  of  the  charter.  The 
statute  provides  not  only  for  the  revival  of  the  charter  but  also  for 
the  confirmation  of  the  acts  of  the  corporation  in  the'  period  between 
the  date  of  expiration  and  date  of  reviver  as  the  acts  of  the  original 
oorporaticHi.  In  view  of  this  statatorv  provision,  the  corporation 
upon  continuation  of  its  business  in  the  corporate  form  after  the 
expiration  of  its  charter  might  properly  be  considered  as  a  de  facto 
corporation  for  a  period  of  at  least  five  years. 

However,  it  is  unnecessary  to  go  so  far  as  to  definitely  hold  that 
the  M  Company  was  a  corporation  either  de  jure  or  de  facto  after 
the  expiration  of  its  charter.  The  liability  to  tax  as  a  cori)oration 
is  not  limited  to  bodies  corporate  actually  existing  as  entities  under 
statutory  law.  Section  1  of  the  Bevenue  Act  of  1918  provides  that 
the  term  ^  corporation,'^  when  used  in  the  Act,  shall  include  associa- 
tions, joint-stock  companies  and  insurance  companies,  as  does  also 
the  Revenue  Act  of  1917.  Section  10  of  the  Revenue  Act  of  1916 
levies  an  income  tax  upon  corporations,  joint-stodc  companies,  and 
associations.  In  article  1502  of  Regulations  45,  it  is  held  that  organi- 
zations by  whatever  name  known,  which  act  or  do  business  in  an 
organizea  capacity,  whether  created  under  or  pursuant  to  State  laws, 
or  otherwise,  may  be  properly  considered  as  taxable  associations, 
provided  the  net  income  is  distributed  or  distributable  among  all 
members  or  shareholders  on  the  basis  of  capital  stock  which  each 
holds.  Although  the  M  Company  may  have  ceased  to  exist  as  a  legal 
entity  upon  the  expiration  of  its  charter,  it  nevertheless  continued  to 
conduct  its  business  as  a  corporation.  It  in  effect  continued  to  op- 
erate under  the  old  charter  and  by-laws,  which  set  out  and  defined 
the  rights  and  relationship  between  the  several  stockholders.  If 
not  a  corporation,  either  de  jure  or  de  facto,  it  was  certainly  an  asso-  A 
ciation  within  the  meaning  of  the  income  tax  law.  w< 

This  conclusion  is  in  accord  with  the  general  principle  laid  down 
in  Law  Opinion  509  (not  published),  in  which  it  was  hold  that  the 
capital  stock  tax  impelled  by  section  407  of  the  Revenue  Act  of  1916, 
applies  to  every  corporation,  joint-stock  company  or  association  (ex- 
cept insurance  companies),  now  or  hereafter  organized  in  the  United 
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States  for  profit  and  liaving  a  capital  stock  represented  by  shares, 
irrespective  of  whether  it  is  the  creature  of  statute  or  of  contract. 
It  is  obvious  that  if  an  association  which  never  became  a  corporate 
entity  may  be  properly  considered  a  taxable  association,  that  an  asso- 
ciation resulting  from  the  continued  conduct  of  a  business  in  the  cor- 
porate form  by  the  former  stockholders  of  a  corporation,  the  charter 
of  which  has  expired,  is  properly  considered  a  taxable  associatioii. 
It  is,  therefore,  held  that  where  after  the  expiration  of  the  charter 
of  a  corporation  by  limitation,  its  business  is  continued  in  the  cor- 
porate Torm,  the  organization  so  conducting  the  business  is  a  cor- 
poration or  association  within  the  meaning  of  the  Kevenue  Acts  of 
1916, 1917,  and  1918.  The  M  Company  should  accordingly  be  taxed 
as  a  corporation  for  the  years  1917,  1918,  1919,  and  19^. 

Carl  A.  Mafes, 
Sdidtar  of  Internal  Revenue, 


Skottok  289,  Arttclb  621  r  Corporation  returns.  16^21-1582 

(Also  Section  263,  Article  1041.)  O.  D.  882 

Every  corporation  (except  those  specifically  exempt)  is  required 
to  file  Federal  income  tax  returns  so  long  as  it  has  the  right  to  func- 
tion as  a  corporation  under  the  laws  of  the  State  in  which  it  was  in- 
corporated, regardless  of  whether  or  not  it  received  any  income  dur- 
ing the  period  for  which  the  return  is  rendered. 

In  all  cases  where  returns  have  not  been  filed  and  the  officers  of  the 
corporation  have  failed  to  show  conclusively  that  its  corporate  exist- 
ence was  actually  terminated  under  the  laws  of  the  State  on  a  given 
dat(^,  they  will  be  required  to  file  returns  covering  each  year  for  which 
returns  were  not  filed  and  during  which  it  retained  a  corporate  ex- 
istence. Sworn  affidavits  showing  why  the  returns  were  not  filed 
within  the  time  prescribed  by  law  should  accompany  the  returns.^ 

The  failure  of  the  officers  of  the  corporation  to  file  its  returns  will 
render  them  liable  to  the  specific  penalty  of  $1,000  prescribed  in  sec- 
tion 263  of  the  Revenue  Act  of  1918.  In  the  case  of  willful  refusal 
to  file  returns,  the  officers  of  the  corporation  may  be  subject  to  a  fine 
not  exceeding  $10,(X)0  or  imprisonment  of  not  more  than  one  year  or 
both,  together  with  the  costs  of  prosecution,  as  provided  in  section 
253  of  the  statute. 

If  a  corporation  has  not  made  a  r^urn,  although  repeatedly  called 
upon  by  the  collector  to  do  ao,  it  is  evident  that  the  officers  of  such 
corporation  have,  by  such  failure  or  refusal  to  file  the  return,  rendered 
themiselves  Uable  to  the  penalties  referred  to  above.  The  collector 
is  authorized  to  take  the  necessary  steps  to  enforce  the  payment  of 
penalties  where  the  officers  of  a  corporation  have  failed  to  comply 
with  the  requirements  of  the  statute. 


Sbotiok  239.  AmcuB  621 :  Corporation  returns.  19-21-1628 

O.  D.  911 

When  the  treasurer  or  assistant  treasurer  of  a  corporation  is  the 
only  officer  available  to  swear  to  the  corporation  return,  it  is  held  to 


i  239]  308 

be  pro  tanto  a  suffifdent  compliance  with  section  239  of  the  Berenue 
Act  of  1918  if  he  sig:ns  and  swears  to  the  return  as  such  treasurer  or 
assistant  treasurer  and  signs  also  for  the  president,  vice  president  or 
other  principal  officer. 

Section  239,  ARncwi  621 :  Corporation  returns.  20-21-1641 

O.  D.  919 

A  stockholder  purchased  the  name,  merchandise  and  business  of  a 
corporation,  became  the  sole  stockholder  and  operated  the  enterprise 
as  an  individual  instead  of  as  a  corporation,  under  a  "  change  of 
attitude  "  filed  with  the  Secretary  of  State.  Under  the  laws  of  the 
State  of  Michigan  the  filing  of  a  change  of  attitude  "  does  not  dis- 
6olve  the  corporation,  but  merely  suspend  its  corporate  powers. 

Held,  that  the  corporation  must  file  returns  of  income  so  long  as  it 
has  a  potentiality  which  may  be  called  into  action,  by  the  proper  au- 
thority, without  affecting  the  identity  of  the  corporate  body,  and  that 
this  will*  be  necessary  whether  or  not  the  corporation  has  any  income. 
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Section  239,  Article  622 :  Returns  by  receivers.  15-21-1565 

O.  D.  873 

In  1915  a  corporation  was  placed  in  the  hands  of  receivers  by  order 
of  a  court. 

The  receivers  continued  in  control  of  the  property  of  the  corpora- 
tion until  December  1, 1920,  at  which  time  by  order  of  the  court  full 
and  absolute  possession  of  all  its  physical  property  was  restore|(J.  to 
the  corporation. 

Held,  that  the  corporation  should  file  a  return  for  the  entire  calen- 
dar year  1920  and  include  therein  the  gross  income  received  in  1920 
under  the  supervision  of  the  receivers,  as  well  as  the  gross  income 
received  by  the  corporation  itself  after  the  property  was  returned 
to  it. 

Section  239,  Article  622 :  Returns  by  receivei-s.  16-21-1583 

O. D.  883 

Liquidating  agents  in  charge  of  the  affairs  of  a  national  bank 
should  make  returns  for  the  bank  for  each  year  during  which  they 
were  in  control.  If  the  bank  was  engaged  in  operating  its  business 
during  a  portion  of  a  year  in  which  the  liquidating  agents  were  in 
charge  of  its  affairs,  the  return  of  the  liquidating  agents  should  in- 
clude the  income  from  such  operations.  Provided  the  taxes  shown 
to  be  due  by  the  several  returns  filed  by  the  liquidating  agents  for 
the  years  during  which  they  were  in  control,  have  been  paid,  the 
liquidating  agents  may  distribute  the  assets  of  the  bank,  and  no  per- 
sonal liability  will  be  incurred  by  them  for  the  payment  of  any  addi-  A 
tional  tax  that  subsequently  may  be  assessed  against  the  bank.  How-  ^ 
ever,  liability  for  any  such  tax  follows  the  assets  into  the  hands  of 
the  stockholders  and  other  persons  not  creditors  or  purchasers  for  a 
valuable  consideration. 
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Section  239,  Article  622 :  Returns  by  receivers.  16-21-1584 

O.  D.  884 

Article  622,  Regulations  45,  which  provides  that  "  receivers,  trus- 
^^  tees  in  dissolution,  trustees  in  bankruptcy,  and  assignees,  operating 

^1^  the  property  or  business  of  corjporations,  must  make  returns  of  in- 

come for  such  corporations  on  Form  1120,  covering  such  year  or  part 
of  a  year  during  which  they  are  in  control  *  *  *,''  refers  specifi- 
cally to  receivers,  trustees  or  assignees  who  are  operating  the  prop- 
erty or  business  of  corporations,  and  it  has  been  held  that  where 
trustees  in  liquidation  are  merely  engaged  in  marshalling,  selling 
and  distributing'  the  assets  of  a  corporation  they  are  not  operating 
the  property  or  business  of  the  cor^ration  within  the  contempla- 
tion of  the  article  mentioned.  It  is  held  further,  however,  that 
where  the  trustees  in  dissolution^  under  the  statutes  of  the  State,  as 
in  Ohio,  wholly  supersede  the  officers  of  the  corporation  and  become 
vested  with  its  entire  assets  and  control,  the  trustees  in  liquidation, 
and  not  the  officers  of  the  corporation,  are  the  proper  persons  to  make 
a  return  of  income  for  the  company. 

If  the  affairs  of  the  company  are  not  finally  settled  during  the  tax- 
able year  for  which  the  return  is  rendered,  the  return  of  the  company 
should  be  filed  by  the  trustees  in  liquidation  for  the  entire  taxable 
year  and  should  include  the  gross  income  received  by  the  company 
prior  to  the  time  of  the  trustees'  appointment  and  also  the  gross  in- 
come received  under  the  supervision  of  the  trustees.  If,  however,  the 
affairs  of  the  company  are  finally  adjusted  within  the  taxable  year 
for  which  the  return  is  rendered,  the  return  of  the  conijpany  should 
be  filed  by  the  trustees  in  liquidation  for  the  period  from  the  be- 
ginning of  the  taxable  year  to  the  date  within  that  year  on  which 
its  transactions  were  finally  closed. 

»r  

Section  289,  Abticle  622 :  Returns  by  receivers. 

(See  22-21-1658;  sec.  1,  art.  1504.)  Corporate  charter  expired  but 
business  continued  by  trustees. 


# 


SECTION  240.— CONSOLIDATED  RETURNS. 

Section  240,  Article  631 :  Affiliated  corporations.  5-21-1421 

A.  R.  R.  878 

Held,  that  where  19  per  cent  of  the  stock  of  a  corporation  Is 
owned  by  minority  Interests,  13  per  cent  of  which  is  owned  uncon- 
ditionally by  one  of  the  officers  and  where  89  per  cent  of  the  stock 
of  another  corporation  is  held  by  minority  interests,  10  per  cent 
of  which  is  held  unconditionally  by  a  different  officer,  and  in  each 
instance  the  officer  has  no  other  interest  in  the  otherwise  controlled 
corporations,  there  should  be  no  consolidation  in  the  years  1917, 
1918,  and  1919  for  tax  purposes. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company,  from  a  ruling  of  the  Income  Tax  Unit  that  because  of 
minority  stockholders  the  N  Company  and  the  O  Company  can  not 
be  brought  into  consolidation,  even  though  the  M  Company  owns 
81  per  cent  and  61  per  cent,  respectively,  of  the  outstanding  stock. 
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Affiliated  corporations  questionnaire  was  submitted  by  the  tax^ 
•payer  and  on  the  information  contained  therein  and  sworn  to  by  the 
taxpayer,  the  Income  Tax  Unit  denied  consolidation.  This  ques- 
tionnaire shows  that  in  each  of  these  companies  there  is  preferred 
stock  without  voting  rights  and  that  the  minority  interest  of  the 
common  stock  of  the  N  Company  is  19  per  cent,  of  which  one  of  the 
officers  holds  13  per  cent,  and  the  minority  interest  in  the  common 
stock  of  the  O  Company  is  39  per  cent,  of  which  another  of  the 
officers  holds  10  per  cent.  The  vice  president  and  general  manager 
of  each  company  holds  no  stock  in  the  other  two  companies,  nor  is 
he  an  officer  of  either  company.  The  M  Company  sells  to  the  N 
Company  and  the  O  Company  at  cost  plus  handling  charges  but  the 
N  Company  and  the  O  Company  sell  to  the  M  Company  at  market 
prices.  Certain  loans  are  made  n-om  time  to  time  to  each  of  the  com- 
panies by  the  M  Company  and  the  prevailing  rate  of  6  per  cent  in- 
terest is  charged. 

Since  the  affiliated  corporations  questionnaire  was  filed  with  the 
Unit  certain  sworn  copies  of  articles  of  by-laws  of  the  companies 
have  been  submitted  in  support  of  request  for  consolidation.  This 
article  of  by-laws  of  each  company  provides  that  no  holder  of  any 
oommon  stock  of  the  company  shall  sell,  transfer  or  assign  this  com- 
mon stock  so  held  without  giving  written  notice  to  the  company  of 
the  person  to  whom  it  is  proposed  to  sell,  together  with  the  price 
and  terms  of  sale  and  that  the  company  or  its  stockholders  shall  nave 
the  privilege  or  option  to  purchase  the  same  upon  the  price  so  stated. 
There  is  nothing  in  this  condition  which  prechides  tne  stockholder 
from  holding  indefinitely  his  interest  in  the  company  and  exercising 
indefinitely  such  statutory  rights  which  a  minority  stockholder  may 
have.  Therefore,  until  the  stockholder  is  ready  to  sell,  whether 
officially  connected  with  the  company  or  not,  he  holds  the  stock  un- 
conditionally. I 

The  companies  have  also  submitted  a  sworn  copy  of  a  contract 
executed  by  certain  stockholders  of  the  three  companies  (including 
the  vice  president  and  general  manager  of  the  M  and  N  Companies) , 
wherebv  thej  agree  to  assume  liability  in  proportion  to  the  stock 
ownership  ojf  each  to  protect  the  endorsement  of  A  and  B,  previously 
given  or  to  be  given  on  notes  of  said  corporation  issued  to  obtain 
money  for  use  in  carrying  on  their  business.  The  eifect  of  this  con- 
tract is  to  attach  to  certain  stockholders  a  liability  not  covered  by 
statute,  but  its  enforcement  is  against  individuals  and  not  against  the 
corporations.  The  M  Company,  the  only  corporate  stockholder,  is 
not  a  party  to  the  agreement,  and  stockholders  have  apparently 
changed  since  the  contract  was  executed. 

The  two  officers  above  mentioned  hold  and  may  continue  to  hold 
substantial  unconditional  minority  interests  and  are  the  operating 
officers  of  their  respective  companies.  They  are  not  related  to  each 
other  or  to  the  stockholders  by  blood  or  marriage.  In  these  circum- 
stances each  is  an  agent  and  stockholder  independent  of  the  other. 
If  displaced  by  action  of  the  majority  stockholders,  they  hold  their 
minority  interests  with  such  rights  and  privileges  as  attach  to 
'  minority  stockholders.  It  is  reasonable,  therefore,  to  expect  each  in 
his  official  capacity  to  function  his  own  property  with  particular 
reference  to  his  own  interests. 
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And  indeed  it  would  appear  irom  the  information  submitted  by 
the  taxpayer  that  intercompany  transactions  have  no  relation  to 
profits,  since  both  the  N  Company  and>the  O  Company  sell  to  the 
M  Company  at  market  prices,  while  the  sales  to  these  companies 
by  the  M  Company  ai-e  on  basis  of  cost  pins  handling  charges.  This 
latter  basis  does  not  signify  anything  in  particular,  since  the  func- 
ticm  is  apparently  that  of  purchasing  agent.  Loans  that  are  made 
by  the  M  Company  to  the  other  two  companies  are  at  current  rate 
of  interests 

Accordingly,  since  it  is  clear  that  substantially  all  of  the  stock  of 
the  two  companies  in  question  is  not  owned  or  controlled  by  the  same 
interests,  the  GoTernment  can  not  permit  or  require  consolidation 
lor  the  taxable  years  1917,  1918.  and  1919.  The  Committee,  there- 
fore, sustains  the  ruling  of  the  Income  Tax  Unit  in  denying  these 
three  corporations  the  right  of  consolidation  under  articles  77  of 
Begulations  41  and  6S1  of  Regulations  45,  the  conditions  of  stock 
ownership  being  substantially  the  same  thi'oughout  each  taxable  year. 


Section  240,  Article  631 :  Affiliated  corporations. 

(See  ^21-1431 ;  sec  214(a)  4,  5, 6,  art  141.)     Partnership  owning 
controlling  interest  in  corporation. 


Section  240,  Ajrticue  632:  Consolidated  returns.  9-21-1486 

(Also  Section  326,  Article  871 ;  Section  327,  Ar-  A.  R.  R.  397 

,^icle  901.) 

,,  RKVENUE  ACT  OF  1917. 

The  M  Company,  a  foreign  manufacturii^  corporation,  is  said  to 
be  in  reality  no  more  than  a  branch  of  the  IT  Company,  a  very  much 
larger  foreign  corporation.  The  facts  with  regard  to  the  corporate 
organization  and  ousiness  of  the  taxpayer  and  the  parent  corpora- 
tion are  shown  in  the  record  to  be  as  follows : 

The  parent  corporation  was  organized  about  1877  to  take  over  the 
business  established  many  years  ago  and  continuously  conducted  by 
members  of  an  Eiiglish  family.  This  corporation  has,  on  a  very 
large  scale,  continued  down  to  the  present  time  the  manufacture  and 
sale  of  the  goods  and  had  outstanding,  in  1917,  ordinary  shares  of 
the  par  value  of  660?  pounds^  which  had  tiien  a  market  value  of  2d7i0 
pounds,  or  nearly  1450a9  dollars. 

The  parent  company  and  its  subsidiaries  th^  as  they  do  now, 
manufactured  and  marketed  this  product  in  manv  parts  of  the  world. 

Previous  to  1901,  the  parent  company  had  sold  its  products  in  the 
United  States  throu|^  an  agent;  but,  in  or  about  that  year,  the 
oompany  establidied  its  own  agency  in  this  country  and  continued 
to  sell  its  products  through  that  agency  down  to  1908. 

In  the  year  1908,  the  company  purchased  a  factory  in  this  coun- 
try, and  then  began  the  manufacture  of  its  goods  in  this  country. 
Late  in  1907  it  was  found  desirable  to  organize  a  new  English  cor- 
poration which  should  carry  on  the  American  business  of  the  com- 
pany.   Accordingly,  the  M  Company,  this  taxpayer,  was  organized 
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under  the  English  Companies  Act  with  an  issued  capital  of  x  pounds, 

equivalent  in  dollars  at  $4.86  in  the  pound  to  4.86aj  dollars,  and  the 

new  company  immediately  took  over  the  parent  company's  plant  and 

entire  assets  in  this  country.    The  amount  of  this  capitalization  is 

said  to  have  been  approximately  equivalent  to  the  net  income  from  ^L, 

the  American  business  for  one  year  at  that  time,  and  it  is  asserted  ^^ 

and  insisted  upon  that  such  capitalization  bore  absolutely  no  relation 

whatever  to  the  value  of  the  assets  acquired  by  the  new  company, 

"  for  (so  asserts  the  taxpayer's  brief)  in  these  assets  were  included,  at 

a  nominal  valuation,  the  trade-marks  and  good  will  of  the  parent 

company,  which  had  a  real  value  of  say  100a?  dollars." 

It  is  further  asserted  that  the  entire  cai)ital  stock  of  the  taxpayer 
which,  ever  since  1908  has  nominally  carried  on  the  American  busi- 
ness, is  and  always  has  been  owned  by  the  parent  company.  v 

It  is  said  that  the  majority  of  the  board  of  directors  or  tax-payer 
company  are  ail  members  of  the  said  English  family,  as  are  the 
directors  of  the  parent  corporation,  and  the  entire  net  income  from 
the  operations  of  the  business  goes  into  the  treasury  of  the  parent 
company,  no  appreciable  portion  of  such  income  being  retained  for 
£lny  considerable  period  oi  time  in  the  treasury  of  the  taxpayer ;  and 
that  the  taxpayer  is  only  able  to  carry  on  its  business  and  finance 
ici^lf,  without  acciunulating  a  surplus,  because  it  can  depend  upon 
thfe  vast  resources  of  the  parent  company. 

In  filing  its  income  and  excess  profits  tax  return  for  the  taxable 
year  ended  November  30,  1917,  the  taxpayer,  in  its  excess  profits  tax 
return,  set  forth  that  the  income  for  that  year  was  lO^cp  dollars, 
which  was  subsequently  amended  and  fixed  by  the  Commissioner  or 
Internal  Bevenue  at  10a?  dollars.  In  this  return  it  was  suggested  to 
the  Department  by  the  taxpayer  that  a  fair  constructed  capital 
should  be  fixed  after  giving  due  weight  to  the  foreign  invested  capital 
and  taking  into  account  the  very  great  value  of  the  foreign  trslde- 
marks ;  a  transfer  of  which,  so  far  as  they  were  used  in  America,  had 
been  made  to  the  taxpayer  in  1908  at  the  time  of  its  incorporation. 

In  May,  1918,  the  taxpayer  was  notified  by  the  Commissioner,  of 
a  tax  of  1  Ja?  dollars ;  whicli  was  promptly  paid  and  nothing  further 
was  heard  by  the  taxpayer  from  the  Government  until  March  8, 1920, 
when  the  company  was  notified  of  the  proposed  assessment  of  an  ad- 
ditional tax  in  the  sum  of  2ix  dollars.  In  arriving  at  this  additional 
tax,  the  Income  Tax  Unit  reco^ized  that  the  assessment  should  be 
made  under  section  210  of  the  Kevenue  Act  of  1917  and  gave  to  the 
taxpayer  a  total  constructed  capital  of  28a?  dollars,  being  an  addi- 
tional allowance  of  approximately  10a?  dollars  above  the  invested 
capital  as  shown  by  the  books  of  the  taxpayer;  and  it  is  from  this 
action  on  the  part  of  the  Unit  that  the  taxpayer  now  appeals. 

It  is  the  understanding  of  this  Committee  that  there  is  no  contro- 
versy as  to  the  correctness  of  the  facts  substantially  as  advanced  by 
the  taxpayer  in  his  brief  submitted  upon  appeal  to  the  Committee, 
and  which  are  set  forth  above. 

It  is  the  contention  of  the  taxpayer  that  no  fair  comparison  can 
be  made  for  the  purpose  of  computing  the  tax  under  section  210  of 
the  Revenue  Act  of  1917,  except  with  the  parent  corporation,  and  the 
taxpayer  prays  that  under  such  circumstances  it  should  be  assessed 
under  that  section  on  the  same  basis  on  which  it  would  be  assessed 
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if  it  were  a  branch  of  the  parent  company ;  or,  if  not  on  that  basis, 
then  directly  as  a  branch  of  the  parent  company,  and  that  an  esti- 
mate of  the  capital  of  the  parent  company  employed  in  this  country 
be  made  under  article  48  of  Regulations  41  relative  to  the  war  excess 
profits  tax  imposed  by  the  War  Revenue  Act  approved  October  3, 
1917. 

This  case  is  unique,  at  least  in  the  experience  of  the  Committee, 
in  that  the  taxpayer  is  a  foreign  corpoi*ation,  of  which  the  entire 
business  is  transacted  and  the  profits  therefrom  earned  in  the  United 
States,  and  in  that  it  is  also  a  subsidiary  of  another  foreign  corpora- 
tion which  owns  or  controls  all  of  the  taxpayer's  capital  stock. 

A  situation  is  here  presented  which  does  not  seem  to  have  been  con- 
templated or  exactly  provided  for  by  the  f ramers  of  the  Act.  Never- 
theless, the  Committee  finds  no  warrant  in  the  law  or  regulations 
which  would  permit  or  justify  the  disposition  of  the  case  which  is 
sought  by  the  taxpayer ;  nor  is  it  at  all  certain  that  such  considera- 
tion, if  possible,  would  afford  to  the  taxpayer  any  further  relief  than 
that  which  has  heretofore  Jbeen  granted  to  it  by  the  Commissioner, 
acting  through  the  Unit. 

Treasury  Decision  2662  reads  in  part  as  follows : 

Pursuant  to  article  78  of  Regulations  41.  relative  to  war  excess  profits  tar, 
nffillated  corporations  as  limited  and  defined  in  paragraphs  0  and  D  below  are 
hereby  directed  to  make  consolidated  returns  for  the  purpose  of  excess  profits 
tax.  Affiliated  corporations  other  than  those  falling  within  the  provisions  of 
paragraphs  C  and  D  may  make  a. consolidated  return  only  after  having  secured 
permission  in  writing  from  the  Commissioner  of  Internal  Revenue. 

The  Treasury  decision  then  proceeds  to  quote  article  77  of  the 
regulations  in  definition  of  "  janiliated  corporations,"  and  in  para- 
gralphs  A  to  H  enlarges  upon  the  definition  contained  in  that  article 
of  jthe  regulations. 

ilc  seems  unnecessary  to  refer  more  in  detail,  either  to  this  Treasury 
decision  or  to  articles  77  and  78  of  Regulations  41,  for  the  reason 
that,  as  has  already  been  said,  the  instant  case  presents  a  feature 
apparently  not  contemplated  or  provided  for  in  either  the  law  or  the 
regulation,  namely,  that  both  the  taxpayer  and  its  parent  company 
are  foreign  corporations,  while  the  taxpayer  alone  does  business 
within  the  United  States. 

It  has  been  consistently  held  by  the  Depaitment  that  the  privilege 
of  filing  a  consolidated  return  can  not  be  granted  to  a  taxpayer  m 
cases  where  the  Department  would  be  without  power  to  require  such 
a  return.  Clearly  this  is  such  a  case,  for  it  is  obvious  that  the  De- 
partment has  no  such  authority  in  the  case  of  the  two  foreign  corpo- 
rations. 

It  would  seem,  therefore,  that  the  request  of  the  taxpayer  for  the 
privilege  of  filing  such  a  consolidated  return  must  be  denied,  if  upon 
no  other  fi^round  than  the  suflScient  one  that  the  Department  is  en- 
tirely without  power  to  grant  such  a  privilege.  But  it  is  doubtful, 
even  though  the  Department  had  the  power,  and  the  privilege  were 
granted,  that  the  taxpayer  would  experience  the  anticipated  relief, 
for  It  seems  to  the  Committee  that  the  application  by  the  Unit  to 
this  case  of  section  210  of  the  Bevenue  Act  of  1917  produces  sub- 
stantially the  situation  that  the  taxpayer  seeks  to  attain,  through 
article  48  of  Regulations  41,  which  provides  that : 

Wben  used  in  reference  to  a  foreiprn  coi*po ration  or  partnership,  or  a  non- 
resident alien  individual,  the  term  "  invested  capital ''  means  that  portion  of 
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tbe  entire  invested  capital  as  defined  and  limited  by  these  regulations  which  the 
net  income  from  sources  within  the  United  States  is  of  the  entire  net  income. 

This  is  substantially  the  condition  produced  by  the  application  of 
section  210  to  the  taxpayer's  case  under  consideration,  and  it  does 
not  appear  to  the  Committee,  therefore,  that  any  further  relief  can 
be  granted  to  the  taxpayer  than  lias  already  been  afforded  by  the 
Unit;  nor,  as  a  matter  of  fact,  that  any  hardship  or  injustice  has 
been  done  to  the  taxpayer  by  such  application* 


• 
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are  affiliated.  A.  R.  R.  448 

Held,  tliat  stock  control  of  60.04  por  cent  in  the  year  1918,  with- 
out intercompany  operatiniir  transactions  or  artifk!ial  intercorporate  * ' 
relationship,  is  insufficient  to  authorize  a  consoUdated  tax  return 
for  that  year.                                                                                                      •^ 

The  Committee  has  had  under  consideration  the  appeal  of  tbefjl 
M  Company  from  the  action  of  the  Income  Tax  Unit  in  denying  am- 
solidation  with  the  N  Company  for  the  taxable  year  1918.  ^ 

The  N  Company  was  incorporated  in  the  State  of  Y  in  1912  and  If 
the  M  Company  was  incorporated  in  the  State  of  Ohio  in  1892.    The*^ 
former  company  is  a  holding  company.    The  latter  company  is  a 
public  utility. 

The  N  Company  owned,  in  the  year  1918,  72a?  dollars  in  common 
stock  of  the  97a?  dollars  common  stock  of  the  M  Company,  outstand- 
ing during  the  year  1918.  It  owned  none  of  the  preferred  stock  of  8a? 
dollars  of  the  M  Company  outstanding  during  the  year  1918.  The 
preferred  stock  of  the  M  Company  had  the  same  voting  rights  as  the 
common  stock.  The  N  Company,  therefore,  owned,  during  the  year 
1918,  69.04  per  cent  of  the  total  capital  stock  of  the  M  Company. 

The  appellant  points  out  that  under  the  Statutes  of  the  State  of 
Ohio  the  right  of  cumulative  voting  prevails  under  the  following 
provision : 

At  such  and  all  other  elections  of  directors  each  stockholder  shall  have  t1 
right  to  vote  in  person  or  hy  proxy  the  number  of  shares  owned  by  him  for 
many  persons  as  there  are  directors  to  be  elected,  or  to  cnraulate  his  shares 
and  give  one  candidate  as  many  votes  as  the  number  of  directors  multiplied  by 
the  nnmber  of  his  shares  of  stock  equals,  or  to  distribute  them  on  the  same 
principle  among  as  many  candidates  as  he  thinks  fit. 

It  is  stated  that  under  this  section  the  N  Company  could  elect  five 
of  the  seven  directors ;  that  under  section  8664  of  the  Ohio  law  tlie 
majority  of  the  board  of  directors  constitutes  a  quorum -^or  the  transr 
action  of  business;  that  the  same  section  also  -provides  that  the 
directors  shall  select  one  of  their  number  for  president  and  unless  the 
regulations  otherwise  provide,  shall  appoint  a  secretary  and  treasurer 
of  the  corporation;  that  under  other  sections  of  the  Ohio  law  the 
charter  of  a  corporation  may  be  amended  by  the  vote  of  the  holders 
of  at  least  three-fifths  of  its  capital  stock;  that  increases  of  capital 
stock  may  be  made  by  vote  of  the  holders  of  a  majority  of  all  its 
stock ;  that  reorganization  statutes  provide  that  a  reorganization  may 
be  effected  by  a  vote  of  the  holders  of  record  of  two-thirds  or  more 
of  each  class  of  outstanding  shares  of  stock  and  that  un4er  another 
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section  of  the  l&w  &  sale  of  a  companjr's  entire  property  reqnires  the 
affirmative  vote  of  three-fourths  of  the  votes  cast  at  the  meeting. 

It  is  the  claim  of  the  taxpayer  that  under  the  provisions  of  the 
statutes  above  referred  to,  the  N  Company  has  legal  control  over  the 
M  Company  and  that,  as  a  matter  of  fact^  this  control  has  actually 
been  exercised.  It  is  further  stated  that  since  1912,  six  of  the  seven 
directors  of  the  M  Company  have  been  elected  by  the  N  Company 
and  these  directors^  in  turn,  elected  officers  of  the  M  Company. 

The  legal  situation  here  presented  is  not  substantially  different 
from  that  in  which  51  per  cent  of  voting  stock  is  held  by  another  cor- 
poration, since  51  per  cent  stock  ownership  gives  lesal  control. 

Section  240  of  the  Revenue  Act  of  1918  provides  that : 

(b)  For  the  purpose  of  this  section  two  or  more  domestic  corporations  shaU 
be  deemed  to  be  affiliated  (1)  if  one  corporation  owns  directly  or  controls 
through  closely  affiliated  Interests  or  by  a  nominee  or  nominees  substantially 
all  the  stock  of  the  other  or  others    *     *    *, 

Article  633,  Begulations  45,  reads: 

Tlie  words  "  substantiaUy  aU  the  stock  "  can  not  be  interpreted  as  meaning 
an:^  particular  percentage^  but  must  be  construed  according  to  the  facts  of  the 
particular  case.  The  owning  or  controlling  of  95  per  cent  or  more  of  the  out- 
handing  voting  capital  stock  (not  including  stock  in  the  treasury)  at  the  begin- 
mng  of  an«l  during  the  taxable  yoar  will  be  deemed  to  constitute  an  affiliation 
within  the  ^eaning  of  the  statute.  Consolidated  returns  may,  however,  be 
required  eveii  though  the  stock  ownership  Is  less  than  J>5  per  cent  When  the 
stock  ownership  is  less  than  95  per  cent,  but  in  excess  of  50  per  cent,  a  full 
disclosure  of  amliations  should  be  made,  showing  all  pertinent  facts,  including; 
the  stock  owned  in  each  subsidiary  or  affiliated  corporation  and  the  percentage 
of  such  stock  owned  to  the  total  stock  outstanding. 

No  definite  rule,  applicable  to  all  cases,  can,  therefore,  be  laid  down 
to  d^ermine  the  right  of  consolidation  when  the  stock  ownership  or 
control  is  less  than  95  per  cent,  but  in  excess  of  50  per  cent.  The 
general  rule,  however,  has  to  do  with  the  extent  of  affiliation.  If  "  a 
situation  results  which  is  closely  analogous  to  that  of  a  business  main- 
taining one  or  more  branch  establishments^'  (art.  631)  so  that  ^Hhe 
invested  capital  and  net  income  of  the  branch  form  a  part  of  the 
invested  capital  and  net  income  of  the  entire  organization,"  the  right 
of  consolidation  should  be  granted.  This,  general  rule  rests  upon 
the  opportunity  that  '^  would  be  afforded  for  the  evasion  of  taxation 
by  the  shifting  of  income  through  price  fixing,  char^  for  services 
and  other  means  by  which  income  could  be  arbitrarily  assigned  to 
one  or  another  unit  of  the  group."  A  51  per  cent  stock  control  not 
infrequently  presents  such  a  condition.  On  the  other  hand,  51  per 
cent  stock  control,  under  close  intercompany  relationship,  might 
result  in  excessive  taxation  because  of  "  purely  artificial  conditions  " 
under  corporate  organization. 

'  In  the  instant  case  it  is  admitted  there  are  no  intercompany  condi- 
tions which  might  affect  income  of  either  company  in  relation  to  its 
invested  capital.  The  stock  ownership  presents  no  artificial  condi- 
tion that  would  justify  consolidation.  The  corporations  are  not  mere 
forms. 

The  Committee  accordingly  recommends  that  the  action  of  the 
Income  Tax  Unit  in  denying,  in  the  instant  case,  the  right  of  con- 
solidation for  the  year  1918  be  sustained. 
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SECTION  241.— TIME  AND  PLACE  FOR  FILING 

RETURNS. 

Section  241,  Article  651 :  Time  and  place  for 
filing  returns.  A. 

(See  25-21-1694;  sec.  230,  art.  503.)     Domestic  corporation  hav-  - 
ing  principal  office  and  all  of  its  business  in  Porto  Rico.     (Revenue 
Act  of  1917.) 

Part  IV. — Adisiinistrative  Provisions. 


SECTION  250.— PAYMENT  OF  TAXES. 

Section  250,  Article  1001 :  Time  for  payment  11-21-1613 

of  tax.  T.  D.  3136 

DUB  DATE  FOE  PAYMENT  OF  INSTALLMENTS  OF  INCOME, 
WAR  PROFITS,  AND  EXCESS  PROFITS  TAXES. 

Treasury  Decision  2840  Amended. 

Treasury  Decision  2840  is  amended  by  adding  thereto  the  following 
paragraph : 

Under  the  Revenue  Act  of  1918,  approved  February  24»  1919,  the  first  histall- 
ment  of  income  and  profits  taxes  becomes  due  and  payable  at  the  time  fixed  by 
law  for  filing  the  return,  and  the  second  installment  becomes  due  and  payable 
<»n  the  15th  day  of  the  third  month,  the  third  installment  on  the  15th  day  of  the 
sixth  month,  and  the  fourth  installment  on  the  15th  day  of  the  ninth  month,  after 
the  time  fixed  by  law  for  filing  the  return.  In  the  case  of  the  first  install^ient 
the  law  provides  that  the  instructions  printed  on  the  return  shall  be  deemed 
sufllcient  notice  of  the  date  when  the  tax  is  due  and  sufiicient  demand,  an^  the 
taxpayer's  computation  of  the  tax  on  the  return  shall  be  deemed  sufficient  tiotice 
of  the  amount  due.  In  the  case  of  the  second,  third,  and  fourth  installments  a 
notice  and  demand  for  payment  will  be  sent  by  the  collector  to  each  taxpayer 
by  mail  at  least  ten  days  in  advance  of  the  date  the  tax  is  due,  and  this  notice 
and  demand  will  be  notice  and  demand  by  the  collector  for  the  purpose  of  de- 
termining penalties  and  interest,  as  provided  by  law.  The  attention  of  tax- 
payers is  called  to  the  fact  that  the  Revenue  Act  of  1918  omits  the  ten-day  period 
of  grace  allowed  by  the  former  law.  Failure  to  pay  any  installment  on  the  due 
date  will  necessitate  the  addition  of  penalties  and  interest,  as  provided  by  law. 

Approved,  March  1,  1921. 


Sectiok  250,  Article  1001 :  Time  for  payment  22-21-1666 

of  tax.  Mim.  2784 

NOTICES   AND   DEMANDS    FOR    INCOME  TAX   PAYMENTS. 

Collectors  of  Internal  Revenue: 

Your  attention  is  called  to  Treasury  Decision  3136,  approved 
March  1,  1921,  in  which  advice  is  given  that  the  instructions  printed 
on  income  tax  returns  are  deemed  sufficient  notice  of  the  date  when 
the  first  payment,  in  cases  of  quarterly  installments,  is  due,  but  that 
notice  and  demand  must  be  forwarded  by  the  collector  to  the  tax- 
payers by  mail  at  least  ten  days  prior  to  the  due  date  of  the  second, 
third,  and  fourth  installments. 

You  are  advised  that  ruling  has  been  made  to  the  effect  that  Forms 
1123,  when  forwarded  at  least  ten  days  prior  to  the  due  date,  take  the 
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place  of  Forms  1-17A  as  the  first  notice  and  demand  for  taxes  due 
and  that  failure  to  receive  payment  on  or  before  the  due  date  shown 
thereon  is  sufficient  cause  for  the  issuance  of  Forms  1-21A  and  the 
assessment  of  the  5  per  cent  penalty. 

Collectors  will  see  that  Forms  1123  are  placed  in  the  mail  for  dis- 
tribution on  or  before  the  5th  day  of  June,  September  and  December, 
respectively. 


Sectiox  250,  Article  1001 :  Time  for  payment  26-21-1709 

of  tax.  O.  D.  961 

On  March  14,  A  and  wife  filed  a  joint  income  tax  return,  Form 
1040.  This  return  showed  no  tax  due,  but  attached  to  the  return  was 
a  statement  disclosing  the  fact  that  during  the  year  1920  a  profit 
of  360^2;  dollars  had  been  derived  from  the  sale  of  capital  assets  and 
that  the  tax  thereon  amoimted  to  SOx  dollars. 

Immediately  after  the  United  States  Supreme  Court  gave  decision 
holding  that  profit  from  the  sale  of  capital  assets  was  income  within 
the  meaning  of  the  income  tax  law,  the  taxpayer  sent  the  collector 
a  check  for  8;z;  dollars  to  be  credited  as  first  installment  of  1920 
income  tax  with  any  interest  that  might  have  accrued  through  delay 
in  payment. 

The  question  presented  is  whether  all  of  the  tax  became  due  and 
payable,  the  taxpayer  losing  his  ri^ht  to  make  installment  payments. 

Section  250(e)  of  the  Revenue  Act  of  1918  provides: 

In  the  case  of  the  first  installment  provided  for  in  subdivision  (a)  the 
instructions  printed  on  the  return  shall  be  deemed  sufSciait  notice  of  the 
dafte  when  the  tax  is  due  and  sufficient  demand,  and  the  taxpayer's  computa- 
tion of  the  tax  on  the  return  shall  be  deemed  sufficient  notice  of  the  amount  due. 

biasmuch  as  the  joint  return  of  A  and  wife  as  computed  and  filed 
by  him  disclosed  no  tax  liability,  it  can  not  be  held  that  he  failed  to 
pay  an  installment  of  tax  due  under  such  return  on  its  due  date  and 
that,  therefore,  he  will  be  required  to  pay  immediately  the  whole 
amount  of  tax  ascertained  at  a  later  date  to  be  due  under  the  return. 

Furthermore,  it  will  be  noticed  that  section  250(b)  of  the  Act 
provides  that  if  it  appears  to  the  Commissioner  ^Hhat  the  correct 
amount  of  the  tax  is  greater  or  less  than  that  shown  on  the  return, 
the  instaUnients  aJiall  be  reconfiputedy    It  then  goes  on  to  state : 

If  the  amount  already  paid  is  less  than  that  which  should  have  been  paid,  the 
difference  shall,  to  the  extent  not  covered  by  any  credits  then  due  to  the  tax- 
payer under  section  252,  be  paid  upon  notice  and  demand  by  the  collector. 

The  last  quotation  undoubtedly  refers  to  the  installments,  as  in- 
stallments are  to  be  recomputed,  and  the  difference  between  what 
was  paid,  if  anything,  and  what  is  due  refers  to  what  may  be  due 
on  any  installment  and  does  not  go  to  the  entire  tax. 

This  section  further  provides : 

In  such  case  if  the  return  is  made  in  good  faith  and  the  understatement  of 
the  amount  in  the  return  is  not  due  to  any  fault  of  the  taxpayer,  there  shall  be 
no  penalty  because  of  such  understatement.  If  the  understatement  is  due  to 
negligence  on  the  part  of  the  taxpayer,  but  without  intent  to  defraud,  there 
shall  be  added  as  part  of  the  tax  5  per  centum  of  the  total  amount  of  the 
deficiency,  plus  Interest  at  the  rate  of  1  per  centum  per  month  on  the  amount 
of  the  deficiency  of  each  installment  from  the  time  the  installment  was  due. 
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Nowhere  does  this  section  state,  even  in  the  case  of  neglij^^ice,  that 
if  an  understatement  of  the  tax  is  made  on  the  return  the  right  to 
make  payment  by  installment  shall  be  forfeited. 

Of  course,  in  this  case  there  was  no  negligence.  The  income 
omitted  from  gross  income  was  gain  derived  from  the  sale  of  capital 
assets  that  had  appi^eciated  in  value  in  the  hands  of  the  taxpayer. 
However,  he  disclosed  all  the  facts  on  a  statement  filed  with  his 
return. 

Had  there  been  negligence  on  the  part  of  the  tax  payer  but  without 
intent  to  defraud,  it  would  have  been  proper  to  have  added  as  a  part 
of  the  tax  5  per  centum  of  the  total  amount  of  the  deficiency,  plus 
interest  at  the  rate  of  1  per  centum  per  month  on  the  amount  of  the 
deficiency  of  each  installment  from  tne  time  the  installment  was  due. 
But  as  this  provision  applies  only  where  the  understatement  is  due 
to  negligence,  there  being  no  negligence  in  the  instant  case,  there  is 
due  from  the  taxpayer  only  the  installments  due,  exclusive  of  any 
penalty  or  interest. 

Section  250,  Aicticlb  1003 :  Interest  on  tax.  6-21-143T 

O.  D. 798 

In  1919  a  corporation  was  assessed  an  additional  tax  for  the  year 
1917,  and  a  claim  for  abatement  was  allowed  in  part.  The  company 
paid  the  amount  of  the  tax  not  abated,  but  contends  that  interest  on 
the  amount  of  the  tax  nnabated  should  not  be  at  the  rate  of  1  per 
cent  per  month,  as  required  under  the  Revenue  Act  of  1916,  but  at 
the  rate  of  ^  of  1  per  cent  per  month,  in  accordance  with  section  250 
of  the  Revenue  Act  of  1918. 

Held,  that  interest  at  the  rate  of  1  per  cent  per  month  may -be 
collected.  TTie  interest  provisions  of  the  Revenue  Act  of  1918  apply 
only  to  taxes  for  1918  and  subse<]uent  years.  Section  14(a)  of  the 
Revenue  Act  of  1916,  which  provides  for  the  collection  of  the  inter- 
est Jn  question,  is  one  of  the  parts  of  that  Act  which  section  1400(b) 
of  the  Revenue  Act  of  1918  specifically  provides  shall  remain  in 
force. 

Sectiion  250,  Abticle  1004:  Penalty  for  failure  14-21-1554 

to  file  return.  L.  0. 1060 

INCOME  TAX— ACT  OF  OCTOBBR  «,   1918. 

A  mere  failure  to  file  r  return  as  required  by  and  within  the 
time  prescribed  in  the  Act  of  October  3,  1913,  does  not  of  itself 
constitute  a  "  refusal  or  neglect  •'  to  file  such  return  within  the 
meaning  of  section  3176  R.  S.,  as  amended  by  the  Act  of  Octob^ 
3,  1913. 

The  Commissioner  is  aiith<»l£ed  and  required  to  add  the  50  per 
cent  to  the  tax  provided  for  in  section  3176,  R.  S.,  as  amended  by 
the  Act  of  October  3,  1913,  only  where  there  has  been  a  refusal  or 
inexcusable  neglect  on  the  part  of  the  taxpayer  to  file  the  return 
within  the  time  prescribed  by  law. 

Bequest  has  been  made  for  advice  as  to  the  proper  construction 
of  that  part  of  section  8176,  B.  S.,  as  amended  by  the  Act  of  October 
3, 1913,  which  provides  that  in  case  of  a  ^'  refusal  or  neglect  '^  to  malce 
a  return  the  Commissioner  shall  add  "  60  per  centum  to  such  tax.** 
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This  office  has  before  it  four  cases,  illustrative  of  the  question 
under  consideration,  as  follows: 

(1)  The  M  Company,  a  corporation,  filed  its  return  for  1915  on 
the  basis  of  the  fiscal  year  encUng  November  30th.  The  return,  re- 
quired to  be  filed  on  or  before  January  29,  1916,  was  mailed  to  the 
collector  on  its  due  date  and  reached  his  omce  on  January  31,  1916. 
The  corporation  alleges  that  its  officers  "mistakenly  supposed  and 
believed  ^  that  two  calendar  months  were  allowed  after  the  close  of 
its  fiscal  year  within  which  to  render  its  return;  that  the  president 
of  the  company  was  absent  "  without  any  wrongful  intent^  during 
the  latter  part  of  January,  1916 ;  and  that  the  return  was  rendered 
voluntarily  and  without  any  action  b^  the  collector  and  that  such 
return  was  true  and  complete.  For  this  delay  50  per  cent  was  added 
to  the  tax,  under  the  provisions  of  the  section  above  referred  to, 
amounting  to  2Ja?  dollars,  which  amount  the  company  paid  under 
protest.  Claim  for  refund  of  that  amount  was  made  and  rejected  and 
suit  for  the  recovery  of  the  amount  was  filed,  which  suit  resulted  in 
a  judgment  against  the  United  States.  A  writ  of  error  was  sued 
out  in  the  case  from  the  Supreme  Court  of  the  United  States,  which 
writ,  however,  on  motion  of  the  Solicitor  General,  was  dismissed. 

(2)  The  N  Company  filed  its  tax  return  for  1915,  on  March  4, 
1916— three  days  late.  The  return  was  filed  voluntarily  and  without 
any  action  on  the  part  of  the  collector.  The  company  was  assessed 
the  additional  50  per  cent  amounting  to  4a;  dollars,  provided  for  in 
section  3176  as  amended  by  the  Act  of  C5ctober  8,  1913.  The  com- 
pany paid  the  amoimt  under  protest  and  filed  a  claim  for  refund, 
which  claim  was  rejected.  Suit  was  then  brought  to  recover  the 
amount,  the  companv  alleging  that  the  delay  was  unintentional  and 
due  to  the  failure  of  the  uovemment  to  furnish  blanks  upon  which 
to  (make  return,  which  failure  tended  to  confirm  the  belief  of  the 
oflfcers  of  the  corporation  that  the  return  for  1915  was  due  on  April 
1,  1916.  As  soon  as  the  mistake  was  discovered,  the  return  was  im- 
mediately made  out  and  mailed  to  the  collector.  The  trial  judge  was 
inclined  to  render  judgment  for  plaii^tiff,  but  at  the  request  of  the 
Bureau  the  case  was  allowed  to  remain  in  abeyance,  awaiting  the 
result  in  the  Supreme  Court  of  the  M  Company  case.  Upon  the 
dismissal  of  the  writ  of  error  in  that  case,  the  Bureau  reopened  and 
allowed  the  claim  for  refund  of  the  N  Company,  whereupon  the 
company  discontinued  its  suit. 

(3)  The  P  Company  filed  its  tax  r^urn  for  1913,  the  next  day 
after  the  date  fixed  by  statute  as  the  final  date  for  filing  its  return. 
The  company  claimed  it  had  oraUy  secured  an  extension  of  time  for 
the  filing  of  such  return.  The  additional  50  per  cent  was  assessed 
therefor,  which  amount  was  paid  under  protest.  Suit  was  then  filed 
to  recover  the  amount.  In  November,  1916,  judgment  was  rendered 
in  the  case  against  the  United  States. 

(4)  The  O  Company  likewise  filed  its  tax  return  for  1913  one  day 
late.  It  also  claimed  it  had  orally  secured  an  extension  of  time  for 
the  filing  of  such  return.  The  50  per  cent  was  added  to  the  tax,  which 
was  paid  under  protest  and  suit  brought  to  recover  the  amount.  The 
company  obtained  judgment  against  the  United  States  in  Novem- 
ber, 1916. 

In  a  letter  from  the  Commissioner  of  Internal  Revenue  to  the 
United  States  attorney  in  connection  witjh  the  M  Company  case,  the 
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position  heretofore  taken  by  the  Bureau  on  the  question  under  con- 
sideration is  thus  stated : 

This  office  has  for  many  years  considered  that  the  SO  per  cent  penalty  im- 
posed by  that  section  (3176  R.  S.),  automatically  attaches  upon  all  delinquent 
returns,  and  it  is  immaterial  whether  the  return  was  made  for  the  taxpayer 
by  the  collector  or  was  voluntarily  filed  by  the  taxpayer  after  the  due  date.  It 
contends  that  the  50  per  cent  penalty  attaches  and  that  the  legal  requirement  to 
assess  same  exists  where  there  is  a  failure  to  file  proper  return,  i,  e.,  a  return 
as  required  by  the  law  within  the  time  and  manner  prescribed. 

See  also  T.  D.  21517 ;  T.  D.  1560 ;  T.  D.  691 ;  and  T.  D.  92.  Prior  to 
the  three  cases  above  referred  to,  there  seems  to  have  been  no  court 
decision  on  the  question  under  consideration. 

If  the  meaning  of  a  statute  is  doubtful  or  obscure  the  courts  will 
accept  the  long  continued  administrative  construction  as  the  true  one 
(U,  S,  V.  HecUey^  160  U.  S.,  136} ;  yet,  in  connection  with  the  ques- 
tion involved  in  our  present  inquiry,  we  are  presented  with  the  situa- 
tion of  having  three  cases  in  two  different  Federal  courts  decided 
adverselj^  to  the  Government,  and  there  is  no  decision  favorable  to 
the  position  of  the  Bureau  contended  for  in  each  of  these  cases.  It, 
therefore,  seems  necessary  to  make  investigation  as  to  the  soundness 
of  that  position. 

The  pertinent  provision  of  section  3176,  B.  S.,  as  amended  by  the 
Act  of  October  3, 1913,  reads  as  follows : 

And  in  case  of  a  refusal  or  neglect,  except  in  cases  of  sickness  or  absence, 
to  make  a  ♦  *  *  return,  or  to  verify  the  same  as  aforesaid,  he  (the  CJom- 
missioner)  shall  add  50  per  centum  to  such  tax. 

Leaving  out  of  consideration  the  contingency  of  sickness  or  absence, 
the  statute  is  mandatory  as  to  the  addition  ox  the  50  per  cent  in  case 
there  is  a  "  refusal  or  neglect."  Our  chief  inquiry  must  then  be  m  to 
what  is  the  meaning  of  the  words  "  refusal  or  neglect "  as  used  in  the 
statute. 

In  a  letter  dated  October  4,  1916,  and  signed  by  the  Assistant  At- 
torney General  written  to  the  Bureau  in  connection  with  the  P  Com- 
pany and  the  O  Company  cases,  appears  the  following : 

In  the  Judgment  of  this  Department,  section  3176  *  ♦  *  applies  only  to 
those  cases  where  there  is  a  complete  neglect  to  Hie  a  return  so  that  the  col- 
lector is  himself  obliged  to  prepare  a  return  for  the  taxpayer  upon  which  return 
so  prepared  the  Commissioner  assesses  the  tax  and  penalty. 

The  United  States  Attorne}'^,  in  a  letter  dated  October  30,  1917, 
states  in  connection  with  the  case  of  the  N  Company  that  the  judge 
was  inclined  to  hold  that  the  50  per  cent  penalty  there  under  consid- 
eration was  intended  to  apply  only  to  those  cases  in  which  no  return 
whatever  was  filed  "at  any  time."  To  like  effect  see  the  letter  of 
the  United  States  Attorney,  dated  March  15,  1918,  in  connection  with 
the  case  of  the  M  Company. 

Another  view  of  the  meaning  of  the  words  "  refusal  or  neglect "  is 
illustrated  by  the  cases  of  State ^  ex  rel^  v.  Railway  Company  (Wash- 
ington), 123  Pac.  8,  and  Little  v.  Schul  (Maryland)  84  Atl.,  649,       ^ 
wherein  those  words  were  held  to  mean  the  doing  of  the  thing  re-       ^ 
cjuired  within  the  time  required  by  law.    It  will  be  noted  that  this 
is  also  the  view  heretofore  maintained  by  the  Bureau. 

It  is  believed  that  the  true  meaning  of  "refusal  or  neglect"  as 
those  words  are  used  in  section  3176,  R.  S.,  as  amended  by  tne  Act  of 
October  3,  1913,  is  somewhere  between  the  two  views  above  referred 
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to.  What  was  orally  stated  by  the  court  in  any  of  the  above  men- 
tioned three  cases  decided  adversely  to  the  Government,  to  the  effect 
that  section  3176,  E,  S,,  applied  only  to  those  cases  in  which  no  return 
whatever  was  filed,  was  dictum  ana  not  necessary  to  a  decision  of  the 
case  under  consideration. 

The  Attorney  General  in  17  Ops.  Atty.  Gen.  433  and  23  Ops.  Atty. 
Gen.  398  has  held  that  the  50  per  cent  addition  to  tax  provided  for 
in  section  3176,  R.  S.,  is  a  penalty  and  not  a  tax.  As  is  evidenced 
bv  the  decision  against  the  Government  in  each  of  the  three  cases 
above  mentioned,  courts,  as  a  general  rule,  are  loath  to  construe  a 
statute  so  as  to  impose  a  penalty  unless  there  has  been  a  substantial 
delinquency.  See  the  case  of  Savings  Bank  v.  Archhold,  104  U.  S. 
708,  710,  overruling  Fed.  Cas.  No.  5,  364.  For  illustrative  cases  of 
the  refusal  of  Federal  courts  to  impose  the  ad  valorem  penalties  in 
revenue  cases,  see  Wright  v.  Blakeslee^  101  U.  S.  174 ;  and  Schafer  v. 
Craft,  144  Fed.  907. 

In  the  case  of  Hack-field  <£•  Cornpany  v.  United  States^  197  U.  S. 
442,  (449-451),  the  United  States  supreme  Court  had  under  consid- 
eration the  statute  which  provides  that  the  master,  etc.,  of  a  vessel 
who  "shall  refuse  or  neglect"  to  return  certain  aliens  to  the  port 
from  which  they  came  shall  be  punished  by  a  fine.  The  Government 
contended  that  the  duty  was  absolute.  The  court  after  saying  that 
"  neglect "  is  not  always  synonymous  with  the  word  "  omit,"  on  page 
451,  said:  "We  think  no  more  ought  to  be  required  than  a  faithful 
and  carefid  effort  to  carry  out  the  duty  imposed."  See  also  Lathrop 
V.  Lathrop  (Conn.)  63  Atl.  514,  and  Crallemove  v.  Gdllemore  (Mo.) 
91  S.  W.  406,  409. 

This  office  is  of  the  opinion  that  a  mere  failure  to  file  a  return  as 
required  by  and  within  the  time  prescribed  in  the  Act  of  October  3, 
1913,  does  not  of  itself  constitute  a  "  refusal  or  neglect "  to  file  such 
return,  within  the  meaning  of  section  3176,  R.  S.,  as  amended  by  the 
Act  of  October  3, 1913.  The  Commissioner  is  authorized  and  required 
to  add  the  50  per  cent  to  the  tax  provided  for  in  section  3176,  K.  S., 
as  so  amended  only  where  there  has  been  a  refusal  or  inexcusable 
neglect  on  the  part  of  the  taxpayer  to  file  the  return  within  the  time 
prescribed  by  law.  A  mere  showing  by  the  taxpayer  that  he  filed 
such  return  before  the  collector  or  the  Commissioner  took  any  action 
in  the  matter  does  not  relieve  him  of  such  addition  to  tax. 

It  is,  therefore,  recommended  that  claims  of  taxpayers  for  the  re- 
fund of  the  50  per  cent  addition  to  tax  heretofore  assessed  and  col- 
lected, be  reconsidered  in  the  light  of  the  foregoing;  in  any  case 
w^here  such  claim  has  been  seasonably  filed  (see  section  3228,  K.  S.), 
and  it  is  found  from  the  facts  that  there  has  been  no  "refusal  or 
neglect  "  to  file  the  return  within  the  meaning  of  section  3176,  R.  S., 
as  amended  by  the  Act  of  October  3, 1913,  as  hereinbefore  construed, 
that  such  claim  be  allowed  as  for  penalties  collected  without  authority 
within  the  meaning  of  section  3220,  R.  S. 

Section  3176,  R.  o.,  of  course,  was  so  amended  by  the  Revenue  Acts 
of  1916  and  1918  that  the  question  now  under  consideration  can  not 
arise  in  connection  with  any  return  filed  for  1916  or  later  years. 

Carl  A.  Mapes, 
Solicitor  of  Interruil  Revenue. 
61360''— 21 ^21 
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Section  250,  Akticub  1005 :  Penalty  for  under-  1--21-1377 

stated  return.  A,  B.  B.  360 

The  Committee  recommends  that  the  penalty  for  negUgence  be 
not  asserted  against  a  corporation  in  any  case  where  the  amount 
of  a  contribution  to  the  Red  Cross  and  other  simUar  war  works 
was  specifically  and  separately  listed  in  the  schedule  of  g^ieral 
expenses  supiwrtlng  Item  12. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  against  the  action  of  the  Income  Tax  Unit  in  assessing  a 
penalty  of  6  per  cent  for  negligence  because  of  the  inclusion  in  its 
income  tax  return  for  1918  or  x  dollars  of  contributions  to  the 
American  Bed  Cross  and  the  United  War  Work  Fund  as  a  deduction 
under  the  head  of  general  expense. 

The  company  in  question  did  not  cover  this  item  up  in  general 
expenses  but  itemized  it  separately  in  a  schedule  filed  in  support  of 
item  12  of  the  return  form,  thus  putting  the  Bureau  specifically  on 
notice  of  what  it  had  done. 

In  Begulations  45,  article  1005 — 

Negligence  Is  attributable  to  the  taxpayer  If  he  computes  the  tax  in  disregard 
of  the  instructions  on  the  return  form  or  otherwise  Incorrectly,  unless  he  can 
show  that  his  error  was  due  to  an  honest  misunderstanding  of  the  facts  or  the 
law  of  which  an  average  reasonable  man  might  be  capable. 

There  was  no  specific  instruction  on  the  return  form  dealing  with 
contributions  to  the  Bed  Cross  and  other  similar  war  works,  and  it 
is  a  known  fact  that  many  lawyers  and  tax  consultants  of  ability 
were  of  the  opinion,  and  so  advised  their  clients,  that  contributions 
to  these  objects  under  conditions  that  existed  in  1918  when  the 
United  States  was  at  war,  were  legitimate  and  proper  deductions 
in  determining  net  income,  not  of  course  as  charitable  contributions 
under  section  214(a)  11  but  as  ordinary  and  necessary  expenses  of 
business.  That  the  Bureau  itself  had  not  made  up  its  mind  on  this 
question  is  clearly  indicated  by  the  fact  that  the  question  was  sub- 
mitted to  the  Attorney  General  for  an  opinion  which  at  the  date  of 
filing  the  return  had  not  been  rendered. 

The  Committee  is  therefore  clearly  of  the  opinion  that  the  error 
was  due  to  an  honest  misunderstanding  of  the  facts  or  the  law  of 
which  an  average  reasonable  man  might  be  capable,  and  recommends 
that  the  penalty  for  negligence  be  not  asserted  in  this  or  any  other 
case  where  the  amount  of  the  contribution  was  specifically  and  sepa- 
rately listed  in  a  schedule  of  general  expenses  supporting  item  12. 


Section  250,  Abttclb  1006 :  Penalty  for  under- 
stated return. 

(See  1-21-1385;  sec.  234,  art.  562.)  Penalty  for  failure  to  file 
statements  and  make  payment  of  additional  taxes  where  corporations 
deducted  contributions  made  to  the  Bed  Cross  and  other  war  organi- 
zations in  1918. 

Section  250,  Articmj  1005 :  Penalty  for  under-  2-21-1892 

stated  return.  A.  B.  M.  105 

The  Committee  has  had  under  consideration  request  for  advice  as 
to  the  assertion  of  the  6  per  cent  penalty  for  negligence  under  circum- 
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stances  which  will  be  described  hereafter.  In  order  that  the  Com- 
mittee might  have  before  it  a  specific  case  the  papers  in  the  case  of 
the  M  Company  were  submitted,  but  it  is  understood  this  is  typical 
of  a  considerable  number  of  other  similar  cases  pending  in  the  Unit. 

The  facts  appear  to  be  as  follows:  Wlien  the  Excess  Profits  Tax 
Act  of  1917  was  passed  the  lumber  interests  were  strongly  of  the 
opinion  that  they  were  entitled  to  include  in  invested  capital  the 
increase  in  value  of  their  properties  through  growth  of  timber,  and 
finding  that  the  Department  did  not  accept  this  view,  proposed  to 
test  the  matter  in  the  courts.  They  thereupon  secured  the  advice 
of  special  counsel  as  to  how  they  should  proceed  in  order  to  pre- 
serve all  their  legal  rights.  After  a  careful  consideration  of  the  law 
and  decisions  regarding  recovery  of  taxes  paid  counsel  advised  the 
association,  which  in  turn  advised  its  members,  that  in  his  judgment 
they  could  not  safely  protect  their  rights  if  they  made  a  voluntary 
return  along  the  lines  insisted  upon  by  the  Department  instead  of  on 
the  invested  capital  basis  to  which  they  believed  they  were  entitled. 
It  was  further  suggested  to  them  that  under  these  circumstances  it 
was  proper  for  them  to  file  their  returns,  taking  into  invested  capital 
the  amount  of  appreciation  to  which  they  believed  they  were  en- 
titled but  calling  attention  on  the  return  specifically  to  the  amount 
of  such  appreciation  included. 

It  was  assumed  that  the  Department  would  promptly  assess  addi- 
tional taxes  on  the  basis  of  its  own  interpretation  of  the  law.  This, 
however,  owing  to  the  volume  of  business  pressing  upon  the  Bureau, 
was  not  done  prior  to  the  time  for  filing  1918  returns.  Some  of  the 
luml)ermen  construed  the  failure  to  assess  additional  taxes  as  an 
acauiescence  in  the  soundness  of  their  position,  and  many  of  them  as 
before  made  their  returns  for  1918  on  the  same  basis  as  they  did  for 
1917,  specifying  in  the  return  the  amount  of  appreciation  included 
in  invested  capital. 

Of  course,  no  question  of  penalty  for  negligence  arises  in  connec- 
tion with  the  1917  returns  since  that  provision  was  not  enacted  into 
the  law  until  the  Revenue  Act  of  1918  was  passed,  and  the  question 
is  whether  or  not  the  5  per  cent  penalty  for  negligence  should  attach 
to  those  returns  filed  for  1918. 

It  is  the  opinion  of  the  Committee  that  under  the  circumstances  the 
penalty  should  not  attach  in  those  cases  where  a  complete  disclosure 
of  the  facts  was  made  in  the  return ;  that  is  to  say,  penalty  should 
not  attach  to  those  returns  ^ere  the  amount  of  the  appreciation 
which  had  been  included  in  invested  capital  was  specifically  shown. 
In  such  cases  the  office  was  put  on  notice  by  the  return  itselr  of  what 
the  taxpayer  had  done  and  could  have  promptly  assessed  additional 
tax  had  it  made  even  a  cursory  examination  of  the  returns  at  the 
time  of  filing. 

On  the  other  hand,  where  the  amount  of  the  invested  capital  not 
computed  in  accordance  with  the  regulations  was  not  specifically 
shown  the  Committee  is  of  the  opinion  that  the  penalty  should  attach. 

In  general,  as  stated  in  Committee  Recommendation  360,  it  is  the 
opinion  of  the  Committee  that  penalties  for  negligence  should  not 
attach  in  any  case  where  full  disclosure,  permitting  the  Department 
to  make  assessment  of  additional  taxes  if  it  desires  to  do  so,  is  made 
on  the  return.  It  accordingly  recommends  that  penalties  be  not 
asserted  in  the  case  of  the  M  Company  nor  in  other  cases  where  full 
disclosure  was  made  at  the  time  of  filing  the  return. 
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Section  250,  Article  1005 :  Penalty  for  under- 
stated return. 

(See  23-21-1674;  sec.  213(a),  art.  31.)  Failure  to  include  gain 
from  sale  of  capital  assets. 

Section  250,  Article  1005 :  Penalty  for  under- 
stated return. 

(See  23-21-1677;  sec.  234,  art.  566.)  Penalty  where  banks  de- 
ducted taxes  assessed  against  their  stockholders  on  account  of  their 
ownership  of  shares. 

Section  250,  Article  1006:  Penalty  for  non-  11-21-1511 

payment  of  tax.  O.  D.  846 

A  filed  an  amended  return  showing  a  lesser  amount  of  tax  due 
than  was  shown  in  his  original  return,  but  did  not  file  a  claim  for 
abatement  of  the  excess  tax  shown  in  his  original  return  until  after 
10  days  following  notice  and  demand  from  the  collector  for  payment 
of  the  tax  due,  assuming  that  the  amended  return  was  a  substitute 
for  the  original  return.     The  claim  was  subsequently  allowed. 

The  5  per  cent  penalty  and  1  per  cent  interest  will  not  be  asserted 
for  the  reason  that  the  allowance  of  the  claim  for  abatement  is 
evidence  of  the  fact  that  the  tax  was  not  originally  actually  due 
and  payable  by  the  taxpayer. 


Section  250,  Article  1008:  Collection  of  tax  1-21-1378 

by  suit.  O.  D.  769 

Where  a  corporation  dissolves  and  distributes  all  of  its  assets  prior 
to  the  time  the  list  carrying  an  assessment  of  additional  tax  against 
the  corporation  comes  into  the  hands  of  the  collector,  the  tax  is  not 
collectible  upon  notice  and  demand  followed  by  distraint,  but  may  be 
recovered  only  by  means  of  a  suit  instituted  against  the  stockholders 
or  other  pei-sons  who  may  have  received  the  corporation's  assets,  ex- 
cept bona  fide  purchasers  for  a  valuable  consideration  and  creditors. 


Section  250,  Article  1009:  Collectioli  of  tax  7-21-1454 

by  distraint.  T.  D.  3126 

Treasury  Decision  3042,  approved  July  1,  1920,  is  hereby  modi- 
fied to  read  as  follows: 

Section  250(f)  of  the  Revenue  Act  of  1918  provides: 

In  any  case  in  which  in  order  to  enforce  payment  of  a  tax  it  is  necessary  for  a 
collector  to  cause  a  warrant  of  distraint  to  be  served,  there  sliall  also  be  added 
as  part  of  the  tax  the  sum  of  $5. 

The  provisions  of  section  250(f)  of  the  Revenue  Act  of  1918  are  applicable 
only.to  income,  war  profits,  and  excess  profits  taxes.  Distraint  warrants  issued 
for  the  seizure  of  property  to  be  sold  to  satisfy  such  taxes  shall  be  deemed  to 
have  been  served  within  the  meaning  of  the  statute  when  seizure  is  made  of 
any  of  the  property  of  the  delinquent  taxpayer  subject  to  distraint  by  the 
officer  charged  with  the  execution  of  the  warrant 

Approved,  February  2,  1921. 
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Section  250,  Article  1010 :  P2nf orcement  of  tax  1-21-1379 

lien  by  bill  in  equity.  O.  D.  770 

A  corporation  made  an  assignment  for  the  benefit  of  creditors  and 
a  trustee  was  appointed.  The  third  and  fourth  installments  of  its 
income  tax  for  1919  had  not  b^n  paid.  Two  vears  prior  to  the  date 
of  assignment  a  mortgage  was^^xecuted  on  the  corporate  property, 
consisting  solely  of  stock,  furniture,  and  fixtures.  The  question  pre- 
sented is  whether  the  Government's  lien  for  taxes  due  is  paramount 
to  the  mortgage  lien. 

Held,  that  if,  as  would  appear  from  the  facts  presented,  the  mort- 
gagee acquired  his  lien  in  good  faith  prior  to  the  time  a  lien  in  favor 
of  the  Government  was  effected  as  provided  by  section  3186,  R.  S.,  as 
amended  by  the  Act  of  March  4, 1913  (T.  D.  1841),  the  Government's 
lien  for  the  tax  is  not  superior  to  the  rights  of  the  mortgagee.  The 
collector  should,  however,  file  a  claim  with  the  trustee  for  the  taxes 
due  and  the  interest  thereon,  calling  his  attention  to  the  provisions 
of  section  3467,  B.  S.,  which  make  him  personally  liable  if  he  pays 
out  trust  funds  before  he  satisfies  and  pays  a  debt  due  to  the  United 
States. 

Section  250,  Article  1011 :  Compromise  of  tax  6-21-1438 

cases.  O.  D.  799 

(Also  Section  252,  Article  1031.) 

In  the  case  of  an  assessment  of  tax  against  a  partnership  which 
has  been  dissolved,  distraint  may  be  employed  against  the  property 
of  all  or  any  of  the  former  partners.  The  tax  may  not  be  abated  by 
the  collector  on  Form  53  until  effoii;  to  collect  the  tax  from  all  the 
persons  responsible  has  failed,  and  the  abatement  may  he.  only  for 
the  tax  liability  imcoUectible.  If  the  tax  is  thus  abated,  it  does  not 
relieve  any  of  the  partners  from  liability  for  payment  thereof. 
Taxes  legally  due  from  a  solvent  taxpayer  may  not  be  compromised. 


Section  250,  Article  1012 :  Assessment  of  tax.  13-21-1534     / 

(Also  Section  227,  Article  447:   Section  252,  Sol.  Op.  92    ^ 

Article  1031.) 

income  tax—sections  8(b)  AND  (g),  0(a),  13(b),  AND  14(a)  AND  (c). 

REVENIE  ACT  OF  1916. 

Extension    by    Commissionkr   of   Timk   fob    Filing    Returns;    Three- Yeab 
Limitation;  Abatement  of  Assessments;  Additioijal  Taxes. 

1.  The  extension  of  time  granted  by  the  Commissioner  to  tax- 
poyers  for  filing  their  income  returns  operates  to  shift  the  due  date 
for  filing  their  returns  to  the  expiration  of  the  period  of  extension ; 
the  three-year  limitation  begins  to  run  from  the  due  date  as  thus 
shifted. 

2.  Where  an  excess  amount  of  tax  is  assessed  the  Commissioner 
is  authorized  by  section  3220,  R.  S.,  as  amended  by  the  Revenue 
Act  of  1918  to  abate  the  excess  amount 

3.  AVhere  the  tax  assessed  is  less  than  the  amount  due  an  assess- 
ment of  the  additional  amount  due  can  be  made  where  discovery 
was  made  within  the  three-year  limitation  period. 
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Advice  has  been  requested: 

1.  Whether  the  extension  by  the  Commissioner  of  time  for  filing 
returns  works  an  extension  of  the  three-year  period  within  which 
the  taxes  due  upon  such  returns  may  be  assessed. 

2.  Whether  in  any  case  in  whicn  sufficient  time  does  not  remain 
in  which  to  properly  audit  a  return  and  make  the  assessment  thereon 
a  tax  arbitrarily  assessed  may,  after  the  expiration  of  the  three-year 
period,  be  reassessed  to  correct  errors  in  the  original  assessment. 

It  is  assumed  that  vour  request  refers  to  procedure  under  the 
income  and  excess  profits  tax  Acts  in  existence  prior  to  the  passage 
of  the  Revenue  Act  of  1918,  particularly  under  the  Revenue  Act 
of  1916.  and  under  that  Act  as  amended  by  the  Revenue  Act  of  1917, 
since  tnese  prior  Acts  contain  the  three-year  limitation  and  the 
Revenue  Act  of  1918  contains  a  five-year  limitation. 

1.  Section  8(b)  of  tJhe  Revenue  Act  of  1916  provides : 

On  or  before  the  first  day  of  March,  nineteen  hundred  and  seventeen,  and  the 
first  day  of  March  in  each  year  thereafter,  a  true  and  accurate  return  under 
oath  shaU  be  made  by  each  persMm  of  lawful  ai:e,  except  as  hereinafter  pro- 
vided, having  a  net  income  of  $3,000  or  over  for  the  taxable  year  to  the  Ck>l- 
lector  of  Internal  Revenue  for  the  district  in  which  such  person  has  his  legal 
residence  or  principal  place  of  business,  or  if  there  be  no  legal  residence  or 
place  of  business  in  the  United  States,  then  with  the  Collector  of  Internal 
Revenue  at  Baltimore,  Maryland,  in  such  form  as  the  Commissioner  of  Internal 
Revenue,  with  the  approval  of  the  Secretary  of  the  Treasury,  shall  prescribe, 
setting  forth  specifically  the  gross  amount  of  income  from  all  separate  sources, 
and  from  the  total  thereof  deducting  the  aggre;gate  items  of  allowances  herein 
authorized :  Provided,  That  the  Conmiissioner  of  Internal  Revenue  shall  have 
authority  to  grant  a  reasonable  extension  of  time.  In  meritorious  cases,  for 
filing  returns  of  income  by  persons  residing  or  traveling  abroad  who  are  re- 
quired to  make  and  file  returns  of  income  and  who  are  unable  to  file  said 
returns  on  or  before  March  first  of  each  year :    »    •    ♦ 

but  by  subdivision  (g)  of  the  same  section  it  is  provided : 

An  individual  keeping  accounts  upon  any  basis  otb^  than  that  of  actual 
receipts  and  disbursements^  unless  such  other  basis  does  not  clearly  refiect  his 
income,  may  subject  to  regulations  made  by  the  Commissioner  of  Internal 
Revenue,  with  the  approval  of  the  Secretary  of  the  Treasury,  make  his  return 

upon  the  basis  upon  which  his  accounts  are  kept,  in  which  case  the  tax  shall  be 
computed  upon  his  income  as  so  returned. 

Section  9(a)  provides: 

That  all  assessments  shall  be  made  by  the  Commissioner  of  Internal  Revenue 
and  all  persons  shall  be  notified  of  the  amount  for  which  they  are  respectively 
liable  on  or  before  the  first  day  of  June  of  each  successive  year,  and  said 
amounts  shall  be  paid  on  or  before  the  fifteenth  day  of  June,  except  in  cases  of 
refusal  or  neglect  to  make  such  return  and  in  cases  of  erroneous,  false,  or 
fraudulent  returns,  in  which  cases  the  Commissioner  of  Internal  Revenue  shall, 
upon  the  discovery  thereof,  at  any  time  witliin  three  years  after  said  return  is 
due,  or  has  been  made,  make  a  return  upon  information  obtained  as  provided 
for  in  this  title  or  by  existing  law,  or  require  the  necessary  corrections  to  be 
made,  and  the  assessment  made  by  the  Commissioner  of  Internal  Revenue 
therecMi  shall  be  paid  by  such  person  or  persons  immediately  upon  notification 
of  the  amount  of  such  assessment ;    *    *    * 

Section  13(b)  provides: 

Every  corporation.  jointHStock  company  or  association,  or  insurance  company, 
subject  to  the  tax  herein  imposed,  shall,  on  or  before  the  first  day  of  March, 
nineteen  hundred  and  seventeen,  and  the  first  day  of  March  in  each  year  there- 
after, or,  if  it  has  designated  a  fiscal  3rear  for  the  computation  of  its  tax,  then 
within  sixty  days  after  the  dose  of  such  fiscal  year  aiding  prior  to  December 
thirty-first,  nineteen  hundred  and  sixteen,  and  the  close  of  each  such  fiscal  year 
thereafter,  render  a  true  and  accurate  return  of  its  annual  net  income  in  the 
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manner  and  form  to  be  prescribed  by  the  Commissioner  of  Internal  Revenue, 
with  the  aw>roval  of  the  Secretary  of  the  Treasury,  and  containing  such  facts, 
data,  and  information  as  are  appropriate  and  in  the  opinion  of  the  Commis- 
sioner necessary  to  determine  the  correctness  of  the  net  income  returned  and  to 
carry  out  the  provisions  of  this  title.    *     ♦    ♦ 

Section  14(a)  of  the  same  Act  provides : 

All  assessments  shall  be  made  and  the  several  corporations,  Joint-stock  com- 
panies or  associations  and  Insurance  companies  shall  be  notified  of  the  amount 
for  which  they  are  respectively  liable  on  or  before  the  first  day  of  June  of  each 
successive  year,  and  said  assessment  shall  be  paid  on  or  before  the  fifteenth  day 
of  June :  Provided^  That  every  corporation,  joint-stock  company  or  association, 
and  Insurance  company,  computing  taxes  upon  the  Income  of  the  fiscal  year 
which  it  may  designate  in  the  manner  hereinbefore  provided,  shall  pay  the  taxes 
due  under  its  assessment  within  one  hundred  and  five  days  after  the  date  upon 
which  it  is  required  to  file  its  list  or  return  of  income  for  assessment ;  except  in 
cases  of  refusal  or  neglect  to  make  such  return,  and  in  cases  of  erroneous,  false, 
or  fraudulent  returns,  in  which  cases  the  Commissioner  of  Internal  Revenue 
shall,  upon  the  discovery  thereof,  at  any  time  within  three  years  after  said 
return  is  due,  make  a  return  upon  information  obtained  as  provided  for  in  this 
title  or  by  existing  law;  and  the  assessment  made  by  the  Commissioner  of 
Internal  Revenue  thereon  shall  be  paid  by  such  corporation,  joint-stock  company 
or  association,  or  insurance  eomxmny  immediately  upon  notification  of  the 
amount  of  such  assessment;     •    ♦    ♦ 

and  subdivision  (c)  of  the  same  section  provides : 

If  any  of  the  corporati<»is,  joint-stock  companies  or  associations,  or  insurance 
companies  aforesaid  shall  refuse  or  neglect  to  make  a  return  at  tlie  time  or  times 
hereinbefore  specified  in  each  year,  or  shall  render  a  false  or  fraudulent  return, 
such  corporation,  joint-stock  company  or  association,  or  insurance  company  shall 
be  liable  to  a  penalty  of  not  exceeding  $10,000:  Provided,  That  the  Commissioner 
of  Internal  Revenue  shall  have  authority,  in  the  case  of  either  corporations  or 
individuals,  to  grant  a  reasonable  extension  of  time  in  meritorious  cases,  as  he 
may  deem  proper. 

These  several  provisions  being  parts  of  the  same  title  of  the  Act 
must  be  considered  together  ana  each  part  read  in  the  light  of  the 
other  parts  in  order  to  arrive  at  its  true  meaning. 

Section  8(b),  which  has  reference  to  individual  returns,  makes 
the  due  date  of  the  return  for  a  particular  calendar  year  the  1st  day 
of  March  in  the  succeeding  year,  but  therein  is  a  specific  exception, 
namely,  "except  as  hereinafter  provided.''  This  specific  exception 
clearly  includes  those  cases  commg  under  the  first  proviso,  where 
the  Commissioner  has,  under  the  authority  contained  therein, 
granted  a  reasonable  extension  of  time  for  filing  the  return.  In 
such  case  the  language  of  the  statute  clearly  contemplates  that  the 
due  date  for  filing  the  return  is  shifted  from  the  1st  day  of  March 
to  the  termination  of  the  extension  period.  However,  the  applica- 
tion of  this  particular  provision  is  by  its  therms  limited  to  persons 
who  were  residing  or  traveling  abroad.  For  other  cases  we  must 
look  to  the  general  provision  contained  in  the  proviso  of  subdi- 
vision (c). 

Section  13(b),  which  has  reference  to  corporations,  joint-stock 
companies  or  associations,  and  insurance  companies,  fixed  the  due 
date  for  filing  a  return  and  no  exception  is  therein  made,  as  is  the 
case  in  section  8(b).  For  this  reason  a  more  difficult  question  is 
involved.  However,  by  the  closely  related  section  14(c)  the  Com- 
missioner is  authorized  in  broad  terms  in  the  case  of  either  a  cor- 
poration or  an  individual  to  grant  a  reasonable  extension  of  time 
in  meritorious  cases,  as  he  may  deem  proper.  Where  such  an  ex- 
tension has  been  granted  by  the  Commissioner  clearly  there  would 
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be  no  authority  for  holding  that  the  taxpayer  is  delinquent  in  filing 
the  return  at  any  time  prior  to  the  expiration  of  the  period  of  the 
extension.  This  is  tantamount  to  holding  that  the  due  date  for  filing 
is  by  such  extension  shifted  to  the  expiration  of  the  extension  period. 
To  hold  otherwise  would  in  effect  make  of  no  avail  the  Commis- 
sioner's authority  to  extend,  since  the  taxpayer  would  be  subject  to 
penalties  for  delinquency  even  though  the  extension  were  granted. 
The  provision  as  to  due  date  contained  in  section  13(b)  must  there- 
fore be  read  in  connection  with  the  provision  as  to  the  extension 
contained  in  section  14(c)  so  as  to  give  proper  effect  to  the  latter 
provision,  the  two  being  parts  of  the  statute  relating  to  the  same 
subject  matter.  In  those  cases  where  extensions  were  made  at  the 
request  of  taxpayers  they  would  be  estopped  from  complaining  of 
tj;ie  results  of  the  extension,  viz,  the  delayed  assessment  and  col- 
fection  of  the  tax. 

It  is  concluded  that  an  extension  of  time  granted  by  the  Com- 
missioner to  taxpayers  for  filing  their  returns  under  the  provisions 
of  the  statutes  here  under  consideration  operated  to  shift  the  due 
date  for  filing  the  returns  to  the  expiration  of  the  period  of  ex- 
tension. 

Under  sections  9(a)  and  14(a)  in  cases  where  timely  returns  are 
made  which  are  not  erroneous,  false,  or  fraudulent,  the  Commissioner 
is  charged  to  make  the  assessment  and  it  is  provided  that  the  tax- 
payers shall  be  notified  of  the  amounts  for  which  they  are  liable  on 
or  before  specified  dates.  In  such  cases  the  Commissioner  necessarily 
must  assess  prior  to  the  dates  fixed  for  notification  and  payment  of  the 
tax.  It  is  therefore  assumed  that  the  advice  sought  has  reference,  not 
to  cases  where  timely  returns  are  made  free  from  error,  falsity,  or 
fraud,  but  rather  to  cases  where  timely  returns  containing  errors  are 
made.  In  such  cases  the  Commissioner  is  charged  to  require  correc- 
tions to  be  made,  when  the  errors  have  been  discovered,  in  the  case 
of  individuals,  at  any  time  within  three  years  after  the  return  was 
due,  or  was  made ;  in  the  case  of  corporations,  joint-stock  companies 
or .  associations,  or  insurance  companies,  at  any  time  within  three 
years  after  the  return  was  due.  As  above  pointed  out,  the  return  is 
due  at  the  due  date,  as  provided  in  the  statutes,  but  where  the  Com- 
missioner has  under  the  statutes  extended  the  time  for  making  the 
returns  the  due  date  is  extended  to  the  expiration  of  the  extension 
period.  Consequently  in  cases  of  extensions  hy  the  Commissioner  the 
three-year  period  begins  to  run  from  the  expiration  of  the  extension 
periodf  or,  in  the  case  of  individuals,  from  the  date  the  return  was 
made.  If  the  discovery  is  made  within  such  three-year  period  there 
is  nothing  in  the  statutes  preventing  the  Commissioner  from  making 
the  formal  assessment  thereafter.  In  Eliot  National  Bank  v.  GUI 
(210  Fed.  933 ;  218  Fed.  600>  the  court  in  construing  a  like  provision 
appearing  in  section  38  of  tne  Act  of  August  5,  1909,  held  that  "  the 
limitation  is  upon  the  discovery  of  error  by  the  Commissioner  within 
i;hree  years,"  and  stated  that  the  statute  does  not  require  the  addi- 
tional assessment  to  be  made  within  the  three-year  period.  This  is  the 
construction  put  upon  the  statute  by  the  Department  and  it  has  been 
consistently  followed.  (Art.  177,  Reg.  33;  arts.  42  and  221,  Reg.  38, 
revised ;  Law  Opinion  1006,  not  in  bulletin  service ;  Solicitor's  Opin- 
ions 60  and  79,  Q.  B.  3,  pp.  295  and  302.) 
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2.  The  subjects  discussed  above  are  closely  allied  with  the  second 
c^uery  submitted,  namely:  Whether  in  any  case  in  which  sufficient 
tmie  does  not  remain  in  which  to  properly  audit  a  return  and  make 
the  assessment  thereon,  a  tax  arbitrarily  assessed  may  after  the 
expiration  of  the  three-year  period  be  reassessed  to  correct  errors 
in  the  original  assessment. 

If  an  erroneous  assessment  is  in  fact  made  and  too  much  tax  is 
assessed,  then  under  section  3220,  R.  S.,  as  amended  by  the  Revenue 
Act  of  1918,  the  Commissioner  has  authority  to  abate  so  much  of 
the  amount  assessed  as  is  excessive.  If,  on  the  contrary,  the  tax 
assessed  is  not  as  much  as  the  tax  actually  due,  the  amount  not  as- 
sessed may  later  be  assessed  provided  the  errors  resulting  in  the 
excess  amount  were  discovered  within  the  three-year  period ;  other- 
wise, not,  unless  the  taxpaver  waives  his  rights  as  to  the  limitation. 
However,  whether  or  not  the  tax  due  under  the  Acts  here  under  con- 
sideration can  be  legally  assessed,  it  may  be  collected  by  suit  at  any. 
time.  {Dollar  Savings  ^Ba7\}c  v.  United  States^  19  Wall.  227 ;  Kmg  v. 
United  Staies^  99  U.  S.  229.)  The  five-year  limitation  on  assessment 
and  suit  contained  in  section  250(d)  of  the  Revenue  Act  of  1918  has 
no  application  to  taxes  due  under  prior  Acts.    (Law  Opinion  833.) 

It  is  held  that : 

1.  The  extension  of  time  granted  by  the  Commissioner  to  taxpr;.yers 
for  filing  their  income  returns  under  the  provision  of  the  Revenue 
Act  of  1916,  and  the  Revenue  Act  of  1916  as  amended  by  the  Revenue 
Act  of  1917,  operates  to  shift  the  due  date  for  filing  their  retux-ns  to 
the  expiration  of  the  period  of  extension ;  the  three-year  limitation 
period  provided  for  in  section  9(a)  and  section  14(a)  of  the  Revenue 
Act  of  1916  begins  to  run  from  the  due  date  as  thus  shifted. 

2.  Where  an  excess  amount  of  tax  is  assessed,  the  Commissioner  is 
authorized  by  section  3220,  R.  S.,  as  amended  by  the  Revenue  Act  of 
1918,  to  abate  the  excess  amount,  but  where  the  tax  assessed  is  less 
than  the  amount  due,  an  assessment  of  the  additional  amount  due 
Clin  be  made  where  the  discovery  was  made  within  the  three-year 
limitation  period. 

Carl  A.  M apes, 
Solicitor  of  Internal  Revenue, 


Section  250,  Article  1013 :  Declaration  of  ter-  7-21-1455 

mination  of  taxable  period.  O.  D.  812 

The  servants  of  a  diplomatic  representative  of  a  foreign  country 
should  not  be  examined  for  income  tax  purposes  when  such  servants 
accompany  the  diplomat  upon  his  d!eparture  from  the  United 
States. 


Section  250,  Article  1013:  Declaration  of  ter-  10-21-1501 

mination  of  taxable  period.  O.  D.  840 

Inasmuch  as  this  office  has  not  prescribed  a  form  of  certificate  of 
compliance  for  the  use  of  resident  aliens,  a  letter  or  statement  from 
the  collector  is  acceptable  to  show  .to  the  revenue  agent  at  the  port  of 
embarkation  that  the  resident  alien  has  satisfied  all  income  tax  obli- 
gations up  to  date  of  departure.    TKe  letter  or  statement  should  set 
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forth  the  facts  that  the  alien  is  a  subject  of  (insert  name  of  country), 
that  he  is  a  resident  of  the  United  States,  satisfactory  proof  of  such 
claim  of  residence  having  been  submitted,  that  he  has  satisfied  all  in- 
come tax  obligations  for  the  years  1918, 1919. 1920,  and  up  to  date  of 
departure  and  has  satisfactorily  proved  to  tne  collector  that  his  ab-  ^L 
sence  is  to  be  only  temporary.  This  statement  should  be  attached  to  ^f 
the  duplicate  Form  1040-A  issued  to  the  alien  to  be  presented  to  the 
revenue  agent  at  the  port  of  embarkation.  The  duplicate  Form 
1040-A  should  contain  a  notation  by  the  examining  oflScer  in  the 
collector's  office  to  the  effect  that  the  alien  is  a  resident  leaving  the 
United  States  for  a  temporary  visit  abroad. 


SECTION  252.— REFUNDS. 

Section    252,    Article    1081:   Authority    for 
abatement,  credit,  and  refund  of  taxes. 

(See  6-21-1438;  sec.  250,  art.  1011.)     Abatement  of  tax  due  from 
dissolved  partnership. 

Section   252,   Artioub    1031:    Authority    for 
abatement,  credit,  and  refund  of  taxes. 

(See  13-21-1534;  sec.  250,  art.  1012.)     Authority  for  abatement 
of  tax. 


Section   252,   Article   1031:    Authority    for  18-21-1613 

abatement,  credit,  and  refimd  of  taxes.  A.  R.  M.  123 

Held,  that  munitions  tax  overpayments  for  one  year  may  not  bv 
credited  against  an  additional  assessment  of  munitions  taxes  for  a 
subsequent  or  prior  year.  Held,  also,  that  munitions  tax  overpay- 
ments may  not  be  credited  against  additional  assessments  of  income, 
excess  profits  and  war  profits  taxes  for  the  same  or  for  any  s\ibse- 
quent  or  prior  taxable  year. 

The  Committee  is  in  receipt  of  a  memorandum  dated  December  29, 
1920,  from  the  Income  Tax  Unit  requesting  advice  as  to  whether  an 
overpayment  of  munitions  taxes  for  one  year  can  be  oflFset  against  an 
additional  assessment  of  income,  excess  profits  or  war  profits  taxes 
for  the  same  or  for  any  prior  or  subsequent  year,  and  also  whether  an 
overpayment  of  munitions  taxes  for  one  year  may  be  9flfset  against 
an  additional  assessment  of  munitions  taxes  for  a  subsequent  or  a 
prior  year. 

In  the  memorandum  from  the  Unit  it  is  pointed  out  that  in  a 
number  of  cases  where  both  income  and  munitions  tax  returns  were 
audited  at  the  same  time,  one  assessment  letter  was  written.  In  this 
letter  it  has  been  the  policy  to  credit  the  total  additional  assessments  ^ 
against  the  total  underassessments,  or  vice  versa,  as  the  case  might  ^ 
be,  and  assess  the  net  diiference.  It  is  also  pointed  out  that  in  one 
case  in  which  the  net  result  was  an  overpayment,  the  taxpayer  has 
filed  claim  for  refund  for  such  overpayment  in  accordance  with  the 
instructions  contained  in  the  assessment  letter. 

The  memorandum  further  states  that  it  has  been  pointed  out  re- 
cently that  the  practice  above  outlined  of  offsetting  overpayments 
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or  oYerassessments  of  munitions  taxes  against  assessments  of  income, 
excess  profits  or  war  profits  taxes,  or  additional  assessments  of  muni- 
tions taxes,  is  not  authorized  by  the  law  and  regulations. 

It  appears  that  the  reason  lor  offsetting  total  additional  assess- 
ments against  total  underassessments,  or  offsetting  additional  assess- 
ments of  munitions  taxes  agaiost  underassessments  of  mimitions 
taxes  is  one  of  expediency  adopted  as  a  matter  of  equity,  and  from  an 
administrative  standpoint  such  procedure  will  rebeve  the  Unit  of  a 
considerable  volume  of  work.' 

It  also  appears  that  a  number  of  assessment  letters  have  been 
written  on  the  basis  of  the  procedure  outlined  herein  and  that  if 
this  procedure  is  not  approved  it  will  be  necessary  to  repudiate  all 
buch  letters  and  require  taxpayers  to  pay  the  additional  taxes  and 
file  claim  for  refund  of  the  entire  amount  of  underassessment.  This 
is  true  in  cases  where  credits  have  been  allowed  against  additional 
assessment  of  munitions  taxes  and  also  in  cases  where  credits  for 
excess  munitions  taxes  paid  have  been  allowed  against  income,  excess 
profits,  or  war  profits  taxes  assessed. 

It  is  necessarj^  to  review  briefly  the  provisions  of  law  and  regula- 
tions on  the  subject  of  refunds  and  claims  for  credit.  Section  252  of 
the  Be  venue  Act  of  1918  reads  as  follows : 

That  if,  upon  examiDation  of  any  retam  of  Income  made  pursuant  to  thi^ 
Act,  the  Act  of  August  5,  1909,  entitled  "An  Act  to  provide  revenue,  equalize 
duties,  and  encourage  the  Industries  of  the  United  States,  and  for  other  pur- 
poses," the  Act  of  October  3,  1913,  entitled  "An  Act  to  reduce  tariff  duties  and 
to  provide  revenue  for  the  Government,  and  for  other  purposes^"  the  Heveuue 
Act  of  1916,  as  amended,  or  the  Revenue  Act  of  1917,  it  appears  that  an  amount 
of  income^  war  profits,  or  excess  profits  tax  has  been  paid  in  excess  of  thurt 
properly  duCy  then  notwithstanding  the  provisions  of  section  3228  of  the  Revised 
Statutes,  the  amount  of  the  excess  shaU  be  credited  against  any  tncome,  tear 
profits,  or  excess  profits  taxes,  or  installment  thereof,  then  due  from  the  tax- 
payer under  awy  other  return,  and  any  balance  of  such  excess  shaU  be  imme- 
diately refunded  to  the  taxpayer :  Provided,  that  no  such  credit  or  refund  shall 
be  allowed  or  made  after  five  years  from  the  date  when  the  return  was  due, 
unless  before  the  expiratkMi  of  such  five  years  a  claim  therefor  is  filed  by  the 
taxpayer. 

The  authority  for  the  credit,  refund  or  abaiem^it  of  taxes  errone- 
ously collected  or  assessed  is  contained  in  the  above-quoted  pro- 
vision of  the  statute  and  in  section  3220  of  B.  S.  U.  S.  amended  by 
section  1316  of  the  Kevenue  Act  of  1918. 

While  it  may  be  true  that  from  a  practical  and  administrative 
standpoint  the  procedure  adopted  by  the  Unit  is  equitable  and  fair  to 
the  taxpayer  and  to  the  Government,  it  is  doul^ful  whether  such 
procedure  is  authorized  by  law.  No  reference  is  made  in  section  252, 
quoted  above,  to  taxes  assessed  under  the  Munitions  Tax  Act  and  no^ 
provision  is  found  therein  for  the  credit  of  overassessment  of  sucl 
taxes  against  income,  excess  profits,  or  war  profits  taxes.  No  pixj- 
vision  is  made  for  the  credit  of  overassessment  of  munitions  taxes 
against  underassessment  of  such  taxes.  The  regulations  issued  under 
tliis  section  of  tlie  statute  are  silent  as  is  the  statute  with  respect  to 
the  credit  of  overassessment  of  munitions  taxes  against  income,  ex- 
cess profits,  OP  war  profiles  taxes,  or  against  the  assessment  of  addi- 
tional munitions  taxes. 

The  Committee  has  carefully  considered  the  inquiries  submitted   I 
and  recognizes  that  from  the  standpoint  of  equity  and  expediency 
and  also  from  an  administrative  standpoint,  the  procedure  adopted  ; 
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by  the  Unit  is  practical  and  it  might  have  been  the  intent  of  Con- 
gress in  enacting  section  252  to  provide  for  the  credit  of  overas- 
sessment  of  taxes  in  all  cases.  If  such  were  the  intent.  Congress 
failed  to  express  such  intent  in  section  252  quoted  above.  ^ 

Considering  the  inquiries  presented  in  connection  with  the  pro-  ^g 
visions  of  lawj  the  Committee  is  brought  irresistibly  and  reluctantly 
to  the  conclusion  that  the  interpretation  placed  upon  section  252  by  \ 
the  Unit  is  not  warranted  and  that  the  plain  and  specific  terms  of 
that  section  must  be  adhered  to  in  allowing  credit  for  overassessment 
or  overpayment  of  taxes  against  underassessments  for  a  prior  or 
subsequent  year.  No  provision  is  found  in  the  law  whereby  over- 
assessment  of  munitions  taxes  may  be  credited  against  income,  ex- 
cess profits,  or  war  profits  taxes,  and  no  provision  of  law  is  found 
for  the  credit  of  overassessment  or  overpayment  of  munitions  taxes  -> 

in  any  year  against  underassessment  of  such  taxes  for  a  subsequent  or 
rior  year. 

t  is  therefore  held  that  munitions  tax  overpayments  for  one  vear 
may  not  be  credited  against  an  additional  assessment  of  munitions 
taxes  for  a  subsequent  or  prior  year.  It  is  also  held  that  munitions 
tax  overpayments  may  not  be  credited  against  additional  assessments 
of  income,  excess  profits,  or  war  profits  taxes  for  the  same  or  for 
any  subsequent  or  prior  taxable  year. 


a^ 
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abatement,  credit,  and  refund  of  taxes.  Mim.  2764- 

Ikstructions  Relative  to  Refunds  and  Credits  Under  Section  252  of  the 

Revenue  Act  of  1918. 

The  following  questions  and  answers  relative  to  the  interpreta- 
tion to  be  placed  upon  Solicitor's  Opinion  79  (C.  B.  3,  p.  302),  re- 
garding the  crediting  and  refunding  of  taxes  under  section  252  of 
the  Revenue  Act  of  1918,  have  been  prepared  for  the  information 
and  guidance  of  the  Unit : 

Section  3  of  Solicitor's  Opinion  79  reads  as  follows: 

Under  the  provisions  of  section  252,  Revenue  Act  of  1918,  (a)  the  amount 
of  tax  erroneously  collected  on  an  income  return  under  the  Act  of  August  5, 
1909,  the  Act  of  October  3,  1913,  the  Revenue  Act  of  1916,  the  Revenue  Act  of 
1916,  as  amended  by  the  Revenue  Act  of  1917,  or  the  Revenue  Act  of  1918, 
may,  at  any  time  within  five  years  from  the  time  the  return  was  due,  be  cred- 
ited against  the  tax  due  on  any  other  income  return  under  those  Acts  whether 
or  not  the  taxpayer  makes  a  claim  for  tlie  credit,  and  the  balance  of  the  ex- 
cessive amount  so  erroneously  collected  over  and  above  the  amount  so  cred- 
ited may  be  refunded  whether  or  not  a  claim  for  the  same  is  made;  (&)  such 
credit  or  refund  may  be  allowed  after  the  expiration  of  such  five-year  period 
where  a  claim  therefor  is  filed  within  such  perio<l. 

Q.  What  is  the  closing  date  governing  the  five-year  limitation?      ") 
A.  Five  years  from  the  date  on  which  the  return  for  the  year  in- 
volved was  due  to  be  filed  (taking  into  consideration  any  extension"^  ;  A 
of  time  granted  for  filing  the  original  return).  "  "  ^^ 

(a)  Returns  for  1913  which  were  due  to  be  filed  March  1,  1914, 
have  as  their  closing  date  March  1,  1919.  Does  this  mean  that  the 
warrant  must  be  actually  issued  by  the  Commissioner  before  the 
expiration  date  March  1, 1919,  or  will  the  auditor's  results  of  the  ex- 
amination of  the  return  be  the  governing  date  ? 
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A.  With  respect  to  this  question  there  appears  to  be  an  inaccuracy 
in  statement.  The  question  speaks  of  the  warrant  for  payment  of  a 
claim  for  refund  as  being  issued  by  the  Commissioner.  Such  is  not 
^  the  practice.  The  Commissioner  signs  the  allowance  schedule,  and 
^M^  the  warrant  is  issued  by  the  Division  of  Bookkeeping  and  Warrants 
after  the  allowance  has  been  passed  upon  by  the  Auditor  for  the 
Treasury  Department.  The  correct  answer  to  this  question,  there- 
fore, is  that  the  schedule  authorizing  the  allowance  of  a  claim  for 
refund  must  be  actually  signed  by  the  Commissioner  within  five 
years  from  the  date  when  the  return  was  due,  taking  into  considera- 
tion any  extension  of  time  granted  for  filing  the  original  return. 

(b)  Does  the  fact  that  a  revenue  agent's  report,  or  a  valuation 
engineer'^  report,  determining  an  overpayment  within  the  five-year 
period,  is  not  audited  until  after  the  five-year  limit,  bar  the  auditor 
from  allowing  same  as  an  oifset,  it  being  recognized  that  taxpayer  is 
not  in  possession  of  the  valuation  engineer's  finding  and  in  some 
cases  not  in  possession  of  the  revenue  argent's  report,  and.  therefore, 
could  not  have  filed  claim  within  the  five-year  limitation? 

A.  Neither  a  refimd  nor  a  credit  claim  could  be  allowed  under 
these  circumstances.  If  a  claim  for  refund  is  filed  and  the  overpay- 
ment considered  in  connection  with  the  refund  claim,  it  would  be 
barred  by  the  five-year  limitation.  If  it  is  proposed  to  allow  credit 
for  the  overpavment,  the  fact  that  an  overpayment  has  been  made  is 
not  conclusively  determined  until  audit  of  the  agent's  or  engineer's 
report  which  is  subsequent  to  the  expiration  of  the  five-year  limita- 
tion. 

(c)  The  auditor  in  auditing  a  case  finds  overpayment  for  1913  and 
offsets  this  overpayment  in  an  A-2  letter  to  taxpayer  dated  February 
25,  1919.  The  taxpayer  takes  exception  to  depletion  allowed  and 
after  several  conferences  with  the  valuation  engineers  a  greater  deple- 
tion for  all  years  is  allowed  and  a  reaudit  of  his  return  is  made 
October  10,  i919.  The  five-year  limitation  on  1913  has  expired  at 
the  time  the  latter  audit  was  made.  Can  this  credit  be  allowed  in 
view  of  the  fact  that  a  portion  was  allowed  in  the  audit  of  February 
25, 1919,  or  is  the  entire  amount  now  barred  by  the  statute  ?  Had  the 
taxpayer  filed  a  claim  for  abatement  of  the  1913  taxes  prior  to  pay- 
ment thereof,  would  that  have  operated  to  his  advantage  ? 

A.  The  additional  overpayment  determined  subsequent  to  the  ex- 
piration of  the  five-year  limitation  could  neither  be  refunded  nor 
credited. 

Relative  to  the  second  question  in  (c),  it  appears  that  the  principle 
laid  down  by  the  Supreme  Court  in  the  case  of  the  Rock  Island,  Ar- 
kansas &  Louisiana  Railroad  Company  versus  The  United  States,  in 
a  decision  rendered  November  22,  1920  (Ct.  D.  2,  C.  B.  4,  p.  342), 
is  equally  applicable  to  the  present  case.  As  stated  in  the  above- 
cited  case,  the  regulations  have  established  a  procedure  and  a  form 
#to  be  used  in  an  application  for  abatement  and  separate  and  distinct 
ones  for  a  claim  for  credit  or  a  claim  for  refund.  A  taxpayer 
must  file  claim  for  the  relief  sought,  i.  e.,  a  claim  for  credit,  if  a 
credit  is  what  is  desired  or  is  reauired.  Section  252  of  the  Revenue 
Act  of  1918  provides  in  part  as  loUows : 

No  such  credit  or  refund  shall  be  allowed  or  made  after  Ave  years  from  the 
date  wlien  the  return  was  due,  unless  before  the  expiration  of  five  years  a 
claim  therefor  is  filed  by  the  taxpayer. 
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The  language  of  the  statute  is  clear.  If  at  the  expiration  of  five 
years  from  the  date  the  return  was  due  no  credit  or  refund  has  been 
allowed  by  the  Commissioner  and  no  claim  for  either  a  credit  or  a 
refund  has  been  filed  by  the  taxpayer,  then  the  taxpayer  is  precluded 
from  relief  under  eitlier  of  the  methods  provided  by  law.  A  claim  for  ^^ 
abatement  does  not  take  the  place  of  a  claim  for  credit.  These  are  ^^' 
two  separate  and  distinct  claims,  and  although  the  result  accomplished 
may  be  the  same  in  both  cases,  nevertheless,  the  requirements  of  the 
statute  are  not  satisfied  by  permitting  the  use  of  these  two  claims 
interchangeably.  ' 

(d)  A  taxpayer,  on  April  15, 1918,  filed  amended  returns  for  1913 
and  subsequent  years  which  showed  an  overpayment  for  1913.  The 
amended  returns  were  not  audited  until  July  1,  1919 — four  months 
after  the  expiration  of  the  five-year  limitation  placed  on  the  original 
return.  Does  the  filing  of  an  amended  return  within  the  five-year 
period  act  in  the  same  capacity  as  a  claim,  as  far  as  being  allowed 
to  offset  the  overpayment  against  an  additional  tax,  or  is  it  barred 
due  to  the  fact  that  the  final  audit  was  not  reached  before  the  expira- 
tion of  the  five-year  limitation  on  1913  return  i 

A.  The  same  principle  applies  as  in  (c).  Amended  returns  do  not 
take  the  place  of  a  claim  for  refund  or  credit,  and  if  filed,  unsup> 
ported  by  such  claim  or  claims,  do  not  in  themselves  constitute  a 
sufficient  claim  within  the  meaning  of  the  statute  to  warrant  the 
crediting  or  refunding  of  any  taxes  thereunder  after  the  expiraticm 
of  the  five-year  period. 

(e)  A  revenue  agent's  report  dated  May  8,  1919,  discovers  addi- 
tional tax  for  the  year  1913,  $150.00.  Waiver  was  secured  and  the 
additional  tax  was  assessed  and  paid  by  taxpayer  November,  1919. 

In  a  reaudit  of  this  case,  basea  on  conference  held  in  the  Unit  with 
taxpayer,  additional  depletion  was  allowed  in  which  the  correct  tax 
for  1913  was  determined  to  be  $100.00. 

Thus: 

Original  return  filed No  tax  6ue 

A-2  letters,  November,  1919— tax  due ^150. 00 

CJorrect  tax  assessable  for  1913— October,  1920,  audlt„  100. 00 

Overassessed  and  paid 50.00 

As  the  original  return  as  filed  reported  no  income,  therefore  no 
tax,  the  first  assessment  against  the  taxpayer  appears  in  A-2  letter 
of  November,  1919,  against  the  year  1913  for  $150.00 

The  final  audit  of  October,  1920,  determines  the  tax  to  be  $100.00. 
Can  the  overpayment  for  1913,  made  by  the  assessment  letter  of  No- 
vember, 1919,  be  offset  against  an  additional  tax  for  subsequent 
years,  due  to  the  fact  that  the  only  assessment  made  for  1913  was 
made  on  a  revenue  agent's  report  dated  May  8,  1919,  in  which  in- 
sufficient depletion  was  allowed  by  the  revenue  agent? 

A.  No  offset  or  credit  can  be  allowed.  Notwitnstanding  the  fact 
that  the  assessment  for  1913  was  made  and  paid  in  1919,  no  credit  ^ 
for  overpayment  for  refund  was  allowed  or  made  within  five  years  %(, 
from  the  date  when  the  return  was  due,  and  none  can  be  allowed  or 
made  subsequently  under  section  252  of  the  Revenue  Act  of  1918. 
Section  3220  of  the  Re\nsed  Statutes,  however,  authorizes  the  (Com- 
missioner of  Internal  Revenue  to  refund  taxes  erroneously  collected, 
but  the  claim  for  refund  thereunder  must  be  presented  to  the  Com- 
missioner within  two  years  next  after  the  cause  of  action  accrued,  as 


If 


# 


# 


335  [§  252 

required  by  section  3228  of  the  Revised  Statutes.  The  taxpayer  in 
this  case,  tnerefore,  is  confined  to  his  rights  under  section  3220,  R.  S., 
but  any  claim  for  refund  of  overpayment  of  taxes  based  on  this 
section  must  be  made  within  two  years  after  the  date  of  payment 
thereof. 

Section  252,  Artici,e  1034:  Claims  for  credit  12-21-1525 

of  taxes  erroneously  collected.  O.  D.  854 

(Also  Section  223,  Article  401.) 

Where  claims  for  the  refund  of  taxes  erroneously  paid  for  1919 
and  prior  years  have  been  filed  by  the  husband  as  a  result  of  the 
Attorney  (xeneral's  ruling  relative  to  community  property  under  the 
laws  of  Texas  (T.  D.  3071^  C.  B.  3,  p.  221),  such  claims  for  refund 
may  be  converted  into  clamoLS  for  credit  to  be  applied  a/s^ainst  any 
taxes  due  from  the  husband  or  wife  as  shown  by  separate  returns  filed 
by  them  for  the  taxable  year  1920  and  subsequent  years,  subject  to  the 
provisions  of  section  252  of  the  Revenue  Act  of  1918.  Such  claims 
for  credit  must  be  accompanied  by  an  agreement  signed  by  the  hus- 
band and  wife  consenting  to  the  adjustments  therein  demanded.  A 
claim  for  refund  may  be  nled  for  any  excess  of  the  amount  claimed  as 
a  credit  over  taxes  shown  to  be  due. 


Section  252,  Article  1034 :  Claims  for  credit  20-21-1643 

of  taxes  erroneously  collected.  O.  D.  920 

(Also  Section  219,  Article  343;  Section  223, 
Article  401.) 

In  the  case  of  a  deceased  taxpayer,  the  proper  person  to  file  the 
amended  return  or  claim  under  T.  D.  3071  (C.  B.  3,  p.  221)  relative 
to  community  income,  is  the  executor  or  administrator.  Where  the 
estate  has  been  placed  in  the  hands  of  trustees,  the  amended  return  or 
claim  is  acceptable  only  when  filed  by  the  trustees. 

Where  the  administrator  or  executor  has  been  discharged  or  there 
has  been  no  administration  upon  the  estate  an  amended  return  and 
claim  should  be  filed  by  a  duly  authorized  representative  of  all  the 
individuals  claiming  any  portion  of  the  property  of  the  deceased. 
In  all  cases  involving  the  filing  of  a  separate  amended  return  and 
claim  for  a  deceased  taxpayer,  an  agreement,  signed  by  the  surviving 
spouse  and  the  duly  authorized  agent  or  representative  of  the  de- 
ceased taxpayer,  consenting  to  the  adjustments  therein  demanded, 
must  accompany  such  return  and  claim. 


Section  252,  Article  1034 :  Claims  for  credit  24r-21-1690 

of  taxes  erroneously  collected.  O.  D.  950 

In  view  of  the  fact  that  the  statute  of  New  Jersey  under  which  a 
merger  or  consolidation  of  corporations  resulting  in  the  formation 
of  another  corporation  is  accomplished  provides,  in  effect,  that  the 
successor  corporation  shall  represent  predecessor  corporations  in  the 
enforcement  of  their  rights,  it  is  held  that  the  successor  corporation 
is  entitled  to  file  claim  for  credit  on  account  of  the  overpayment  of 
tax  by  the  predecessor  corporation. 
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Section  262,  Article  1034 :  Claims  for  credit  25-21-1697 

of  taxes  erroneously  collected.  Sol.  Op.  107 

INCOME,   WAR   PROFITS,   AND   EXCESS   PROFITS  TAX:   SECTION   252,   UEVENUB 

ACT  OF  1918,  CREDITS. 

1.  Where  there  has  been  an  overpayment  of  taxes  on  an  income 
return  for  a  certain  year,  and  within  five  years  from  the  date  the 
return  was  due  the  overpayment  is  credited  to  taxes  due  on  an 
income  return  for  a  subsequent  year,  such  cre<lit  constitutes  pay- 
ment or  part  payment  o.f  taxes  for  the  year  in  which  it  was  applied. 

2.  Where  a  claim  for  refund  is  filed  for  an  overpayment  of  taxes 
on  an  income  return,  to  which  a  credit  has  been  previously  applied 
because  of  a  supposed  underpayment,  the  return  should  be  adjusted 
for  the  year  in  which  the  credit  was  applied. 

3.  The  fact  that  no  record  of  a  credit  appears  on  tlie  assessment 
list  for  the  year  in  which  it  was  made  does  not  affect  its  validity 
if  it  was  in  fact  made  within  the  statutory  period. 

Reference  is  made  to  a  letter  of  April  7,  1921,  wherein  the  follow- 
ing^ statement  was  made  and  questions  asked : 

The  taxpayer's  books  and  accounts  are  examined  by  a  revenue  agent.  The 
agent  finds  that  for  the  year  1914  the  taxpayer  has  overpaid  the  amount  of 
tax  due.  He  also  finds  that  the  taxpayer  owes  additional  tax  for  the  year 
1916,  and  in  the  adjustment  of  the  agent's  report  the  overpayment  for  1914 
Is  applied  as  a  credit  against  the  additional  tax  found  due  for  1916  and  the 
balance  of  the  1914  overpayment  is  refunded.  It  later  develops  that  the  tax- 
payer Instead  of  being  liable  for  additional  tax  for  the  year  1916,  as  found  by 
the  revenue  agent,  has  overpaid  his  tax  for  that  year.  The  taxpayer  files  a 
claim  for  credit  of  this  overpayment  against  tax  due  for  subsequent  years. 
The  question  presented  is,  how  much  tax  may  be  assumed  to  have  been  paid 
by  the  taxpayer  for  the  year  1916,  i.  e.,  the  amount  actually  paid  in  cash  or 
the  cash  payment  plus  the  credit  on  account  of  the  0Teri>aynient  for  1914? 

If  It  Is  held  in  the  foregoing  that  the  taxpayer  has  paid  the  cash  payment 
plus  the  amount  credited  on  account  of  the  overpayment  for  1914,  and  a  claim 
for  refund  is  filed,  how  should  the  refund  claim  be  adjusted? 

It  is  to  be  understoo<l  that  in  both  instances  mentioned  above  no  record  of 
a  credit  for  overpayment  of  1914  tax  against  additional  tax  originally  found 
due  for  the  year  1916  appears  on  the  assessment  list. 

Section  252  of  the  Revenue  Act  of  1918  provides: 

That  if,  upon  examination  of  any  return  of  income  made  pursuant  to  this 
Act,  the  Act  of  August  6,  1909,  entitled  "An  Act  to  provide  revenue,  equalize 
duties,  and  encourage  the  industries  of  the  United  States,  and  for  other  pur- 
poses," the  Act  of  October  3,  1913,  entitled  "An  Act  to  reduce  tariff  duties  and 
to  provide  revenue  for  the  Government,  and  for  other  purposes,"  the  Revenue 
Act  of  1916,  as  amended,  or  the  Revenue  Act  of  1917,  It  appears  that  an  amount 
of  Income,  war  profits,  or  excess-profits  tax  has  been  paid  in  excess  of  that 
properly  due,  then,  notwithstanding  the  provisions  of  section  3228  of  the 
Revised  Statutes,  the  amount  of  the  excess  shall  be  credited  against  any 
income,  war  profits,  or  excess-profits  taxef5,  or  installment  tliereof.  then  due 
from  the  taxpayer  under  any  other  return,  and  any  balance  of  such  excess  shall 
be  immediately  refunded  to  the  taxpayer:  Provided,  That  no  such  credit  or 
refund  shall  be  allowed  or  made  after  five  years  from  the  date  wh(»n  the  return 
was  due,  unless  before  the  expiraticm  of  such  five  years  a  claim  therefor  is  filed 
by  the  taxpayer. 

Sol.  Op.  79  (C.  B.  3,  p.  302),  reads  in  part  as  follows: 

It  is  accordingly  held  that  under  the  provisions  of  section  252  of  the  Revenue 
Act  of  1918 — (a)  the  amount  of  tax  erroneously  collected  on  an  income  return 
under  the  Act  of  August  5,  1909,  the  Act  of  October  3,  1913,  the  Revenue  Act  of 
1916,  the  Revenue  Act  of  1916  as  amended  by  the  Revenue  Act  of  1917,  the 
Revenue  Act  of  1917,  or  the  Revenue  Act  of  1918,  may  at  any  time  within  five 
years  from  the  time  the  return  was  due  be  credited  against  the  tax  due  on 
any  other  income  return  under  those  Acts,  whether  or  not  the  taxpayer  makes 
a  claim  for  the  credit,  and  the  balance  of  the  excessive  amount  so  erroneously 
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collected  over  and  above  the  amount  so  credited  may  be  refunded,  whether  or 
not  a  claim  for  the  same  is  made;  (b)  such  credit  or  refund  may  be  allowed 
after  the  expiratioii  of  such  five-year  period  where  a  claim  therefor  is  filed 
within  such  period. 

It  is  clear  that  under  the  provisions  of  section  252  of  the  Revenue 
Act  of  1918,  as  interpreted  in  Sol.  Op.  79,  a  credit  is  not  valid 
unless  it  is  made  or  a  claim  therefor  is  filed  within  five  years  from 
the  date  the  return  was  due.  The  question  thus  presented  is 
whether  or  not  an  overpayment  of  income,  war  profits,  or  excess- 
profits  taxes  which  is  credited  within  the  statutory  period  to  taxes 
due  for  a  subseouent  year  constitutes  payment  of  the  taxes  to  which 
it  has  been  applied.  The  words  "paid"  and  "payment"  are  used 
in  two  senses.  This  is  illustrated  by  the  following  quotations. 
Oneida  County  v.  Tibbets,  102  N.  W.  (Wis.)  697-899: 

To  •*  pay  "  means  primarily  to  transfer  or  deliver  money  or  other  agreed 
medium  from  the  debtor  to  the  creditor,  and  while  the  word  "  payment "  is 
often  used  to  signify  satisfaction  or  discharge  of  an  obligation  by  any  means, 
as  by  setting  off  same  other  or  the  like,  that  is  a  secondary  and  loose  use  of 
the  term ;  "  payment,"  of  course,  works  satisfaction  of  an  obligation,  but  the 
two  are  not  equivalent,  for  a  satisfaction  and  discharge  may  be  accomplished 
without  payment. 

This  case  arose  out  of  the  alleged  authority  of  town  treasurers,  as 
collecting  agents  for  the  county,  to  accept  county  certificates  of 
audited  expenses  in  payment  of  county  taxes,  and  to  tendei'  them  in 
place  of  money.  The  court  held,  however,  that  in  the  absence  of  an 
expressed  legislative  declaration,  there  was  no  authority  to  accept 
and  tender  other  than  money  in  payment  of  taxes. 

In  Union  Pacific  Co,  v.  Springfield  Grocery  Co.^  126  S.  W.  996 
(Mo.),  the  court  defined  payment  as  follows: 

The  word  "payment"  in  its  legal  sense  has  a  weU-defined  meaning;  and  to 
constitute  payment,  there  must  be  a  delivery  by  the  debtor,  or  his  representa- 
tive, to  the  creditor,  or  his  representative,  of  money  or  something  accepted "1}y 
the  creditor  as  the  equivalent  thereof,  with  the  intention  on  the  part  of  the 
debtor  to  pay  the  debt  in  whole  or  in  part,  and  accepted  as  payment  by  the 
creditor.     (Citing  30  Cyc,  page  1181;  Smith  v.  Pitts,  52  So.  (Ala.)  402.) 

The  following  are  also  illustrative  definitions: 

To  "  pay  "  is  defined  by  lexicographers,  "  to  discharge  a  debt ;  to  deliver  a 
creditor  the  value  of  a  debt,  either  in  money  or  in  goods,  to  his  acceptance,  by 
which  the  debt  is  discharged."  Lamontagne  y.  Bank  of  New  York,  88  N.  Y. 
Supp.  21,  citing  Beals  v.  Home  Insurance  Company,  36  N.  Y.  522. 

The  wonl  "paid,"  as  used  in  a  finding  that  notes  had  beea  paid,  means, 
prima  facie,  that  the  obligation  has  been  satisfied  and  the  demand  extinguished. 
Lynds  v.  Van  Valkenburgk,  93  Pac.   (Kans.)  615. 

In  its  restricted  sense,  "  paj'ment "  has  been  defined  to  be  the  discharge  in 
money  of  a  sum  due.  In  more  liberal  and  general  terms,  it  may  be  defined  as 
"  anything  which  the  creditor  accepts,  or  in  law  should  accept,  in  satisfaction 
and  discharge  of  the  debt  due  him."    Bouton  v.  Hill,  38  N.  Y.  Supp.  498. 

An  actual  transfer  of  claim  or  credit  assented  to  l3y  all  the  parties  is  a  good 
payment.     Bouvier,  page  2542,  citing  several  cases  in  support 

In  ex  parte  Krouse,  82  Pac.  (Calif.)  1043,  it  is  stated  that  there  is 
no  substantial  distinction  between  the  words  "  paid  "  and  "  satisfied." 
To  the  same  effect  is  Forest  v.  Henry ^  23  N.  W.  (Minn.),  849;  and 
Justice  Brandeis  in  the  Penn  Mutual  case,  252  U.  S.  523,  uses  the 
phrase  "  paid  by  credit." 

The  Government  in  the  present  instance  was  expressly  authorized 
to  refund  the  taxes  erroneously  collected  or  to  accept  such  taxes  as  a 
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credit.  The  credit  having  been  duly  made,  it  seems  clear  that  if  the 
real  remedial  purpose  of  section  252  is  to  be  effected;  "  paid  ^  must 
be  construed  in  its  broader  sense  as  including  a  credit  duly  made.  It 
is  accordingly  held  that  where  there  has  been  an  overpayment  of 
taxes  on  an  income  return  for  a  certain  year  and  within  nve  years  ^ 
from  the  date  the  return  was  due  the  orerpayment  is  credited  to  taxes  ^jft 
due  on  an  income  return  for  a  subsequent  year,  such  credit  constitutes 
payment  or  part  payment  of  the  taxes  for  the  year  in  which  it  was 
applied. 

In  reply  to  your  second  question,  you  are  advised  that  the  cash  - 

payment  plus  the  amount  allowed  as  a  credit  on  account  of  the  over- 
payment for  1914  should  be  adjusted  for  the  year  1916  where  the  tax- 
payer files  a  claim  for  refund  covering  the  latter  year. 

The  fact  that  no  record  of  a  credit  for  overpayment  of  1914  taxes 
apf)ears  ojdl  the  1916  assessment  list  does  not  affect  the  treatment  of 
the  credit  as  a  payment  for  the  year  1916,  where  the  credit  was  in  fact 
made  within  five  years  from  the  date  the  1914  return  was  due. 

Caih^  a.  Mapes^ 
Solieiior  of  Internal  Revenue. 


Section  252,  Artict.e  10^4:  Claims  for  credit  26^21-1710 

of  taxes  erroneously  collected.  O.  D.  962 

A  taxi^yer,  the  sole  proprietor  of  several  eoterprises^  in  1917  filed 
in  error  partnership  returns^  ajad  paid  the  taxes  due  thereon,  in  addi- 
tion to  taxes  under  his  individjual  return.  He  desires  to  apply  the 
erroneous  payment  of  taxes  due  on  account  of  the  retui'ns  of  these 
nonexistent  partnerships  as  a  credit  a/jainst  taxes  due  on  his  amended 
individiiAl  returns  for  1917  and  subsequent  years. 

His  case  i&  not  held  analogotis  tO'  tlmt  where  a  partnership  in  fact 
existed  and  an  overpayment  of  tax  was  madie  which  is  refundable 
only  to  the  partnership.  ^  claim  for  credit  may  be  allowed  afjainst 
the  tax  due  under  the  individual  returns  of  the  taxpayer. 


SECTTioisf  252^  Abttcue.  10^ :  Action  oa  claims  17-21-1601 

for  credit.  T.D.3154 

Article  10.*^5  of  Emulations  4o  (1920  edition)  is  hereby  amended 
to  read  as  follows : 

■ 

Art.  1035.  Action  on  claimsi  for  credit. — Upon  receipt  by  the  collector  of  a 
claJJiJ  for  credit  on  Form  47-A,  he  wiU  tiike  no  actlou  thereon  uutii  tlie  follow- 
ing requirements  have  been  mot. 

(a)  The  coUeotor  niuist  ascertain  from  the  ConmiLssioner  whether  a  claim 
for  refund  for  the  year  or  years  apon  which  the  claim  for  credit  is  baj^etl,  and 
upon  substantially  the  same  sjround,  has  been  filed.  If  no  such  claim  for 
refund  hns  been  *iled;  the  collector  may,  on  notice  thereof  from  the  Comnris- 
sioner,  accept  for  filing  tlie  taxpayer's  claim  for  credit. 

( b )  When  It  is  known  to  the  collector  that  a  refund  claim  of  the  nature  re- 
ferretl  to  above  is  on  file  with  the  Commissioner,  and  has  not  been  adjusted, 
he  will  not  accept  the  taxpayer's  claim  f(»r  credit  for  the  same  year  or  years 
until  the  taxpayer  has  requt^sted  the  Commissioner  to  reject  such  claim  and 
has  been  advised  by  the  Comnijssioner  that  such  claim  has  been  rejected. 
Claims  for  refund  may  not  be  converted  into  claims  for  credit,  except  in  the 
manner  above  mentioned. 
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c 

Upou  accept&Qce  f€Hr  filing  of  a  elaiiu  foi:  credit  on  Focm  47-A  the  eollector 
^uU  certify  thereon  the  reQuired  iBformatioa  concerxkiog  all  outstanding 
assessments  and  paynaents  covered  thereby  and  shall  note  on  his  records  that 
a  claim  for  credit  has  been  filed.  He  shall  thereupon  transmit  the  claim  to  the 
Commissioner.  Dne  notice  will  be  given  the  collector  and  the  taxpayer  of  the 
action  taken  on  the  rfaim.  A  schedule  of  credit  claims  on  Form  7220-A  will 
be  transmitted  to  the  collector  once  a  month  and  formal  credit  shall  be  taken 
by  the  collector  at  that  time.  If  a  claim  is  allowed  against  additional  taxes 
due  for  other  years,  but  such  other  taxes  have  not  yet  been  assessed,  only  the 
amount  of  the  excess  of  snch  taxes  over  the  overpayment  shall  be  assessed,  or 
the  excess  of  the  overpayment  over  such  taxes  due  shall  be  refunded,  as  the 
case  may  be.  The  effective  date  of  the  filing  of  a  claim  for  credit  shall  be  the 
actual  date  of  presentation  to  the  collector.  The  filing  of  a  claim  for  credit 
against  the  tax  due  under  another  return  shall  be  subject  to  the  same  rules 
with  respect  to  the  addition  of  Interest  and  penalties  as  if  the  taxpayer  had 
filed  a  claim  for  abatement  of  the  tax  against  which  credit  is  desired.  See 
articles  1003  and  1006. 

Under  no  circumstances  will  a  taxpayer  be  permitted  to  take  credit  for  an 
alleged  refund  dne  for  a  prior  year  on  any  return  filed  for  a  subsequent  year 
without  filing  a  formal  claim  for  credit  on  Form  47-A,  under  the  requirements 
as  provided  herein.  An  attempt  to  take  a  credit  contrary  to  the  instructions 
herein  set  forth  shall  not  be  held  to  be  the  filing  of  a  claim  under  section  252 
of  the  Revenue  Act  of  1918. 

Approved,  April  11, 192L 


Section  252,  AKxiciiE  1035:  Action  on  claims  23-21-1678 

for  credit.  Sol.  Op.  106 

INCOBIB  TAX:  SECTION  262^  RBVENUB  ACT  OF  19ia 

Time  When  Ckedit  is  M.\de  oa  Allowed. 

Where  the  allowance  ei  a  cre<llt  is  bekiic  eonslderetl  by  the  Com- 
missioner the  credit  is  made  or  allowed  when  the  Ooinmlsslouer 
sigxus  and  forwards  to  the  collector  a  formal  statement  or  direction 
or  assessment  list  sliowing  the  amount  of  the  tax  to  be  collected 
over  and  above  the  anjount  of  the  credit. 

In  a  reference  of  April  6,  1921,  in  the  matter  of  the  additional 
assessment  to  be  placed  against  the  M  Company^  advice  is  requested 
concerning  the  aliawance  of  credits  as  provided  m  section  262  of  the 
Revenue  Act  of  1918,  which  provides : 

That  if  upon  examination  of  any  return  of  income  made  purstiant  to  this  Act, 
the  Act  of  August  5,  19()9,  entitlni  "An  Act  to  provide  revenue,  equalize  duties, 
and  encourage  the  industries  of  the  United  States,  and  for  other  purposes,"  the 
Act  of  October  S,  19T3,  entitled  "An  Act  to  reduce  tariff  duties  and  to  provide 
revenue  for  the  OovernHient,  and  for  other  purposes,"  the  Revenue  Act  of  tJ>16» 
as  amemled^  or  the  Revenue  Act  of  1917,.  it  appears  that  an  amount  of  income, 
var  profits,  or  excess  profits  tax  lias  been  paid  in  excess  of  that  propter ly  due, 
then,  notwithstanding  tlie  provisions  of  section  3228  of  the  Revised  Statutes, 
the  amount  of  the  excess  shall  be  credited  against  any  income,  war  profits,  or 
excess  profits  taxes,  or  installnjwit  thereof,  then  due  from  the  taxpayer  umi*^ 
any  other  return,  and  any  balance  of  sach  excess  shall  be  immediately  refim<ied 
to  the  taxpayer:  Provided^  That  no  such  credit  or  refund  shall  be  allowed  or 
made  after  five  years  from  the  date  when  the  return  was  due,  unless  before  the 
expiration  of  such  five  years  a  claim  therefor  is  filed  by  the  taxpayer. 

The  reference  requests  a  ruling  on  the  following  points : 

•  (©)  Using  this  case  as  an  illustration:  In  office  letter  of  February  28,  1921, 
an  over  assessoaent  for  the  calendar  year  1915  of  a^  dollars  was  discovered  and 
credited  against  tlie  additional  taxes  due  for  subsequent  years,  which  was  at 
that  date  within  the  five-year  limitation.  Taxpayer  objected  to  the  assessment 
of  additional  taxes  for  the  year  1917,  aad  his  objections  w^ere  sustained  by  the 
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Unit,  thereby  necessitating  a  letter  superseding  office  letter  of  February  2S, 
1921.  In  this  case  the  over  assessment  for  the  year  1915  remained  constant. 
Paragraph  4  of  Solicitor's  Opinion  79  (C.  B.  3,  p.  302)  reads: 

**Au  overpayment  made  for  a  year  for  which  the  return  was  due  within  the 
five-year  period  may  be  applied  against  an  additional  tax  due  from  the  tax- 
payer for  any  assessable  or  nonassessable  year;  but  an  overpayment  made 
for  a  year  for  which  the  return  was  due  before  such  five-year  period  begins 
can  not  be  credited  against  an  additional  tax  due  for  any  year  unless  a  claim 
for  the  credit  or  refund  has  been  filed  within  five  years  from  the  date  the 
return  was  dua" 

The  five-year  limitation  for  1915  expired  March  1,  1921,  no  claim  having  been 
filed  by  the  taxpayer. 

Can  the  credit  allowed  for  the  year  1915  in  office  letter  of  February  28,  1921^ 
be  now  allowed  in  a  letter  which  must  bear  a  date  subsequent  to  tlie  expiration 
of  the  five-year  period,  based  on  the  fact  that  the  amount  of  over  assessment  was 
not  changed  from  that  appearing  in  a  former  letter  before  the  expiration 
period  ? 

(b)  The  Unit  has  two  other  cases  being  held  in  suspense,  which  are  similar 
to  the  above,  with  the  exception  that  in  one  case  for  the  year  1915,  a  greater 
over  assessment  is  discovered  than  was  allowed  in  letter  written  within  the  five- 
year  i)eriod ;  the  other  one,  the  ov(t  assessment  has  been  decreased. 

Can  either  of  these  be  allowed  under  the  condition  that  the  over  assessment 
of  an  amount  was  credited  within  the  limited  period  against  addlticmal  taxes 
due  for  subsequent  years  and  later,  after  the  expiration  of  the  limitation,  cor- 
rected to  a  larger  or  smaller  amount? 

The  reference,  in  effect,  asks  advice  whether  in  a  case  whore  a  claim 
for  credit  has  not  been  filed  by  the  taxpayer  a  ci^edit  for  an  excess  of 
tax  assessed  for  a  prior  year  may  be  made  or  allowed  if  the  examina- 
tion of  the  return  was  made  and  the  excess  amount  determined  upon 
within  the  five-year  period  of  limitation  named  in  section  252,  and 
the  taxpayer  within  the  limitation  period  was  advised  of  the  amount 
due  on  subsequent  returns  after  the  credit  had  been  applied;  but 
after  the  limitation  period  has  expired  the  Dej)artment  reccmsiders 
and  finds  that  a  mistake  was  made  in  the  amount  of  the  tax  due  on 
the  subsequent  returns  and  the  excess  amount  originally  found  as  a 
credit  {a)  has  not  been  chan^rod,  {h)  should  be  increased,  {c)  should 
be  decreased.  It  is  assumed  from  the  reference  that  the  assessment 
represented  by  the  original  letter  of  advice  to  the  taxpayer  was  not 
made.  If  it  was  made  there  would  seem  no  room  for  doubt,  since 
clearly  the  credit  was  made  when  the  assessment  list  went  out  and 
any  reduction  or  increase  of  tax  would  have  to  be  accomplished  by 
abatement  or  refund  or  further  assessment. 

The  question  presented  depends  for  solution  uj^on  what  constitutes 
the  making  or  allowance  of  a  credit  within  the  meaning  of  section 
252.  A  statement  contained  in  a  letter  from  the  Department  to  a 
taxpayer  that  the  taxpayer  is  entitled  to  a  credit  is  clearly  not  a 
credit  actually  made  or  allow^ed.  Something  must  be  done  in  a 
formal  way  tliat  will  amount  to  a  direction  to  the  collector  who  is 
charged  with  the  collection  of  internal  taxes.  Prior  to  such  a  direc- 
tion he  has  nothing  to  do  with  the  taxpayer's  account  since  it  has  not 
assumed  the  status  of  an  account  stated  to  him.  Such  direction  by 
the  Commissioner  is  usually  made  by  formal  assessment  list  signe<I  ^ 
by  him.  AVhen  such  a  formal  statement  or  direction  to  the  collector  ^ 
is  signed  by  the  Commissioner  and  forwarded  to  the  collector,  show- 
ing  the  amount  of  the  tax  to  be  collected  over  and  above  the  credit, 
the  Commissioner  has  formally  made  or  allowed  the  credit.  When 
this  is  done  the  credit  has  been  made  or  allowed,  but  prior  thereto 
anything  that  is  done  in  the  way  of  stating  the  case  by  employees 
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of  the  Bureau  or  in  the  way  of  statements  to  the  taxpayer  in  letters 
from  the  Department  can  be  nothing  more  than  preliminary  to  the 
actual  making  or  allowance  of  the  credit  by  the  Commissioner. 

This  is  true  where  credits  are  considered  and  passed  upon  formally 
by  the  Commissioner.  Where,  however,  the  collector  because  of  the 
provisions  of  the  statute  and  regulations  made  pursuant  thereto 
makes  the  credit  without  specific  instructions  from  the  Commissioner, 
the  credit  is  actually  made  or  allowed  when  the  collector  so  records 
it,  and  in  such  a  case  subsequent  action  by  the  Commissioner  in  the 
way  of  a  review  of  the  collector's  action  would  not  operate  to  fix  the 
time  when  the  credit  was  made  or  allowed,  since  in  such  a  case  the 
collector  had  before  him  the  account  of  the  taxpayer  and  is  charged 
by  law  and  the  regulations  to  enter  the  credit. 

It  is  held  that  where  the  allowance  of  a  credit  as  provided  in 
section  252  of  the  Revenue  Act  of  1918  is  being  considered  by  the 
Commissioner,  the  credit  is  made  or  allowed  only  when  the  Commis- 
sioner signs  and  forwards  to  the  collector  a  formal  statement  or  direc- 
tion or  assessment  list  showing  the  amount  of  the  tax  to  be  collected 
over  and  above  the  amount  or  the  credit. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenue, 
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taxes  erroneously  collected.  O.  D.  867 

Where  additional  tax  liability  is  discovered  on  the  audit  of  a  tax- 
payer's return  for  one  year  and  a  refund  is  found  to  be  due  him  for 
a  subsequent  year,  the  procedure  to  be  followed  is  to  make  an  office 
adjustment  to  take  care  of  the  additional  tax  and  advise  the  taxpayer 
to  file  a  claim  for  refund  of  the  net  overpayment,  noting  on  the  re- 
turns of  the  two  years  involved  that  additional  tax  is  due  for  one  year 
which  has  been  satisfied  by  an  equal  amount  overpaid  for  a  later 
year,  also  to  note  on  the  later  return  that  an  overpayment  has  been 
made,  part  of  which  has  been  applied  against  the  additional  tax  due 
for  the  prior  year  and  the  balance  has  been  refunded  or  credited  or  is 
available  for  refund  or  credit. 

Where  additional  tax  has  already  been  placed  on  assessment  list, 
taxpayer  will  be  required  to  file  claim  for  credit  in  order  to  apply 
against  additional  tax  a  corresponding  portion  of  the  refund  due  him. 


Section  262,  Article  1036 :  Claims  for  refund 
of  taxes  erroneously  collected. 

(See  18-21-1615;  sec.  326,  art.  840.)     Claim  for  refund  as  the 
result  of  adjustment  of  surplus  account. 


Section  252,  Article  1036 :  Claims  for  refund  21-21-1654 

of  taxes  erroneously  collected.  O.  D.  927 

Claims  for  refund  should  in  all  cases  be  filed  with  the  collector  of 
internal  revenue  to  whom  the  tax  was  paid  or  with  the  deputy  col- 
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ketor  of  the  divisdoct  of  such  district  m  mrhich  tiuQ  claimacit  resides. 
Warrants  m  pskywei^t  of  such  cktinos  will  be  made  to  the  order  of 
the  chiimants  as  provided  in  section  6,  Departmefit  Circular  230 
(a  B.  4,  p.  408). 

Tl>e  Bujrean  will  recognize  a  /literal  power  of  attorney  as  suffi-  ^t 

cieHt  authority  for  the  filing  of  more  than  one  claim  for  refund  ^p^ 

ozk  behalf  of  the  grantor  of  such  power.  It  should  be  noted^  how< 
ever,  that  under  the  provisions  of  section  6  of  the  above-mentiodied 
circular  special  powers  are  required  in  certain  cases.  In  cases  where 
a  number  of  clauns  are  to  be  filed  under  a  general  piower  of  attorney 
the  CNriginal  power  should  be  attached  to  the  first  claim  filed  on 
behalf  of  the  claimant  granting  the  power^  and  a  copy  thereof  should 
be  annexed  to  each  succeeding  claim^  s})ecial  reference  being  made  in 
each  copy  to  the  claim  to  which  the  original  instrument  was  attached. 

The  Bureau  does  not  require  that  a  power  of  attorney  to  file  a  '   " 

claim  for  refund  be  in  any  special  foarm.  It  is  merely  necessary 
that  the  instrument  meet  the  legal  requirements  of  powers  of  attorney 
in  general. 

A  power  of  attorney  given  by  a  c*orporation  should  be  signe<l  by 
the  officers  who  are  duly  authorized  to  execute  such  instrument. 


Section  252,  Article  1037 :  Suits  for  recovery  1-21-1380 

of  taxes  erroneously  collected.  Ct.  D.  2 

SuPEKLME  Court  of  the  United  States.     Octobeh  Tebm,  1920. 

Rock  IslU'7i4,  Arkaitsas  an^  Lomi^iamft.  Railroed  CwihpamVi  appeU^nt,  v.   The 

United  tStutes. 

Appeal  from  tbu  Court  of  Claims. 
[November  22,  1920.] 

Mr.  Justice  Holmes  delivered  the  opinion  of  tke  court : 

This  is  a  ciaim  for  a  sum  paid  as  an  internal  reveuue  tax  uiwier  the  Act  of 
August  5,  1909,  ch.  6,  sec.  38,  36  Stat.  11,  112.  It  is  aUegeU  tliut  tliv  claimant 
wns  not  engaged  in  or  doing  business  in  tlie  y<*ar  for  wliick  the  tax  wa.s  col- 
liX'ted,  and  that,  tlierefore,  it  was  not  due.  The  Court  of  CUtims  disraisse<l 
the  petiti<tti  on  the  ground  that  tbe  claimant  had  not  coini>lie<l  witli  tlie  con- 
ditiofis  it)]|)06ed  by  statute,  and  the  claim iU3t  appealed  to  tliis  court. 

Tfw  facts  are  simple.  After  the  tax  was  asst^ssed  a  claim  for  an  abatement 
was  sent  to  the  Commissioner  of  Internal  Revenue  in  July,  1913.  On  De- 
cember 18  of  the  same  year  the  Commissioner  rejected  the  application,  where- 
upon on  December  20  the  claimant  paid  the  tax  with  interest  and  a  pfMuilty. 
So  far  as  appears  there  was  no  protest  at  tl>e  tim(^  of  payment,  and  it  is 
found  that  after  it  nothing  was  done  to  secure  rei^uyment  of  the  tax.  By  Rev. 
♦Sts.,  sec.  3226,  amended  by  Act  of  February  27,  1877,  ch.  69,  sec.  1,  19  Stat., 
248,  tto  suit  shtfkU  be  maintained  in  any  court  for  the  recovery  of  any  tax 
allege<l  to  have  been  illegally  assessed  "  until  appeal  shall  have  iH'en  duly 
made  to  the  Commissioner  of  Internal  Revenue  according  to  the  provisions 
of  law  in  that  regard,  and  the  regulations  of  the  Secretary  of  the  Tn^asury 
esta.blished  in  pursuance  thereof,  and  a  decision  of  the  Commissioner  has  been, 
had  thereon,  provided,"  etc.  Regulations  of  the  Secretary  established  a  pro- 
cedure and  a  form  to  be  used  in  aiiplications  for  abatement  and  distinct  ones 
for  claims  for  refunding  them.  The  claimant  took  the  first  step,  but  not  the 
last. 

By  Rev.  Sts.,  sec.  3220,  tbe  Commissioner  of  Internal  Revenue  is  authorlaed, 
"  on  appeal  to  him  made^  to  remit,  refund^  and  xmy  back "  taxes  iUegally 
assessed.    It  is  urged  that  the  "  appeal "  to  him  to  remit  made  a  second  appeal 
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tor  him  to  re£an<i  cia  i41e  act  acd  satlofiM  the  re^remeDts  of  sec.  3226.  De- 
dJSiOQS  to  thai:  effect  iir  suits  against  a  cc^ector  are  cited^  the  latest  being 
Loomis  V.  WaWeSy  2C6  FecL  Repi,  876.  But  the  words  *'  on  appeal  to  him 
made  '*  mean,  of  course,  on  appeal  in  respect  of  the  relief  sought  gn  appeal* — 
to  refund  U  refunding  is-  what  he  is  asked:  to  do»  The  words  of  sec.  3226  also 
must!  be  taken  to  meau  aa  appeal  aftuc  payment,  eBpeciallji  in  view  of  sec. 
3228-  requiiTing  claims,  of  this  sert  to  be  presented  to  the  CoiDmissit)ner  within 
two  years  after  the  cause  of  action  accrued.  So  that  the  qjuestion  is  of  read- 
ing an  implied  exception  into  the  rule  as  expressed,  when  substantially  the 
same-  objectibon  to  the  assessment  has  been  ucged'  at  an-  earlier  stage. 

Men  must  turn  square  cocnens  when  they  deai  with,  tbe^  Qovernment.  If  it 
attaches  even  purely  formal  conditions  to*  its  consent  to  be  sued,  these  con- 
ditions must  be  complied  with*  Lew  non  j^raeoipit  iaiutUia  (Co.  Lit  127b) 
expresses  rather  an  Ideal  tiian  an  accomplished  fait.  But  in  this  case  we  can 
yot  pronounce  the-  second  appeal  a  mere  form.  On  appeal  a  judi^e  sometimes 
c(«tcucs-  in  a  reversal  of  his  dedsion:  below.  It  is  possible^.  as>  suggested  by 
the  Court  of  Claims,,  tli&t  the  secondi  appeal  may  be  heard  by  a  different 
person.  At  all  events  the  words  are  there  in  the  statute  and  the  regulations, 
and  the  court  is  of  opinion  that  they  mark  the  conditions  of  the  claimant's 
Fight.  See  A:W'«  Gonnty  Skivings  I^istitution  v.  BMr,  116^  U.  S.,  200.  It  is 
unneoessary  to  consider  other  objections  that  the  daimant  would  have  to 
meet  befoce  It  could  isecover  upon  this-  claim. 

Judgment  atomfid..  

Si£eTM>».  252,  AmiGM  lOaT :  Suite  foe  ceeo^eiry  23-21-1679 

oi  tajses^  eEroaeouely  cdketed  T.  D .  3 166^ 

TKUSTJSBS  IN.  LJQtULDATION— DECISION  OF  GOUBT. 

1.  Trust^»  as.  Opfickbs  of  Coubt. 

Trustees^  IjqMidating  a  dissolving  corporation,  under  difeetion 
of  the  court  as  provided  by  sections  3447.  and  3448  of  the  General 
Statutes  of  Connecticut,  are  not  officers  of  such  court. 

2;  luEGAhiTY  OP  AssEssainsifT..   SsssBAiNiNe  O&oeb. 

The  court,  under  the  circumstances  above,  has  no*  jurisdiction  to 
pass  on  the  legality  of  the  assessment  of  rnterual  Revenue  tiixes  or 
to  issoe  an  order  restraining  the  assessment  or  collection  thereof. 

TkBASXJHY  DsFAKTlVtBNT, 

Office  of  CoMMassioNJBit  op  Intbbnax.  Reventje. 

W ashin^toib^  I).  C, 

In  two  rec^it  cases  before  the  Supreme  Court  of  Errors  for  the 
State  of  Connecticat  the  trustees  ia  liquidation  of  the  affairs  of  the 
Derby  JS&nufacturiiig  Co^,  of  Derby,  Conn.,  raised  the  contention 
that  under  the  provisions  of  the  Connecticut  law  providing  for  the 
Tohmtary  dissolution  of  corporations  they  we»e  properly  to  be  con- 
sidered officers  of  the  court  because  they  were  subj-ecfe  to  certain 
Girders  of  the  court  in  the  final  winding  up  €>f  the  affairs  of  the  com- 
poiiy^  This  matter  is  of  general  interest  to  the  Internal  Revenue 
Service,  and  for  that  reason  the  facts  involved,  together  with  the 
material  portions  of  the  opinions  handed  down  by  the  court,  are  set 
forth  below. 

Oa  February  27, 1919,  Joseph  Willinann  et  aL,  trustees  in  lir^uida- 
tion,  petLtiofted  the  court  for  the  issuance  of  an  order  limiting  a 
pepiod  within  whicb  alT  claims  against  the  corjwration  should  be 
presented  and  for  such  additional  orders  from  time  to  time  relative 
to  the  winding^np  of  the  affairs  of  the  corporation  as  might  be-  proper 
acd  nec^sary  in  accordance  with  the  statutes  of  the  State  of  Con- 
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necticut.  On  the  same  day  the  Superior  Court  for  New  Haven  County, 
Conn.,  issued  an  order  providing  that  all  claims  against  the  Derby 
Manufacturing  Co.  should  be  presented  to  said  trustees  within  four 
months  from  February  27,  1919.  Among  the  claims  presented 
pursuant  to  this  order  was  one  of  the  TTnitcd  States,  presented  by 
James  J.  Walsh,  Collector  of  Internal  Revenue  for  the  District  of 
Connecticut,  for  additional  income,  excess-profits,  and  war-profits 
taxes  for  the  years  1916,  1917,  and  1918;  and  also  for  taxes  not  then 
determined  for  that  portion  of  1919  up  to  the  date  of  the  cessation 
of  business  by  such  corporation. 

On  June  1,  1920,  the  trustees  reported  the  claims  of  the  United 
States  wherein  they  disallowed  the  major  portion  thereof.  The  court 
entered  an  order  approving  the  report  and  providing  that  written 
notice  should  be  given  to  the  United  htates,  through  the  Commissioner 
of  Internal  Revenue,  and  to  James  J.  Walsh,  collector,  that  unless  the 
disallowed  portion  of  the  claim  was  made  the  subject  of  application 
to  the  court  for  allowance  within  two  weeks,  the  same  should  be 
barred.  Thereafter,  the  United  States  Attorney  for  the  District  of 
Connecticut  filed  a  petition  on  behalf  of  the  United  States  for  the 
allowance  of  the  entire  claim.  On  June  29,  1920,  the  trustees  in 
liquidation  filed  with  the  court  an  application  for  a  restraining  order 
against  the  collector,  asking  that  tlie  collector  be  restrained  from  in- 
terfering with  their  possession  of  the  company's  property,  notwith- 
standing the  fact  that  there  was  pending  in  this  office  a  claim  in  abate- 
ment covering  the  taxes  in  question,  during  the  pendency  of  which 
no  distraint  proceedings  would  have  have  been  carried  out  by  the  col- 
lector. It  was  alleged  that  the  trustees  were  officers  of  the  court  and 
that  an  interference  by  the  collector  with  their  possession  would  be  a 
contempt  of  the  court.  Upon  the  hearing  of  this  application,  the 
Superior  Court  of  New  Haven  County  refused  to  grant  the  restrain- 
ing order.  Thereafter,  on  September  20,  1920,  the  trustees  filed  an- 
other  application  for  a  restraining  order  and  for  instructions  from 
the  court  as  to  the  duty  of  the  trustees  in  relation  to  such  claims  of  the 
United  States,  and  for  a  hearing  by  the  court  to  determine  what  taxes, 
if  any,  were  due  the  United  States.  This  application  was  made  upon 
the  theory  that  the  trustees  in  liquidation  were  officers  of  the  court,  in 
view  of  tne  fact  that  in  winding  up  the  affairs  of  the  corporation  they 
were  subject  to  the  orders  of  the  court,  and  that,  in  order  that  proper 
instructions  might  be  issued  to  them  in  connection  with  the  Govern- 
ment's claim  for  taxes,  the  court  should  hear  and  determine  the  proper 
amount  due  and  that  the  collector  should  be  restrained  from  taking 
any  steps  to  distrain  upon  the  company's  property  in  the  satisfaction 
of  any  sum  in  excess  of  the  amount  the  court  should  allow.  On  Octo- 
ber 15,  1920,  upon  hearing  such  application,  the  Superior  Court  was 
of  the  opinion  that  it  had  no  jurisdiction  to  hear  and  determine  the 
claim  01  the  United  States  for  taxes  and  that  the  assessment  of  the 
Commissioner  of  Internal  Revenue  was  conclusive  upon  it.  The 
court  directed  the  trustees  to  pay  the  Government's  claim  for  taxes, 
authorizing  them  to  take  steps  to  protect  the  estate  of  the  corporation 
by  way  of  claim  for  refund  and  suit  to  recover  back  the  taxes  paid. 
Judgment  was  therefore  entered  in  favor  of  the  United  States.  From 
this  order  and  judgment,  and  from  the  order  denying  the  application 
of  the  trustees  dated  June  29,  1920,  an  appeal  was  taken  to  the  Su- 
preme Court  of  Errors  for  the  State  of  Connecticut  as  above  indi- 

ated. 
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Under  the  Connecticut  laws  of  1918  (sections  3446  and  3447),  upon 
voluntary  dissolution  of  a  corporation,  upon  vote  of  the  stockholders, 
the  directors  are  made  trustees  in  the  liquidation  of  the  affairs  of  the 
corporation.  Such  trustees  may  apply  (section  3448)  to  the  Superior 
Court  for  the  county  in  which  such  corporation  is  located  for  the 
limitation  of  a  period  for  the  presentation  of  claims  against  the  cor- 
poration. Upon  the  limitation  of  such  a  period  by  the  court,  it  is 
provided  that  such  trustees  shall  proceed  to  wind  up  the  affairs  of  the 
corporation  under  the  direction  of  the  court  in  the  same  manner  as  if 
they  were  receivers.  It  is  provided  (section  3449)  that  any  claim  not 
presented  within  the  time  limited  shall  be  barred,  unless  the  owner 
thereof  shall  commence  an  action  to  enforce  the  same  within  four 
months  after  notice  from  the  trustees  of  rejection. 

The  matter  was  made  the  subject  of  two  decisions  of  the  court  (1) 
Joseph  WiUmann^  et  aZ,  trustees  in  liquidation  v.  James  J.  Walsk^ 
collector^  wherein  it  considered  whether  such  trustees  were  properly 
to  be  considered  officers  of  the  court,  and  (2)  in  re  application  of 
Joseph  Willmann,  et  al,  trustees  in  liquidation,  wherein  the  court 
considered  whether  the  lower  court  had  jurisdiction  to  hear  and  deter- 
mine the  legality  of  the  assessment  macle  by  the  Commissioner  of  In- 
ternal Revenue,  and  whether  or  not  a  restraining  order  should  be 
issued. 

Tlie  court  said  in  the  first  case : 

The  plaintiffs  were  trustees?  in  liquidation  of  the  company  with  such  relation 
to  tlie  property  as  proceedings  under  the  General  Statutes,  sections  3447  and 
8448,  created.  The  plain titTs  claim  tliat  by  such  proceedings  they  became  re- 
ceivers of  the  court  in  relation  to  the  property  of  the  corporation,  and  hence 
tliat  the  property  came  into  the  custody  of  the  law. 

Tlie  directors  of  a  corporation  acting  as  trustees  in  liquidation  under  Gen- 
eral Statutes,  section  3447  only,  are  obviously  not  receivers  or  officers  of  the 
court.  If  such  trustees,  in  the  exercise  of  their  discretion,  make  application 
to  the  Superior  Court  under  section  3448  they  do  not  thereby  change  their 
relation  to  the  property  of  the  corporation;  they  are  still  merely  trustees  in 
liquidation  and  not  officers  of  the  court  holding  the  property  in  the  custody  of 
the  law. 

There  are  provisions  in  the  statutes  and  an  absence  of  provisions  relative  to 
the  winding-up  proceedings  by  trustees  under  sections  3447  and  3448  which 
clearly  indicate  that  it  was  not  the  legislative  intent  to  make  them  receivers 
by  the  enactment  of  section  3448  of  the  General  Statutes.  Under  sections  3448, 
3440,  and  3450  the  trustees  may,  in  their  discretion,  secure  an  order  of  court 
limiting  a  time  for  presentation  of  claims.  But  if  a  claim  so  presented  is  dis- 
allowed, the  creditor,  without  the  necessity  of  securing  the  permission  of  the 
court,  must  begin  an  action  to  enforce  the  chiim  within  four  months  after  dis- 
allowance. This  course  of  proceeding  differs  radically  from  that  pursued  upon 
the  disallowance  of  a  claim  in  a  receivership.  Section  3448  of  the  General 
Statutes  provides  that  if  trustees  in  liquidation  under  section  3447  bring  an 
application  to  the  Superior  Court  for  the  limitation  of  time  within  which 
claims  must  be  presented,  they  shall  still  proceed  to  wind  up  the  affairs  of  the 
corporation  in  accordance  with  the  provisions  of  section  3447.  The  provision 
of  General  Statutes,  section  3450,  permitting  a  creditor,  pending  the  winding- 
up  proceedings  of  trustees  in  liquidation,  to  secure  the  appointment  of  re- 
ceivers of  the  corporation  in  liquidation  would  be  a  useless  provision  if  the 
trustees  were  already  receivers  and  subject  to  the  ordinary  power  of  the  court 
to  remove  its  receivers  for  good  cause  shown.  There  is  no  provision  in  the 
statutes  relating  to  trustees  in  liquidation  providing  that  they  shall  furnish 
bonds  as  is  required  of  receivers  by  General  Statutes,  section  6082. 

That  the  trustees  under  this  section  are  not,  by  their  application  to  the 
court  to  limit  a  time  for  the  presentation  of  claims,  made  by  that  act  receivers 
of  the  corporation.  They  are  still  to  wind  up  the  corporation  in  accord  with 
section  3447,  but  they  may  secure  direction  from  the  court  in  the  same  manner 
as  If  they  were  receivers.  Furthermore,  it  is  hardly  conceivable  that  it  was 
the  legislative  intent  by  the  enactment  of  section  3448  to  permit  the  directors 
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a/stms  as  trustees,  at  thehr  discretion,  to  convert  an  entire  board-  of  directors 
into  a  board  of  receivers  o£  the  Superior  Court,  with  the  lannecessary  e^cpease 
thereby  imposed  upon  the  corporation  and  possibly  upon  tlie  creditors. 

The  winding^Tip  proceedings  of  a  corporation  under  sections  3447  aud  3448, 
aJtliough  under  the  dire<?tion  of  tlie  court,  are  not  the  formal  proceeding  of  a 
statutory  receivership,  but  are  Informal  proceedings  which  do  not  bring  the 
assets  of  the  corporation  into  tlie  custody  of  the  law.  The  pruceetliugs  ar» 
similar  to  those  considered  in  In  re  Litchlield  County  Agricultural  Society,  91 
Conn.,  536. 

41  i»  Hi  *  *  *  * 

In  tke-  second  case  the  court  said : 

We  have  held  ia  the  companion  case  heard  with  this  case  that  the  trustees 
luL  liquidation;  acting  under  General  Statutes,  sections  3447  ami  3448,  are  not 
receivers,  and  that  their  possession  of  the  assets  of  a  corporation  is  not  the 
custody  of  the  law,  and  that  the  assets  in  their  hands  are  therefore  subject  to 
sueh  procedure  for  the  collection  of  taxes  of  the  United  States  as^  tlie  laws  of 
the  United  States  permit. 

The  court,  therefore^  under  thia  claim  correctly  refused  to  issue  the  resferain^ 
ifi^  order. 

There  was  further  presented  to  the  trial  court  the  request  c^  the  trustees  fi9r 
instructions  aind  for  a  hearing  by  the  court  to  determine  what  Federal  taxes, 
if  any,  were  due* 

Under  the  record  and  facts  found,  it  appears  that  the  collector  of  inteinial 
revenue  presented  claims  of  the  United  States  for  taxes  to  the  trustees.  The 
trustees  in  a  supplemental  report  to  the  Superior  Court,  filed  June  1,  1920, 
reported  these  claims  and  stated  that  there  were  five  items  of  such  claims  and 
that  the  trustees  had  paid  two  items  asd'  disallowed  three  items,  and  recom- 
mended the  court  to  disallow  the  three  items.  The  court  on  the  same  day, 
obviously  pro  forma,,  disallowed  the  three  Items  and  ordered  notice  to  be  given 
to  the  United  States  aud.  its  collector  of  internal  revenue,  as.  appears  in.  par&- 
gi?aph  2  of  the  finding?,  recited  m  tibe  preliminary  statement.  Upon  noti^ce  to  the 
collector  of  such  disallowance,  he  appeared  in  court  and  made  application  for 
an  order  that  the  claim  of  the  United  States  for  taxes  so  disallowed  be  paid. 
The  collector,  in  his  application,  alleged  that  the  three  items  of  Federal  taxes 
iiL  controversy  were  "  duly  assessed  by  the  proper  authority  in  behalf  of  the 
United  States."  In  the  recommendation  of  the  ti*ustees  to  the  court  for  the  dis- 
allowance of  the  three  items  of  Federal  taxes  there  is  no  suggestion  that  such 
assessment  of  Federal  taxes  as  made  against  the  corporation,  whether  legal  or 
not,  was  not  made  by  the  proper  authority  of  th«  United  States.  The  trustees 
moved  that  the  court  proceed  to  a  hearing  and  determination  of  the  taxes  legally 
due  by  the  corporation  to  tiie  United  States.  The  court  ruled  that  it  then  had 
no  jurisdiction  to  hear  and  determine  the  amount  of  taxes  legally  due  the  United 
States  from  the  corpora tion^    This  ruling  of  the  court  was  correct. 

rt  is  a  necessary  inference  from  the  finding  (paragraph  6)  that  the  corpora- 
tion had  applied  to  the  proper  officials  of  the  Treasury  Department  of  the  United 
States  for  the  abatement  of  the  taxes  objected  to.  Upon  the  record  there  was 
no  question  that  the  proper  officials  of  the  United;  States  had  made  an  assess- 
ment of  the  taxes  in  question. 

Section  5947  (sec.  3224  li.  S.  U.  S.)  of  the  Ct)rapilation  of  the  Ignited  States 
Statutes,  1916,  provides  that: 

"  No  suit  for  the  purpose  of  restraining  the  assessment  or  collection  of  any 
tax  shall  be  maintained  in  any  court." 

Section  5949-  (sec.  3226  R.  S.,  U.  S.)  of  such  CompLliitioB  provides  that: 

"  No  suit  shall  be  maintained  in  any  court  for  the  recoverj-  of  any  internal  tax 
alleged  to  have  been  erroneously  or  illegally  assessed  or  collected,  or  of  any 
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penalty  claimed  to  have  been  collected  without  authority^  os  of  any  sum  ftlLegetl 
to  have  been  excessive  or  in  any  manner  wrougfolJy  coUected  uiitll  appeal  shall 
have  been  duly  made  to  the  Commissioner  of  Internal"  Revenue,  according  to  the 
provisioHS  of  the  taw  in  tli«t  pegrard,  »Hd  the  regulations  of  the  Secretary  of  the 
Treasury  established  in  pursuance  thereof,  and  a  decision  of  the  Commissioner 
has  been  had  therein :  Provided,  That  if  such  decision  is  delayed  more  than  six 
SQOQths  from,  the  date  of  such  apj;)eal^  then  the  said  suit  may  be  brought,  without 
ftrst  having  a  decision  of  the  Commissioner,  at  any  time  within  the  period  llna- 
ited  iA  t^  next  section. 

These  restrictions  are  binding  ui)on  State  courts. 

Collector  V.  Hubba^d^  12  WalU  1,  reversing  Hul^bard  v.  Braimard,  35  Conn., 
56S. 

In  Sny4er  v.  Mwrk^,  109  U.  S^  180,  196,  the  Uulted  States  Su|M:eme  Court  li/eld 
that  in  regard  to  the  above  ];)ro visions  of  the  Fe«teral  Statutes : 

"  The  refloe^  of  a  suit  to  recover  back  the  tax  after  it  is  paid  Is  in-Qivided  by 
statute  and  a  suit  to  restrain  Its  collection  ^  fofbidilen.  The  remedy  so  given  is. 
exclusive  aod  mo  other  remedy  can  be  substituted  for  it." 

Hasiiak9»  v.  Merotd,  184  Fed.  759. 

The  facts  fouiui  disclose  that  the  Federal  taxes  involved  iia  these  proeee<(lng!» 
have  not  been  paid  and  that  a  claim  for  the  abatement  of  saLii  tajces  is  pending^ 
before  the  Commissioner  of  Internal  Revenue,  under  section  5949  (sec.  3226, 
R.  S.,  U.  S.)  of  the  Compilation  of  United  States  Statutes,  1916.  Under  such 
facts,  in  aecord  with  the  terms  of  section  594^  (sec.  3226,  R.  S;«  U.  S.)  no  suit, 
leifinal,  (Mr  as  here,  informal,  can  be  maintaiued  to  recover  back  or  to  abate  Federal 
taxes  In  any  court,  State  or  Federal.  Under  section  5947  of  such  Compilation  no 
suit,  formal  or  informal,  can  be  maintained  to  restrain  the  collection  of  Federal 
taxes.  Therefore  the  Superior  Court  hoid  no  Jurisdiction  to  paas  upon  the 
legality  of  the  fussessment  of  the  internal;  revenue  taxes  in  question,  or  to  issue 
a  restraining  order  relating  thereto,  because  of  the  provisions  of  the  United 
States  Statutes  quoted  above. 

Approved:  May  19^,  1^1. 


SECTION  253.— PENALTIES. 

Section  253,  Akticle  1041 :  Specific  penalties. 

(See  16^1-1582;  see.  239,  art.  621.)  Penalty  for  failure  or  re- 
fusal  to  file  return  in  case  of  corporation,  the  esjustence  of  whicb  faaa 
Qsoc  been  terminated. 

SECTION  256.— INFOBMATION  AT  SOURCE. 

Sectiox  256,  AirricLE  1071 :  Return  of  information  5-21-1422 

as  to  payments  of  $1 ,000.  O.  D.  788 

A  business  which  had  been  operated  as  a  partnership  was  incor- 
porated in  June,  1920,  and  thereafter  operated  as  a  corporation. 
There  was  no  interruption  to  the  business,  and  the  employees  of  the 
partnership  were  retained  by  the  corporation. 

Held,  that  for  admioistratiye  purposes  it  will  not  be  considered 
that  there  w^as  a  clian^ce  in  employer.  Since  there  was  no  inter- 
ruption to  business,  and  the  employees  of  the  partnership  continued 
to  be  the  employees  of  the  corporation,  only  one  Form  1099  covering 
the  calendar  year  1920  is  required  to  be  filed  in  each  case  whei*©  the 
total  amount  of  payments  made  equaled  or  exceeded  $1,000. 
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Section  266,  Article  1071 :  Return  of  information 
as  to  payments  of  $1,000. 
(See  16^21-1569 ;  sec.  200,  art.  1522.)     Oil  and  gas  royalties. 


Section  256,  Article  1072 :  Eeturn  of  information  15-21-1566 

as  to  payments  to  employees.  O.  D.  874 

(Also  Section  213(a),  Article  33.) 

The  value  to  a  domestic  servant  of  the  board  and  lodging  received 
as  part  of  his  compensation  for  services  rendered  is  deemed  to  be 
the  same  amount  which  he  would  be  required  to  pay  for  board  and 
lodging  elsewhere  than  in  his  employer's  household. 

If  the  value  of  the  board  and  lodging  added  to  the  cash  compensa- 
tion paid  equals  or  exceeds  $1,000  an  employer  is  required  to  report 
such  amount  on  Forms  1099  and  1096.  The  value  of  the  board  and 
lodging  should  be  entered  separately  on  Form  1099,  as  evidence  of 
the  fact  that  such  value  has  been  considered  in  computing  the  total 
amount  received  by  the  servant. 


Section  256,  Article  1073 :  Beturn  of  information  8-21-1469 

by  partnerships,  personal  service   corporations,  Mim.  2708 

and  fiduciaries. 

Filing  of   Ixformatton   Returxs,   Foems  109C   and  1009,   by   Partnebships, 

I*ERSONAL   SerVK^E  CORPORATIONS,   AND  FIDUCIARIES. 

Every  partnership,  personal  service  corporation,  or  fiduciary 
which,  during  the  calendar  year  1920,  paid  to  any  individual,  part- 
nership, personal  service  corporation,  or  fiduciary  salary,  wages, 
commissions,  rentals,  Qtc.^  of  $1,000  or  more  is  required  to  make  a 
true  and  accurate  return  to  the  (^ommicsioner  of  Internal  Revenue, 
showing  the  nature,  source,  and  amount  of  such  payment  and  the 
name  and  address  of  the  recipient. 

In  addition  to  reporting  the  payments  set  forth  above,  every 
partnership,  personal  service  corporation,  and  fiduciary  must  file  a 
return  for  each  member  of  the  partnership  or  personal  service  cor- 
poration, or  each  beneficiary,  showing  the  distributive  shares  of  the 
membei^s  or  beneficiaries,  whether  or  not  actually  distributed.  These 
amounts  are  required  to  be  reported  on  the  basis  of  the  calendar  year. 

This  information  must  be  furnished  on  Forms  1090,  reporting  the 
pavments  individually,  and  a  summary  prepared  on  Form  1096, 

These  forms  should  not  be  attached  to  and  filed  with  Forms  1041 
and  1065,  but  forwarded  direct  to  the  Commissioner,  of  Internal 
Revenue,  Sorting  Section,  Washington,  D.  C,  in  time  to  be  received 
not  later  than  March  15,  1921. 


Section  256,  Articije  1073:  Return  of  information  16-21-1585 

by  partnerships,  personal  service  corporations,  O.  D.  885 

and  fiduciaries. 

Form  1099  is  required  to  be  filed  for  the  calendar  year.    A  partner- 
ship which  renders  its  returns  on  a  fiscal  year  basis  should  report 
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on  Form  1099  the  distributive  share  of  each  member  of  the  partner- 
ship for  the  fiscal  year  ending"  within  the  calendar  year  for  which 
the  Form  1099  is  rendered. 


Section  256,  Article  1074:  Cases  where  no  13-21-1535 

return  of  information  required.  O.  D.  858 

Under  se<;tion  213(b)  6  of  the  Revenue  Act  of  1918,  amounts  re- 
ceived through  accident  or  health  insurance  or  under  workmen's 
compensation  acts,  as  compensation  for  personal  injuries  or  sick- 
ness, plus  the  amount  of  any  damages  received,  whether  by  suit  or 
agreement,  on  account  of  such  injuries  or  sickness,  are  exempt  from 
taxation.  Such  amounts  are,  therefore,  not  required  to  be  reported 
on  Form  1099  by  an  employer. 


Section  256,  Article  1075 :  Return  of  information 
as  to  interest  on  corporate  bonds. 

(See  11-21-1514;  sec.  221,  art.  364.)     Ownership  certificates  re- 
quired to  be  properly  filled  out. 


SECTION  261.— PORTO  RICO  AND  PHILIPPINE 

ISLANDS. 

Section  261,  Article  1132 :  Taxation  of  individuals 
between  United  States  and  Porto  Rico  and  Philip- 
pine Islands. 

(See  24-21-1684;  sec.  210,  art.  3.)  Liability  to  tax  of  citizens  of 
the  United  States  who  reside  in  the  Philippine  Islands. 


Section  261,  Article  1133:  Taxation  of  cor- 
porations between  United  States  and  Porto 
Kico  and  Philippine  Islands. 

(See  25-21-1694;  sec.  230  art.  503.)  Taxability  of  domestic  cor- 
poration having  principal  onice  and  all  of  its  business  in  Porto  Rico. 
(Revenue  Act  of  1917.) 


Title  III.— WAR  PROFITS  AND  EXCESS  PROFITS  TAX.  ^ 

% 

Pabt  II. — Imposition  of  Tax. 


SHCTIOK  301.— IMPOSITION  OF  TAX. 

SBenoN  301,  Article  Til ;  Impositioa  of  tax.  l-21-le3Rl 

A.  R.  R.  350 

The  Committee  has  had  under  consideration  the  appeal  of  A 
from  the  action  of  the  Income  Tax  Unit  transferring  from  block 
H  an  item  of  4^^^  dollars,  commissions  or  profits,  to  block  A  of  his 
return  for  1917,  thereby  subjecting  such  amount  to  th€  excess  profits 
tax  of  8  per  cent  in  accordance  with  the  provisions  of  section  209 
oi  the  Seveend  Ads  of  1917. 

It  appears  that  for  a  number  of  3rears  A  was  employed:  by  the^ 
M  Company  as  general  manager,  and  that  some  two  or  three  years 
prior  to  1917  he  secured  an  option  to  purchase  the  company's  prop- 
erty at  a  price  of  12.r  dollars..  In  additioa  to  the  amount  in  dis- 
S>ute,  A  received  as  salaries  and  commissions  x  dollars  from  the 
I  Company,  and  ^x  dollars  from  the  N  Company,  or  a  total  salary 
and  conmiissions  of  lix  dollars. 

Soon  after  he  had  secured  the  option  to  purchase  he  had  surveys 
and  maps  made  of  the  property.  He  expended  ^x  dbl'lai'S  in*  an 
effort  to  sell  this  property  on  which  he  had  an  option.  Finally,  in 
1917,  he  sold'  the  entire  assets  of  the  M  Company  for  17a?  dollars, 
thereby  making  a  proiit  ov  a  commission  of  6x  dollars,,  subject,  how- 
ever, to  the  expenses  incun*ed  in  surveying  and  mapping  the  prop- 
erty and  in  securing  a  purchaser  for  same.  This  expenditure  of  -^x 
dollars  was  deducted  by  A  from  the  5.r  dollars  profits  or  commis- 
sions received  and  the  net  amount  4J.r  dollars  was  returned  in  block 
H  of  his  return  for  1917  as  income  derived  from  other  sources ;  that 
is,  from  an  isolated  transaction  not  conn^ected  in  any  way  with  his 
regular  trade  or  business. 

The  Income  Tax  Unit  has  held  that  this  commission  or  profit 
should  be  transferred  to  block  A  of  the  return  and  an  excess  profits 
tax  at  the  rate  of  8  per  cent  computed  thereon  in  accordance  with 
the  provisions  of  section  209  of  the  Revenue  Act  of  1917  and  the 
recfulations  issue<l  thei'eunder. 

At  the  recjuest  of  the  taxpayer  an  oral  hearing  was  granted  at 
which  there  was  present  an  attorney  for  the  taxpayer.  It  was 
argued  that  the  transaction  out  of  which  the  commissions  or  profits 
arose  was  isolated  and,  therefore,  not  subject  to  the  excess  profits 
tax  as  income  from  a  trade  or  business.  The  attorney  relies  upon 
the  fact  that  this  transaction  was  the  only  one  of  the  kind  or  class 
that  A  ever  entered  into  and  that  since  A  was  not  a  real  estate  dealer 
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or  a  broken  axul  wais  B^t  engaged  m  the  bttsiuess  of  biJiyijELg  aad  sell- 
ing coal  laiftds  or  aiii;^  otiier  properties,  the-  transactioa  must  be  con- 
'  sddiBFed  as  isolijited  wtthin  the  meaning  of  article  8  of  Regulutions  41. 
The  attorney  stransly  urges,  thiit  since  A  wsls  not  employed  by  the 
company  to  make  this  sale  and  that  since  he  was  not  engaged  in  the 
business  o-f  buying  and  selling  coal  properties^  the  profits  or  commis- 
rfofis  derived  fcom  the  transaction,  in  question  are  not  subject  to  the 
excess  profits  tax  as  income  derived  from  a  trade  or  business  or  from 
a  profession  or  occupation. 

In  ordier  to  pass  upon  the  question  at  issue  it  is  necessary  to  review 
briefly  the  provisions  of  law  an<l  regulations  on  the  subject  in  con- 
nection with  other  cases  which  have  been  passed  upon  by  the  De- 
partment. 

Section  200  of  the  Revenue  Act  of  191T  provides  that  when  used  in 
this  title: 

The  terms  "  trade  "  and  "  business  "  includbe  professions  and  occupations. 

Article  &  of  Regulations  41  provides  that : 

In  tbe  case>  of  an  indJki^al,  tbe  terms  '**tiade/*  *' bosimeas^''  and  "tirade  or 
business  "  eoinprehenil  all  his-  actiyities  lo«-  sain,  piroflt,  or  UyeUkuDod  entered 
into  with  suilicient  freq^uency  or  occupyil^g  such  portion  o£  his^  tinae  or  attention 
as  to  constitute  a  vocation,  Including  occupations  aud  professions.  When  such 
activities  constitute  a  vocation  they  shall  be  construed  to  be  a  trade  or  busltiess>. 
whether  coatinuously  carried  on  durijag-  the  taxable  year  or  not,,  and!  all  the 
iifccome  skrvsiDg  theireflroitt  shall  be  iocluded  in  his  retjirn  lor  escess  prolits  tax. 

In  the  foUowlng  cases  the  gain  or  iKLcome  ia  not  subject  to  exceas  profits  tax, 
and  the  capital  from  which  such  gain  or  income  is  derived  shall  not  be  included 
in  "invested  capital*":  (a>  Gains. or  profits  from  transactions  entered  into  for 
profit,  but  which  are  Isolated,  incidental,  or  se^  infreqneBt  as  not  te  constitute 
an  occupation,  and.  ( b )  the  income  from  property  acising  uierely  from,  its  owner- 
ship, includiiig  interest,,  rent»  and  similar  iujQome  from  investments,,  except  in 
those  cases  in  which  th<i  managemeat  of  sueh  investments  really  constitutes  a 
trade  or  business. 

Article  14  of  Regulations  41,  as  awended  by  T.  D.  301T  (C.  B.  2, 
p.  305) ,  provides  in  part : 

For  the  pappose  of  the  excess  pro&ts  tax,  trades  or  busiiiessea  which  are  sab- 
ject  to  the  tax  shall  be  divided  into  two  classes,  as  foUows : 

A.  Trades  or  businesses  having  no  invested  capital,  or  not  more  than  a  nomi- 
nal capital',,  includln?:,  in  the  case  of  individiial«,  occupations  in  which  they 
receive  .^etotf^^  wageSy  fee^^  or  other  eompensatiions ;  and 

B.  Trades  or  businesses  having  more  than  a  oominal  capital. 

In  the  case  of  an  individual  the  net  income  subject  to  excess  profits 
tax  must  be  etassified  as  pi*ovided  in  article  14,  as  amended.  Net  in- 
come of  class  A  must  be  taxed  under  the  provisibms  of  section  209, 
and  net  iRcome  of  class  B  must  be  taxed  as  provided  m  section:  201*. 

Artiele  35  of  Regulations  41  provides  that : 

The  net  income  which  is  derived  from  a  trade  or  business,  having  no  invested 
capital  or  not  more  than  a  nonunal  capital,  includiag  salaries ^  wages,  feesy  or 
other  compensatloihs  (constituting  net  Income  of  class  A  as  defined  in  art.  14) 
shall  be  deter miat»d  fo^r  the  taxable  year  by  adding  the  total  net  income  from 
all  such  sources  (or  in  the  case  of  a  nonresident  aJiea  individual  the  total  net 
income  from  all  such  sources  within  the  United  States)  as  reported  for  income 
tax  purposes,  for  the  same  year. 

Question  five  of  the  Excess  Profits  Tax  Primer  and  the  answer 
thereto  reads  as  follows: 
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A  lawyer  with  a  considerable  Income  from  his  practice,  receives  fees  as 
director  in  two  banl^  and  an  insurance  company.    Are  such  fees  taxable? 

Regular  service  as  a  director  constitutes  an  pccupation  or  business  and  the  • 
fees  tlierefrom,  along  with  the  regular  income  of  the  lawyer  from  his  practice, 
are  taxable  at  8  per  cent  under  section  2(>9,  with  one  deduction  of  $6,000. 

In  passing  on  a  similar  question,  the  Solicitor  in  Memorandum  745         ^^ 
(not  m  bulletin  service)  held  that  the  excess-projBts  tax  applies  in  a         ^^ 
case  where  the  income  accrues  from  the  performance  of  an  act 
which,  though  different  from  those  usually  performed  by  the  tax- 
payer, is  in  the  same  lime  of  trade  or  business  as  the  taxpayer  is  ^ 
engaged  in  and  is  germane  to  his  particular  branch  of  industry. 

The  facts  on  which  this  ruling  was  made  are  similar  to  the  facts 
in  the  instant  case  and  appear  to  be  as  follows :  A  taxpayer  received 
certain  commissions  on  account  of  the  sale  of  certain  oil  leases  in  the 
year  1917,  and  cont^^nded  that  he  was  not  subject  to  excess-profits  » 

tax  on  these  commissions  for  the  reason  that  such  commissions  were 
not  derived  from  his  regular  trade  or  business.  The  taxpayer  was 
and  had  been  for  about  12  years  an  officer  of  a  certain  pipe-line  com- 
pany, and  the  time  consumed  in  earning  these  commissions  was  ap- 
proximately eight  hours  divided  over  a  period  of  six  weeks.  The 
taxpaj^er  had  never  before  sold  oil  or  gas  properties  or  leases,  but 
had  been  devoting  his  entire  time  and  attention  to  the  business  of  the 
O  Company,  with  the  exception  of  the  short  time  required  to  perfect 
this  sale.  He  had  had  years  of  experience  in  the  oil  business,  and  be- 
cause of  his  personal  acquaintanceship  with  certain  individuals  he 
secured  the  information  which  enabled  him  to  earn  this  commission. 

In  commenting  on  the  statement  of  facts,  the  Solicitor  says  that : 

Consideration  must  be  given  as  to  whether  this  commission  was  earned  in  a 
"  trade  or  business  "  so  as  to  make  the  same  taxable  under  section  209  of  the 
war  excess-profits  tax  provisions  of  the  Revenue  Act  of  1917. 

The  transaction  out  of  which  these  commissions  accrued  was  part 
of  the  business  in  which  the  taxpayer  was  engaged  and  was  germane 
to  his  particular  branch  of  the  trade.  It  can  not  be  urged  that  be- 
cause one  specific  act  is  different  from  those  usually  performed  by  a 
taxpayer  that  it  is  not  within  his  trade  or  business  when  the  act  is  in 
the  same  line  of  industry  and  was  made  possible  in  its  performance 
only  as  a  result  of  the  taxpayer's  experience,  education,  and  training 
in  the  particular  trade  or  business. 

The  Advisory  Tax  Board  in  Recommendation  14  (not  in  bulletin 
service),  in  passing  upon  a  number  of  inquiries  submitted  by  the 
Income  Tax  Unit,  makes  the  general  statement  that : 

The  department  has  ruled  that  directors'  fees  received  by  a  lawyer  are  fi*om 
his  trade  or  business;  that  profits  received  by  a  member  of  a  stock  exchange 
from  speculation  in  stocks  are  income  from  his  trade  or  business ;  that  profits 
from  the  sale  of  a  farm  by  a  farmer  or  from  the  sale  of  a  factory  by  a  manu- 
facturer are  income  from  its  trade  or  business.  In  all  the  casos  stated  the  in- 
come in  question  is  so  closely  related  to  the  trade  or  business  of  the  taxpayer 
and  arises  to  such  an  extent  from  the  same  fund  of  knowledge  and  experience 
that  it  must  be  considered  as  part  of  the  income  from  the  trade  or  business. 

There  is  always  a  strong  presumption  that  commissions  received 
by  individuals  are  derived  from  a  trade  or  business  and  are  subject 
to  excess-profits  tax  under  the  provisions  of  section  209.  The  In- 
come Tax  Unit  has  held  in  the  instant  case  that  the  amount  in  dis- 
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pute  represents  commissions  upon  the  sale  of  the  property  and  has 
transferred  same  to  block  A  of  the  return  and  has  computed  the 
excess-profits  tax  at  the  rate  of  8  per  cent  thereon. 

The  attorney  for  A  contended  that  the  amount  in  dispute  in  no 
way  represented  commissions  and  that  unless  such  amount  repre- 
sented commissions  the  Income  Tax  Unit  was  in  error  in  assessing 
excess-profits  taxes  thereon.  He  also  urged  that  the  amount  in  dis- 
pute represented  a  profit  derived  from  the  purchase  and  sale  of  cer- 
tain assets  of  the  M  Company  and  as  such  was  from  an  isolated 
transaction,  the  profit  not  being  subject  to  excess-profits  tax. 

The  Committee  can  not  agree  that  the  arguments  presented  are 
sound.  It  appears  that  in  the  instant  case  a  similar  state  of  facts 
exists  to  those  enumerated  in  the  cases  discussed  above.  A,  through 
his  association  with  the  M  Company  as  an  officer  of  the  corporation 
and  through  his  experience  in  such  capacity,  was  able  to  secure  the 
option  to  purchase  the  property  and  to  make  this  deal  from  which  he 
derived  a  gross  commission  of  5aj  dollars,  measured  by  the  difference 
between  the  price  fixed  in  the  option  and  the  price  which  he  was  able 
to  secure  from  the  purchasers.  The  amount  ^x  dollars  expended  in 
making  this,  deal  is  an  allowable  deduction.  The  amount  received 
grew  out  of  a  transaction  which  was  made  possible  through  his  busi- 
ness connection  or  out  of  a  fund  of  knowledge  which  he  acquired  in 
his  business  as  an  officer  of  the  M  Company.  In  any  event,  it  ap- 
pears that  A  devoted  considerable  time  and  attention,  extending  over 
a  period  of  two  or  three  years,  in  disposing  of  the  property  in  ques- 
tion and  in  the  judgment  of  the  Committee  the  net  commissions  or 
profits  in  question  are  subject  to  tax  in  accordance  with  the  pro- 
visions of  section  209  of  the  Revenue  Act  of  1917  and  the  regulations 
issued  thereunder. 

In  view  of  the  foregoing  it  is  recommended  that  the  action  of  the 
Income  Tax  Unit  holding  the  profits  or  commissions  subject  to  excess- 
profits  tax  be  affirmed. 

Seotion  301,  Article  711 :  Imposition  of  tax. 

(See  11-21-1505;  sec.  213(a),  art.  32.)  Commissions  on  renewal 
insurance  premiums  received  by  individuals.     (Act  of  1917.) 


Section  301,  Article  711 :  Imposition  of  tax.  15-21-1667 

A.  R.  R.  468 

revenue   act  op  1917. 

Recommended,  that  rent  received  by  A  in  the  year  1917  for  the 
use  of  certain  cars  be  considered  as  "  income  from  rents  '*  and  not 
as  "  income  from  business." 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  making  an  additional  assess- 
ment for  the  taxable  year  1917. 

A,  in  making  his  tax  return,  reported  under  schedule  D  "  Income 
from  rents  and  royalties,"  rental  income  aggregating  7a?  dollars  re- 
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oeived  far  the  use  of  certain  cars.  Against  this  income  there  was 
charged,  in  the  same  schedule,  certain  i^ms  for  repairs,  interest,  and 
other  expenses  aggregating  a?  dollars. 

The  Income  Tax  Unit  contends  the  income  and  expenses  as  re-  ^^ 

ported  in  schedule  D  should  have  boen  reported  in  schedule  B,  "  In-  ^V 

come  from  business ''  and  accordingly  the  net  income  should  be  taxed 
at  exoess-pi*ofits  tax  rates. 

A  has  submitted  a  copy  of  a  contract  under  which  cars  were  leased 
by  him  under  date  of  1917  to  the  M  Company  at  a  rental  oi  2x  ^ 

dollars  payable  in  several  installments.  Tne  contract  carries  the 
provision  that  the  lessee  is  to  collect  and  keep  all  mileage  earned 
by  said  cars  and  keep  all  records  pertaining  to  their  movements, 
agreeing  to  advise  the  lessor,  when  he  may  so  desire,  the  location  of 
said  cars. 

It  further  provides  that  the  lessee  shall  maintain  the  cars  in  good 
condition  in  accordance  with  certain  existing  Master  Car  Builder's 
rules  and  that  the  lessee  shall  assume  all  ordmary  repair  bills  which 
shall  be  made  against  said  cars  while  in  the  service  of  the  lessee. 

A  maintained  an  office  but  contends  that  such  office  was  for  con- 
venience and  was  not  a  business  necessity  since  none  of  his  time  was 
taken  up  with  the  management,  operation,  or  maintenance  of  the 
cai*s  covered  by  these  leases.  The  rental  was  remitted  by  the  lessees 
direct  to  his  bank  and  no  particular  accounting  was  necessary.  He 
apparently  had  no  particular  trade  or  business  but  was  interested  in 
certain  mming  developments. 

Article  8  of  Regulations  41  reads  as  follows : 

In  tbe  case  of  an  indivldBal,  the  terms  "  trade,**  ^  business,^*  and  "  trade  or 
business"  comprebend  aU  his  activities  for  gain,  i>rofit,  or  livelUiood,  entered 

into  with  sufficient  frequency  or  occupying  such  portion  of  his  time  or  atten- 
tion as  to  constitute  a  vocation,  including  occupations  and  professions.  V^en 
mich  activities  constitute  a  vocation  they  shall  be  conrtrued  to  be  a  trade  or 
business  whether  eontlauoosly  carried  on  daring  the  taxable  year  or  not,  and 
all  the  income  aiising  therefrom  shall  be  included  in  his  return  for  excess 
profits  tax. 

In  the  following  cases  the  gain  or  income  is  not  subject  to  excess  profits 
tax,  and  the  capital  from  which  such  gain  or  income  is  derived  shall  not  be 
Included  in  "invested  capital":  (a)  Gains  or  profits  from  transactions  entered 
Into  for  profit,  but  whi<A  are  isolated,  incidental,  or  so  infrequent  as  not  to 
constitute  an  occupatjon,  and  {b)  the  income  from  property  arising  merely 
from  its  ownership,  including  interest,  rent,  and  similar  income  from  invest- 
ments except  in  those  cases  in  which  the  management  of  such  investments 
really  constitutes  a  trade  or  business. 

It  would  appear  that  A  only  rented  this  certain  property  for  a 
definite  period  and  for  a  definite  consideration.  He  had  no  duties 
to  perform  in  the  sense  of  managing  his  investments.  He  secured 
y  cars  in  the  first  instance  in  satisfaction  of  a  debt.  Under  the 
rental  contracts  for  these  he  paid  the  cost  of  repairs.  The  cars 
which  he  subsequently  bought  for  investment  were  leased  with  the 
obligation  resting  on  the  lessee  to  make  the  rei>aii's.  The  purchase 
and  lease  of  these  cars  were  transactions  "so  infrequent  as  not  to 
constitute  an  occupation." 

The  Committee,  therefore,  is  of  the  opinion  that  on  the  facts  in 
this  case  the  income  in  question  should  not  be  taxed  as  that  of  a 
trade  or  business  and  accordingly  recommends  that  the  action  of  the 
Income  Tax  Unit  be  reversed. 
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SsGTiON  301,  AjBTica^  711 :  Impositioa  of  tax.  19-21-1629 

REVENXTK  ACT  OF  1917, 

Reeommeiided  that  the  action  of  the  Unit,  in  holding  tiiat  20# 
dolkii's  received  by  A  in  1917  upon  cancellation  of  a  contract  for 
services  constitutes  Income  from  trade  or  business  and  is  subject 
to  excess  profits  tax  under  section  200,  Revenue  Act  of  1917,  be 
sustained,  and,  accordingly,  tliat  tlie  taxpayer's  ciaim  for  refund 
filed  in  respect  to  excess  profits  tax  paid  on  such  income  be  rejected. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  rejecting  a  claim  for  refund  ot 
X  dollars,  representing  excess  profits  tax  paid  on  the  basis  of  aix 
original  return  (Form  1040)  filed  by  the  taxpa;yer  for  the  year  1917. 

Tne  facts  before  the  Committee  and  upon  which  the  taxpayer  and 
the  Unit  appear  to  be  agreed  are  as  follows : 

On  February  — ,  1916,  A  entered  into  an  agreement  with  the  M 
corporation  under  which  he  contracted  to  render  service  to  the  com- 
pany for  three  years  from  the  date  of  contract,  the  company  con- 
tracting to  pay  as  compensation  for  such  service  9a?,  10a?  and  10» 
dollars  respectively,  for  the  three  years  involved. 

For  the  first  year  covered  by  the  contract  and  ending  February  — ^ 

1917,  the  taxpayer  rendered  service  and  received  as  compensation  9x 
dollars  in  accordance  with  the  aereement. 

Eariy  in  1917,  and  before  the  beginning  of  the  second  year  covered 
by  the  contract,  the  M  corporation  decided  to  end  the  business  in 
wiiich  it  had  been  engaged  this  action  being  necessitated  by  condi- 
tions arising  out  of  the  European  War.  On  February  — ,  1917,  the 
taxpayer  agreed  to  cancel  the  contract  in  consideration  of  the  pay- 
ment of  20a?  dollars,  this  being  the  full  amount  of  compensation  which 
would  have  been  paid  for  services  rendered  had  it  not  become  nec- 
essary to  cease  business  operations.  It  is  evidenced  by  a  copy  of  a 
release  agreement  executed  by  A,  the  M  corporation,  and  the  N  Com- 
pany, that  this  arrangement  was  agreed  to,  and  the  payment  of  the 
amount  involved  made  on  February  — ,  1917.  It  appears  further 
that  the  taxpayer  would  remain  with  tne  M  corporation  until  its 
business  was  wound  up  and  settled,  and  that  the  business  was  finally 
settled  in  the  latter  part  of  June  1917  at  which  time  A  severed  his 
relations  with  the  corporation.  An  examination  of  the  original  con- 
tract of  employment  indicates  that  in  addition  to  the  stipulated  sal- 
ary, A  was  to  receive  a  commission  on  the  net  profits  derived  from 
the  business  of  the  M  corporation  during  each  year  covered  by  the 
contract  of  employment ;  further,  that  A  was  to  be  made  a  vice  presi- 
dent of  the  corporation.  In  preparing  the  original  return  on  Form 
1040  for  1917  the  taxpayer  included  the  20x  dollars  in  question  in 
Block  A  and  computed  excess  profits  tax  at  the  rate  of  8  per  cent 
upon  the  aggregate  amount  of  income  reported  in  that  block  in 
excess  of  $6,000.  It  appears  that  the  total  amount  of  income  and 
excess  profits  tax  disclosed  by  the  original  return  was  paid  May  22, 

1918.  On  or  about  May  29, 1919  A  filed  an  amended  return  for  1917 
including  in  Block  A  but  3a?  dollars  of  the  20a?  dollars  in  question. 
He  supports  this  action  by  stating  that  he  assumed  this  amount  to 
represent  a  fair  compensation  for  such  service  as  he  rendered  the 
company  during  the  year  1917.  The  remainder,  17a?  dollars,  he  re- 
ported as  income  from  other  sources  in  Block  H  of  his  amended 
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return.  The  adjusted  income  and  excess  profits  tax  liability  as  com* 
puted  on  the  basis  of  the  amended  return  is  shown  as  2x  dollars*- 
under  date  of  May  29,  1919,  A  filed  a  claim  for  a  refund  of  x  dol- 
lars, this  amount  representing  the  difference  between  Sx  dollars^  ^^^ 
disclosed  by  original  return  and  2x  dollars  disclosed  by  amended  ^^ 
return.  This  claim  was  supported  by  the  contention  that  the  17» 
dollars  reported  in  Block  H  of  the  amended  return  should  not  be 
considered  as  compensation  for  service  rendered  and  therefore  treated 
as  income  from  trade  or  business  and  subject  to  excess  profits  tax  at 
the  rate  of  8  per  cent. 

Upon  examination  and  review  of  tiie  claim  by  the  Income  Tax, 
Unit,  it  was  held  that  while  the  amount  in  question  did  not  repre- 
sent compensation  for  services  actually  rendered,  it  was  received 
pursuant  to  a  contract  for  services,  and  arose  directly  as  a  result  of 
his  peculiar  knowledge  of  trade  conditions,  and  in  tnis  respect  was 
closely  allied  to  his  trade  or  business.  Accordingly  the  Unit  re- 
jected the  claim  for  refund  and  in  a  letter  advising  A  of  such  rejec- 
tion lie  was  informed  that  where  income  as  in  the  instant  case  is  so 
closely  related  to  that  of  the  business  of  an  individual  and  arisea 
from  the  same  fund  of  knowledge  and  experience  as  are  requisite 
in  such  business,  it  is  considered  as  income  from  trade  or  business, 
and,  as  such,  is  subject  to  the  excess  profits  tax  imposed  by  the 
Bevenue  Act  of  1917.  It  is  from  such  holding  and  action  on  tho 
part  of  the  Unit  that  the  taxpayer  appeals. 

In  the  opinion  of  the  Committee  there  is  no  doubt  that  the  20a? 
dollars  is  income  subject  to  tax  under  the  Income  Tax  Law.  There 
appears  to  be  no  question  presented  as  to  the  method  of  accounting 
on  which  the  taxpayer  based  his  return,  and  in  view  of  the  fact  that 
he  reported  the  full  20a7  dollars  in  his  1917  return,  it  is  presumed  that 
such  return  was  rendered  on  a  basis  of  cash  receipts  and  disburse- 
ments. Accordingly  the  full  amount  constitutes  taxable  income  for 
the  year  1917. 

The  only  question  before  the  Committee  is  whether  the  20a?  dol- 
lars paid  to  and  received  by  the  taxpayer  in  1917  is  income  from 
"  traae  "  or  "  business  "  within  the  meaning  of  those  terms  as  used 
in  the  Revenue  Act  of  1917  (Title  II  WarlCxcess  Profits  Tax)  and 
defined  by  the  Regulations  issued  thereunder. 

Section  200,  Revenue  Act  of  1917  provides — 

That  when  iise<l  in  this  title,  tlie  terms  **  trade "  and  "  business "  include 
professions  and  occupations. 

Article  8  of  Regulations  41  in  defining  "  trade  "  in  the  case  of  indi- 
viduals states : 

In  the  case  of  an  individual,  the  terms  *'  trade  ",  "  business  ",  and  "  trade  or 
business  "  comprehend  all  his  activities  for  gain,  profit  or  livelihood  entered 
into  with  sufficient  frequency  or  occupying  such  portion  of  his  time  or  attention 
as  to  constitute  a  vocation,  including  occupations  and  professions.  When  such, 
activities  constitute  a  vocation,  they  shall  be  construed  to  be  a  trade  or  business 
whether  continuously  carried  on  during  the  taxable  year  or  not  and  all  the 
income  arising  therefrom  shall  be  included  in  his  return  for  excess  profits 
tax.    ♦    ♦    ♦. 

The  Committee  has  carefully  considered  the  contention  that  the 
20a?  dollars  does  not  constitute  income  from  "  trade  "  or  "  business  '^ 
and  in  view  of  the  facts  and  circumstances  involved  is  unable  to  sus- 
tain the  taxpayer. 
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The  record  in  this  case  indicates  beyond  doubt  that  the  amount 
was  actually  paid  under  a  contract  for  services,  and,  as  contended  by 
the  Unit,  the  fact  that  services  for  1917  and  1918  were  not  actually 
rendered  due  to  an  unforeseen  contingency,  is  not  material;  nor  does 
such  fact  aflfect  the  character  of  the  income.  It  is  apparent  that  the 
taxpayer  was  possessed  of  valuable  knowledge  and  experience  in 
trade  with  a  certain  country ;  that  this  trading  constituted  to  him  a 
"  trade  "  or  "  business  " ;  and  that  in  contracting  to  render  service 
to  the  M  corporation,  he  was  pursuing  a  "trade"  or  "business" 
(occupation)  within  the  meaning  of  these  terms  as  used  in  the- 
Revenue  Act  of  1917  and  Regulations  41  issued  thereunder. 

The  Committee  is  of  the  opinion  that  the  20a?  dollars  received  in 
1917  bv  A  under  a  contract  for  services  constitutes  income  from 
"  trade  "  or  "  business  "  within  the  meaning  of  the  Revenue  Act  of 
1917  and  as  such  is  subject  to  excess  profits  tax  under  section  209  of 
the  Act ;  therefore,  it  is  recommended  th^t  the  action  of  the  Unit,  in 
holding  that  20*i?  dollars  received  by  A  in  1917  upon  cancellation  of 
a  contract  for  services  constitutes  income  from  trade  or  business  and 
is  subject  to  excess  profits  tax  under  section  209,  Revenue  Act  of 
1917,  be  sustained,  and,  accordingly,  that  the  taxpayer's  claim  for . 
refund  filed  in  respect  to  excess  profits  tax  paid  on  such  income  be 
rejected. 

Section  301,  Article  711 :  Imposition  of  tax.  21-21-1655 

(Also  Section  204,  Article  1601.)  O.  D.  928 

When  a  corporation  may  deduct  the  amount  of  its  net  operating, 
loss  for  the  calendar  year  191^,  which  is  in  excess  of  the  net  income 
for  the  calendar  year  1918,  in  computing  net  income  for  the  calendar 
year  1920  in  accordance  with  section  204  of  the  Revenue  Act  of  1918, 
the  excess  profits  tax  imposed  by  section  301  and  limited  by  section 
302  is  upon  the  net  income  so  determined. 


Part  III. — Credits. 

SECTION  312.— EXCESS  PROFITS  CREDIT. 

Section  312,  Article  791 :  Excess  profits  credit.  14r-21-1556 

T. D.  3137 

WAR   EXCESS    PROFITS   TAX— REVENUE   ACT    OF    1917.      DECISION   OF    COURT.. 

Computation  of  Tax.     Deductions. 

The  deduction  provided  for  by  section  203  of  the  Revenue  Act  of 
1917  must  be  taken  from  net  income  as  a  part  of  the  computation  of 
the  tax,  and  not  before  the  computation. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Woshington^  D.  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

A  portion  of  the  decision  of  the  District  Court  of  the  United  States 
for  the  Eastern  District' of  New  York,  dated  November  18,  1920,  in 
the  combined  cases  of  Greenvort  Basin  cfe  Construction  Co,  v.  United 
States  and  Ira  M,  Young  v.  United  States,  is  published  for  the  infor 
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matiofi  of  internal  msenue  officers  and  o4her8  coiicerned.  Only  that 
portion  of  the  opinion  inrolving  the  computation  of  the  war  excess 
2:)ro&ts  tax  is  published. 

W3C.  M.  Williams,  ^^ 

C offimissioner  of  Intemai  Reverme.  ^p 

Approved  March  2,  1921 : 
1>.  F.  Houston, 

Secretary  of  the  Trea»ury, 

UwiTED  States  Distbict  Coubt  fob  thjk  Eastsrn  District  of  New  Yobk. 
Orecnport  Basin  d  Construction  Co.  v.  United  Btntes  ami  Ira  M.  Young  v.  United 

[Nov.  18,  1920.] 

Gaxtin,  District  JQdge :  These  are  two  actiooB,  eacli  to  recover  aa  amount  of 
excess  profits  tax  paid  by  the  plaintiiT  under  the  Revenue  Act  approved  October 
3,  1917 ;  plaintiff  claims  that  the  regulations  adopted  by  the  Treasury  Depart- 
ment, under  which  the  tax  was  paid,  go  beyond  the  plain  intent  and  meaning 
of  the  law.  The  cases  come  before  tlie  court  on  demurrers,  which  invi^lve  the 
same  ^uestibons  of  law  and  are  on  the  following  grounds : 

1.  That  it  appears  upon  the  face  of  the  said  complaint  that  the  complaJnt 
does  not  state  facts  sufficient  to  constitute  a  cause  of  action. 

2.  That  the  complaint  does  not  set  out  facts  sufficient  to  constitute  a  cause  of 
action  against  the  defendant  named  herein. 

3.  That  this  court  has  no  Jurisdiction  of  this  defendant. 

Only  the  first  two  need  be  considered,  the  defendant  having  abandoned  the 
third. 

The  second  ground  of  demurrer  brings  ns  to  the  consideration  of  whether  the 
method  of  computing  tibe  tax  was  proper.  Section  201  oi  the  Revenue  Act  of 
1917,  wliich  does  not  appear  to  have  been  judicially  coostroed,  reads  as  follows : 

That  in  addition  to  the  taxes  under  existing  law  and  under  this  act  there 
shall  be  levie<l,  assesse<l,  collected,  and  paid  for  each  taxable  year  upon  the  in- 
come of  every  corporation,  partnership,  or  individual  a  tax  (hereinafter  in  this 
title  referred  to  as  the  tax)  equal  to  the  following  percentages  of  the  net  income : 

Twenty  per  centum  of  the  amount  of  the  net  income  in  excess  of  the  deduction 
(determine<l  as  hereinafter  provided)  and  not  in  excess  of  fifteen  per  centum  of 
tlie  invested  capital  for  tlie  taxable  year ; 

Twenty -five  per  centum  of  the  amount  of  the  net  Income  In  excess  of  fifteen 
per  centum  and  not  in  exoei^s  of  twenty  per  centum  of  such  capital ; 

Thirty-five  per  centum  of  the  amount  of  the  net  Income  in  excess  of  twenty  per 
centum  and  not  in  excess  of  twenty-five  per  centum  of  such  capital ; 

Forty-five  per  centum  of  the  amount  of  the  net  income  in  excess  of  twenty-five 
per  centum  and  not  in  excess  of  thirty-three  per  centum  of  such  capital ;  and 

Sixty  per  centum  of  the  amount  of  the  net  income  In  excess  of  thirty- three  per 
centum  of  such  capital. 

Under  articles  16  and  17  of  Regulations  No.  41  Issued  by  the  Commissioner  of 
Internal  Revenue,  which  describe  in  detail  the  method  of  computing  the  excess 
profits  tax,  the  deductions  have  been  made,  not  from  the  net  income  before  the 
computation  of  the  tax,  but  as  a  part  of  the  computation.  These  articles  have 
no  binding  force  if  they  alter,  amend,  or  extend  the  statute. — Merrill  v.  Jones 
(106  U.  S.,  466).  It  is  necessary  therefore,  to  consider  the  language  of  the  Act 
in  order  to  ascertain  what  was  intended  by  Congress. 

According  to  section  201  of  the  Revenue  Act  of  1917,  supra,  a  tax  Is  imposed 
at  the  rate  of  20  per  cent  upon  **  the  amount  of  the  net  income  in  excess  of  the 
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deduction  and  not  in  excess  of  fifteen  per  cootusi  of  tbe  iaveftted  capkal  for  ttae 
taxable  year,"  etc.  While  tine  entire  section  is  not  free  from  ambiguity^  the 
court  is  of  tbe  opinion  that,  having  in  mind  the  neeesstty  of  adopting  a  eon- 
strnction  in  accordance  with  the  Intent  of  Congress  -whon  the  act  was  adopted, 
that  urged  by  the  Government  must  prevail.  If  it  had  been  the  puipose  of 
Congress  to  have  the  tax  computed  as  plain tiif  contends,  the  first  paragrapli  of 
aectioa  201  would  liave  provided  lor  tibe  levy  of  a  tax  '^^iittal  to  the  foUowisis 
pereentages  of  the  net  income  less  the  deduction  determined  as  hereinafter  pro- 
vided," making  no  mention  of  any  deduction  in  the  following  paragraph. 

If  the  section  «•  it  jaew  reads  is  earefulljr  analyse(^  it  ia  i^pareBt  that  the 
amount  of  the  net  iacoine  whicb  is  t^  ]^  taxed  at  tibe  rate  of  20  per  cent  is 
not  more  than  15  per  cent  of  the  Invested  capttal  for  the  taxable  year.  But 
wxt  so  saiich  of  the  net  i^keome  as  ts  lopreeefited  i^  such  15  pes  oeni;  is  to  be  so 
taxed  becaoae  there  must  first  be  atibotwod  ttK  dednetSoa. 

T^e  foilowiag  coimiutatioa  in  the  case  of  tiie  Greenport  Basia  &  Oynstame- 
tion  Co.  tax,  under  Regulations  No.  41,  shows  how  the  actual  wording  of  the 
Act  is  £oliowod  under  Begvlatloas  No.  41  wiii^  are  bere  oader  attack: 

Gbeenpobt  Case. — Computation  of  Oreenport  Basin  d  Construction  Co.  tax 

under  Re0iiflaHon9  Ko,  ^1. 

DeteetleQ  4>s^ffla%ed  as  foHows: 

7%  «f  ^21Mld.&&— $15,0911  Oft 

Specific  deduction-^ ^,000.00 


Inrefltei  capital $215,01^.65 

iMMne 70,  3«1.  20 

Deduction 18,  093.  08 


ScHEDTJi^  IV,  Reventte  Acjt  1917. — Classes  of  income. 


18,  993.  08 


Over— 


(1) 


Bat  not  over— 


(2) 


io.oa , 

11^  In  V.  cap. 
I  iiiv.  cap . 
25%  inv.  cap , 
"%lnv.  cap. 


id%iBv.  cap. 

20%  I  nv.  cap. 


25%  inv.  ca 
Z3%  inv 


.cap. 
.cap. 


Ttotii 76,JM,»  '. 

Proflftta  Cor  fise^  years:  ft  of  $201,205.31- $l!B^837.7«. 


iBOona. 


(S) 


Deduction. 


(4) 


$32,342.83 

10,780.77 

»,7».  77 

17,249.24 

&.3)&«9 


$18,063.08 
Nona. 
None. 
None. 
NeAe. 


Balance 
Aubjeet 
to  tax. 


(6) 


S14, 240125 

10,780.77 

10,780.77 

17,24a  24 

5,30809 


Bate. 


(«) 


AmoQDt 
of  tax. 


<7) 


20%;  12,846.86 
2,095.19 
8,773.27 
7,782.15 
3,124.85 


20,206.31 


It  J«  Interesting  to  note  also  that,  as  CJongreRS  continued  to  enact  legislation 
designed  to  raise  monies  for  war  purposes,  the  language  employed  became  more 
specific.  That  part  of  tbe  ReTeaue  Act  of  1918  which  fixed  the  rateis  of  the  tax 
upon  the  percentages  of  tbe  net  inooute  is  woaxled  srabstantiaily  like  tbe  Act 
under  codusJUleration,  but  has  an  additiosal  paragraph  which  reads  as  follows : 

**id}  JDq  any  case  wbere  the  full  amo»nt  of  tbe  excess  profit  credit  Is  net 
aiiowed  nnder  tbe  ilrst  bracket  of  subdiTision  <a)  or  <&>,  by  reason  of  tbe 
fact  that  such  credit  is  is  excess  of  20  per  centuiB  of  the  invested  capital*  the 
part  not  so  allowe<l  shall  be  deducted  from  the  amount  in  the  second  bracket*' 

While  it  is  quite  true  that  this  is  n^  cootroJiiag  upon  tbe  construction  of 
tb»  Act  DOW  before  Uie  eo«rt,  it  iUuatrates  admirably  bow  it  would  be  quite 
possible  for  tbe  full  amount  of  the  exscess  proAt  credit  to  be  in  excess  of  15  per 
oent  of  tbe  Invested  capital,  in  which  event  no  pix> vision  would  be  made  for 
aDowing  that  part  of  the  credit  ao  in  excess,  under  tlie  law  of  1917. 

If  tbe  foregoii^  eonclusio&s  are  codrrect,  tbe  demurrers  must  be  sustained. 


I 
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Secjtion  312,  Article  791 :  Excess  profits  credit. 

(See  16-21-1581;  sec.  223,  art.  401.)  Specific  exemption  (1917 
Act)  when  husband  and  wife  have  income  from  community  property 
(Texas). 

Sectfion  312,  Article  791 :  Excess  profits  credit.  20-21-1644 

A.R.R.499 

REVENUE  ACT  OF  1917. 

Recommended  in  the  case  of  the  M  Company  that  the  actton  of 
the  Income  Tax  Unit  in  limiting  tlie  deduction  to  8  per  cent  as  pro- 
vided in  section  204  of  the  Revenue  Act  of  1917  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the 
M  Company  from  the  action  of  the  Income  Tax  Unit  in  disallowing 
claim  for  percentage  deduction  under  section  205  of  the  Revenue  Act 
of  1917. 

The  M  Company  is  a  foreign  corporation  organized  September  — , 
1914,  and,  accordingly,  was  not  in  existence  during  any  of  the  prewar 
years  determined  by  section  203  of  the  Revenue  Act  and  article  6  of 
Regulations  41.  Tne  company,  however,  contends  that  tlie  applica- 
tion of  8  per  cent  on  invested  capital,  in  accordance  with  section  204 
of  the  Revenue  Act,  works  an  undue  hardship  on  the  company  since 
the  Commissioner  has  determined  a  "  median  "  rate  in  excess  of  9  per 
cent  for  representative  companies  engaged  in  the  particular  business 
of  the  corporation. 

Section  204  of  the  Revenue  Act  reads^  in  part,  as  follows : 

That  if  a  corporation  or  partnership  was  not  in  existence,  or  an  individual 
was  not  engaged  in  the  trade  or  business,  during  the  wliole  of  any  one  calendar 
year  during  the  prewar  period,  the  deduction  shall  be  an  amount  equal  to  eight 
per  centum  of  the  invested  capital  for  the  taxable  year,  plus  in  the  case  of  a 
domestic  corporation  $8,000  and  in  the  case  of  a  domestic  partnership  or  a 
citizen  or  resident  of  the  United  States  $6,000. 

Section  205  of  the  Revenue  Act  reads,  in  part,  as  follows : 

(a)  That  if  the  Secretary  of  the  Treasury,  upon  complaint  finds  either  (1) 
that  during  the  prewar  period  a  domestic  coi-poratlon  or  partnership,  or  a 
citizen  or  resident  of  the  United  States,  had  no  net  income  from  the  trade  or 
business,  or  (2)  that  during  the  prewar  period  the  percentage,  which  the  net 
Income  was  of  the  invented  capital,  was  low  as  compared  with  the  percentage, 
which  the  net  income  during  such  period  of  representative  corporations,  partner- 
f(hips,  and  individuals,  engaged  in  a  like  or  similar  trade  or  business,  was  of 
their  invested  capital,  then  the  deduction  shall  be  the  sum  of    ♦     ♦     *. 

In  the  instant  case,  the  Committee  has  no  discretion  but  must  con- 
strue the  law  in  accordance  with  its  plain  language.  Section  204 
expressly  provides  for  a  deductible  rate  when  a  corporation  was  not 
in  existence  during  the  whole  of  any  one  calendar  year  of  the  prewar 
period  while  section  205  recognizes  the  existence  of  the  corporation 
during  the  prewar  year  but,  under  such  existence,  having  no  income 
or  having  income  that  was  low  compared  with  the  percentage  of  ^- 

income  to  invested  capital  of  similar  representative  corporations.  ^^ 

Furthermore  it  should  be  noted  that  section  205  is  applicable  only 
to  a  domestic  corporation,  partnership,  or  citizen. 

In  the  instant  case,  it  is  admitted  by  the  taxpayer  that  the  M  Com- 
pany, a  foreign  corporation,  was  not  in  existence  during  the  prewar 
years  and  accordingly  this  Committee  recommends  that  the  action 
of  the  Income  Tax  Unit  in  limiting  the  deduction  to  8  per  cent,  as 
provided  in  section  204  of  the  Revenue  Act,  be  sustained. 
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Part  IV. — Net  Income. 


SECTION  320.— NET  INCOME. 

Section  320,  Article  802:  Prewar  net  income.  12-21-1526 

of  affiliated  corporations.  A.  E.  M.  116 

(Also  Section  326,  Article  869.) 

Articles  802  and  869  of  Regulations  45  provide  for  the  inclusion 
of  the  same  corporate  entities  in  prewar  years  for  determining  aver- 
age consolidated  prewar  net  income  and  invested  capital  that  may 
properly  be  consolidated  In  the  taxable  years  1917  or  1918. 

Consideration  has  been  given  to  the  request  made  by  the  Income 
Tax  Unit  for  a  ruling  which  would  construe  articles  802  and  869 
of  Regulations  45  for  the  guidance  of  the  Unit. 

Section  330  of  the  Eevenue  Act  of  J918  reads  as  follows : 

If  any  asset  of  the  trade  or  business  in  existence  both  during  the  taxable 
year  and  any  prewar  year  is  include  in  the  invested  capital  for  the  taxable  year 
but  is  not  included  in  the  Invested  capital  for  such  prewar  year,  or  is  valued 
on  a  different  basis  in  computing  the  invested  capital  for  the  taxable  year  and 
such  prewar  year,  respectively,  then  under  rules  and  regulations  to  be  pre- 
scribed by  the  Commissioner  with  the  approval  of  the  Secretary  such  readjust' 
merUa  shall  be  made  as  are  necessary  to  place  the  cotnputation  of  the  invested 
capital  for  such  prewar  year  on  the  basis  employed  in  determining  the  invested 
capital  for  the  taxable  year. 

Article  869  of  Regulations  45  provides : 

The  invested  capital  of  affiliated  corporations  for  the  prewar  period  shall 
be  computed  on  the  same  basis  as  the  invested  capital  for  the  taxable  year, 
except  that  where  any  one  or  more  of  the  corporations  included  in  the  con- 
solidation for  the  taxable  year  were  in  existence  during  the  prewar  period, 
but  were  not  then  afhliated  as  herein  defined,  then  the  average  consolidated 
Invested  capital  for  the  prewar  period  shall  be  the  average  Invested  capital 
of  the  corporations  which  were  affiliated  in  the  prewar  period  plus  the  aggre- 
gate of  the  average  invested  capital  for  each  of  the  several  corporations  which 
were  not  affiliated  during  the  prewar  period.  Full  recognition,  however,  must 
be  given  to  the  provisions  of  section  330  of  the  Statute,  particularly  the  last 
paragraph  thereof,  and  of  articles  931-934. 

Manifestly  if  the  invested  capital  of  affiliated  corporations  is  to 
be  computed  for  the  prewar  period  on  the  same  basis  as  invested 
capital  is  computed  for  the  taxable  year^  there  can  be  no  greater 
number  of  corporate  units  consolidated  in  the  prewar  years  than 
were  entitled  to  consolidation  in  the  taxable  year.  It  is  also  noted 
that  consolidation  of  similar  corporate  units  is  determined  by  the 
inclusion  in  the  prewar  period  of  the  aggregate  of  the  average  in- 
vested capital  for  each  of  the  several  corporations  not  affiliated  dur- 
ing the  prewar  period  but  affiliated  during  the  taxable  year.  This 
further  provision  only  emphasizes  the  intent  of  the  regulation  to 
determine  affiliation  of  the  prewar  years  by  the  affiliation  of  the 
taxable  years. 

Article  802  of  Regulations  45  reads : 

The  consolidated  net  income  of  affiliated  corporations  for  the  prewar  period 
shall  be  the  average  consolidated  net  income  for  the  prewar  years  of  such  of 
the  several  corporations  included  in  the  consolidation  for  the  taxable  year  as 
were  affiliated  during  the  prewar  period,  plus  the  aggregate  of  the  average  net 
income  for  each  of  the  corporations  not  affiliated  during  the  prewar  period 


I 

k 


1 325]  362 

which  were  In  existence  4iu*i]:ig  all  of  tbe  prewar  period  or  during  at  least  one 
full  year  within  the  prewar  period.  The  net  income  of  a  subsidiary  corpora- 
tion organized  during  the  prewar  period  by  an  existing  corporation  shall  also 
be  included. 

This  article  determining  the  basis  of  consolidated  prewar  net  in-  A" 

come  is,  in  effect,  the  same  in  principle  as  article  869  above  quoted,  ^^ 

which  determines  consolidated  invested  capital  for  the  prewar  period. 
The  expression  "  such  of  the  several  corporations  included  in  the  con- 
solidation for  the  taxable  year  as  were  affiliated  during  the  prewar 
period"  identifies  the  affiliated  corporations  of  the  prewar  period 
and  clearly  determines  that  the  corporate  entities  of  the  consolidated 
unit  for  each  of  the  prewar  years  are  those  corporate  entities  affiliated 
in  the  taxable  year.  This  is  only  emphasized  by  the  further  provision 
for  inclusion  of  the  aggregate  of  the  average  net  income  of  such  cor- 
porations not  affiliated  during  the  prewar  period  but  affiliated  during 
the  taxable  year,  therebv  clearly  determining,  as  above  stated,  that 
the  consolidated  unit  or  the  prewar  year  must  be  composed  of  the 
same  corporate  units  as  are  included  m  the  consolidated  unit  of  the 
taxable  year.  If  this  condition  did  not  prevail,  thei-e  would  be  no 
reason  for  disallowing  any  of  the  corporate  units  affiliated  during  the 

Srewar  years  but  operative  as  separate  or  otherwise  affiliated  units 
uring  the  taxable  years  1&17  or  1918  from  claiming  the  same  con- 
solidated condition  for  the  prewar  years  to  determine  excess  and  war 
profits  credits  of  each  company  or  each  group  of  companies  properly 
affiliated  during  the  taxable  years. 

The  Committee  is  accordingly  of  the  opinion  that  there  can  be 
taken  into  consideration  in  the  prewar  years  only  such  corporate 
units  for  the  purpose  of  determining  average  prewar  income  and 
average  prewar  invested  capital  as  may  be  properly  consolidated 
into  one  corporate  unit  for  tne  taxable  year  1917  or  1918. 


Part  V. — Invested  Capital. 


SECTION  a25.— TKRMS  RELATING  TO  INVESTED 

CAPITAL. 

Skction  825,  Arttcus  818:  Borrowed  capital:  17-21^1602 

amounts  left  in  business.  A  E.  R.  478 

Recommended,  In  the  case  of  the  M  Company,  that  treasury 
demand  notes  drawn  by  onler  of  the  president  of  a  eorporation 
payable  to  its  stockholders,  hut  not  in  proportion  of  sharetioldings, 
do  not  constitute  a  liahillty  of  the  corporation  even  though  such 
notes  are  charged  against  surplus  on  the  hooks  of  the  company. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  disallowing        ^L 
the  item  of  x  dollars  as  invested  capital  in  the  tas^able  year  1918         ^ 
on  the  ground  that  the  item  constituted  notes  of  the  corporation  in 
the  hands  of  its  stockholders. 

The  facts,  as  submitted,  are  as  foUows: 
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The  company  bad  psior  to  December  81st^  Ii9t0,  acqiEired:  a  paid-in  and 
earned  surplus  of  a?  dollars,  represented  by  increased  inventory  stock,  capital 
expenditures  on  machinery,  plant,  and  equipment,  and  accounts  receivable  and 
notes  receivable,  thus  absorbing  the  whole  of  this  amount  in  the  conduct  of 
the  businesa 

At  this  time  the  president  of  the  corporatioa  instructed  the  secretary  of  the 
company  to  make  demand  notes  out  in  the  names  of  the  stockholders  for  their 
respective  interests  in  the  x  dollars,  merely  as  a  memorandum  of  the  amount 
rex)resenti&g  such  lattefest^  and  not  as  an  obligation  of  the  company. 

The  boaifd  of  directors  never  authorised  the  issue  of  Hieae  notes,  and  there 
is  no  resolution  on  the  necords  of  the  corporation  authorizing  the  issue  of  these 
notes ;  saM  notes  weire  nevec  Issued  to  the  respective  stockh<(dders»  but  were 
retained  l»y  tdie  treasurer  of  the  corporation,  and  are  to-day  in  his^  possession. 
The  notes  were  made  without  any  reference  tk  payment  of  interest,  or  prin- 
cipal, and  no  interest  has  been  paid^  or  credited  to  the  accounts  of  the  respective 
stockholders,  and  furthermore  it  was  not  the  intent  when  these  notes  were 
made  out  to  pay  either  the  principal  or  interest,  as  the  company  was  never 
in  a  financial  position  to  liquidate  this  amount. 

No  entry  was  ever  made  on  the  books  of  l^e  company  apportioning  this 
amount  t»  the  re^ectlve  sto«kholdei*s,  the  amount  reading  **  undivided  surplus." 

These  facts  are  not  disputed  hj  the  Income  Tax  Unit,  but  ihe 
Unit  conib^ids  that  the  demand  notes  in  the  amount  of  a?  dollars  issued 
to  the  stoekhokfers  of  the  corporation  in  effect  represent  borrowed 
capital  and,  therefore^  should  be  disallowed  as  statutory  invested 
capital  in  accordance  with  article  813  of  Regulations  45» 

The  Unit  has  evidently  overlooked  the  fact  that  a  corporation  can 
not,  witliottt  consideration^  issue  notes  to  its  stockholders  for  the 
amount  of  its  surplus^  exce^  by  declaration  of  dividends  prorata 
according  to  stockholdings,  tor  the  stockholders  have  no  vested  right 
in  the  surplus  of  a  corporation.  If  this  transaction  was  intended  as 
a  dividend  with  the  accrued  liability  covered  by  demand  notes,  it 
was  not  sanctioned  by  formal  resolution  of  the  directors. 

It  is  manifest  the  issuance  of  the  notes  was  not  for  the  purpose  of 
setting  up  a  dividend  liability,  because  the  company  states,  and  its 
statement  is  not  controverted,  that  no  apportionment  of  the  x  dol- 
lars was  made  prorata  according  to  shareholdings  of  the  stockholders. 
The  action  taken  by  the  secretary  of  the  company  was  on  instructions 
from  its  president,  and. the  only  entry  made  was  to  debit  surplus  to 
the  credit  of  notes  payable. 

Furthermore,  delivery  of  demand  notes  by  the  maker  is  essential 
to  negotiability,  and  as  long  as  these  notes  remain  in  possession  of 
the  corporation  without  formal  declaration  of  distribut^n  of  surplus 
prorata  according  to  shareholdings  under  formal  action  of  the  corpo- 
ration, they  can  not  be  held  to  constitute  a  liability. 

Tlie  Committee  accordingly  is  of  the  opinion  that  the  action  of  the 
Inoon^  Tax  Unit  in  considering  this  amount  as  borrowed  capital 
should  be  reversed. 

Section  325,  Article  815 :  Inadmissible  assets.  21-21-1656 

O.  D.  929 

School  warrants  issued  by  a  county  of  a  State  are  held  to  be  inad- 
missible assets  in  determining  invested  capital  for  excess  profits  tax 
purposes. 


§  326]  364 

SECTION  826.— INVESTED  CAPITAL. 

Section  326,  Article  831 :  Meaning  of  invested  5-21-1423 

capital.  A.  R.  R.  376 

REVENUE  ACT  OF  1917. 

Held,  in  the  case  of  an  individual,  that  farm  lands  acquired  by 
homesteading,  preemption,  public  entry,  or  other  similar  transac- 
tions, and  paid  into  the  trade  or  business  as  such  prior  to  January 
1,  1914,  may  be,  under  the  provisions  of  section  207(b)  of  the 
Revenue  Act  of  1917,  included  in  invested  capital  at  their  actual 
cash  value  as  of  January  1,  1914,  if  adequate  evidence  of  such 
value  is  furnished  by  the  taxpayer;  that  lands  acquired  by  cash, 
either  before  or  after  January  1,  1914,  and  used  in  the  trade  or 
business  must  be  valued  on  the  cost  basis. 

The  Committee  has  had  under  consideration  the  appeal  of  A, 
made  in  behalf  of  B,  from  a  ruling  of  the  Income  Tax  Unit  that 
certain  lands  acquired  by  B  prior  to  January  1,  1914,  and  used  by 
him  for  farming  purposes  can  not,  under  the  provisions  of  the  Rev- 
enue Act  of  1917,  be  included  in  invested  capital,  for  purposes  of 
the  excess  profits  tax,  at  their  actual  cash  value  as  of  January  1, 
1914.  The  taxpayer,  through  his  attorney,  in  appealing  from  this 
ruling,  contends: 

First.  That  land  Is  tangible  property  paid  into  the  business  of  farming. 

Second.  That  laud  being  tangible  property  paid  into  the  business  prior  to 
January  1,  1914,  the  excess  protits  credit  under  the  Act  of  1917  must  be  com- 
puted upon  the  basis  of  tlie  actual  cash  value  of  the  land  as  of  January  1, 1914, 
and  not  upon  the  basis  of  the  original  cost  when  paid  into  th>e  'business. 

From  the  records  in  the  case  it  appears  that  B  is  a  farmer  owning 
in  excess  of  y  acres  of  land  which  have  been  acquired  during  the 
past  thirty  years  by  homesteading,  preemption,  and  purchase.  In 
1919  his  income  and  excess-profits  tax  returns  for  the  year  1917 
were  investigated  by  an  internal  revenue  inspector,  who  .caused 
amended  returns  for  that  year  to  be  filed  in  which  the  actual  cash 
value  of  the  land  as  of  January  1,  1914,  was  used  for  excess-profits 
tax  purposes.  In  1920  a  reexamination  was  made  by  another  in- 
spector who  stated  that  the  land  should  have  been  reported  for  in- 
vested capital  purposes  at  its  original  cost  and  that  a  reaudit  of  the 
return  was  to  be  made.  A,  in  behalf  of  B  and  others  similarly  sit- 
uated, then  took  the  matter  up  with  the  Income  Tax  Unit  and  se- 
cured the  ruling  to  which  exception  is  now  taken. 

The  files  now  before  the  Committee  afford  no  information  as  to 
what  portion  of  the  land  held  by  B  in  1917,  was  acquired  by  home- 
steading,  by  preemption,  or  by  purchase.  The  Committe  has  con- 
sidered only  the  general  question  involved,  that  is,  whether  tangible 
property  paid  into  a  business  as  such  prior  to  January  1,  1914,  is  to 
be  valued  for  invested  capital  purposes  under  the  provisions  of  sec- 
tion 207(b)  of  the  Revenue  Act  of  1917,  at  (1)  its  actual  cash  value 
as  of  that  date,  or  (2)  on  the  cost  basis. 

Section  207(b)  of  the  Revenue  Act  of  1917  reads,  in  part,  as 
follows : 

In  the  case  of  an  individual,  (1)  actual  cash  paid  into  the  trade  or  business, 
and  (2)  the  actual  cash  value  of  tangible  property  paid  into  the  trade  or 
business,  other  than  cash,  at  the  time  of  such  payment  (but  in  case  such 
tangible  property  was  paid  in  prior  to  January  first,  nineteen  hundred  and 
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fourteen,  the  actual  cash  value  of  such  property  as  of  January  first,  nineteen 
hundred  and  fourteen),    ♦     ♦     * 

Article  67  of  Regulations  41  reads,  in  part : 

In  the  case  of  tangible  property  purchased  with  cash,  the  valuation  will  be 
based  upon  the  cost  (estimated  if  not  known)  in  cash  at  the  time  purchased. 

In  the  case  of  tangible  property  paid  In  as  such  prior  to  January  1,  1914, 
the  valuation  will  be  based  upon  its  actual  cash  value  as  of  that  date.  Ade- 
quate evidence  of  such  value  must  be  furnished  by  the  taxpayer. 

*****  4>  • 

It  will  be  presumed  that  the  tangible  assets  employed  in  the  trade  or  business 
have  been  acquired  with  cash  which  has  been  either  paid  in  directly  or  derived 
from  earnings  of  the  trade  or  business;  but  the  taxpayer  will  be  entitled  to 
show  that  such  assets  were  paid  in  as  tangible  property. 

That  portion  of  section  207(b)  quoted  above  covers  two  classes  of 
tangible  property:  (1)  Actual  cash  paid  into  the  trade  or  business, 
and  (2)  tangible  property,  other  than  cash,  paid  into  the  trade  or 
business.  If  property  of  the  latter  class  was  paid  in  prior  to  Jan- 
uary 1, 1914,  it  may  be  valued  at  its  actual  cash  value  as  of  that  date; 
otherwise  it  mustHbe  valued  on  the  cost  basis.  In  the  opinion  of  the 
Committee  tangible  property  acquired  for  cash  or  other  valuable  con- 
sideration for  business  purposes  does  not  fall  within  class  2.  What 
is  paid  into  the  business  is  the  cash  or  other  valuable  consideration 
given  for  that  property,  and  this  distinction  is  drawn  by  article  67 
of  Regulations  41  wherein  it  is  stated  that  "  in  the  case  of  tangible 
property  purchased  with  cash,  the  valuation  will  be  based  upon  the 
cost  *  *  *."  This  distinction  is  more  sharply  drawn  in  para- 
graph 41  of  the  Tax  Reviewers'  Minutes,  which  paragraph  reads  as 
follows : 

Invested  capital  of  individuals — tangible  property  other  than,  cash  paid  into 
the  trade  or  business. — In  computing  the  invested  capital  of  an  individual,  all 
property  acquired  for  cash  will  be  valued  on  the  cost  basis^  and  the  phrase 
"tangible  property  paid  into  the  trade  or  business"  will  be  deemed  to  com- 
prehend (a)  property  acquired  by  gift,  inheritance,  or  by  exchange  of  property 
not  used  in  the  business;  and  (b)  properties  theretofore  held  for  a  substantial 
period  as  inactive  investments,  transferred  to  an  active  business  which  main- 
tains its  own  separate  books  of  account. 

Paragraph  37  of  these  minutes  reads: 

Farms,  homesteads,  etc.;  invested  capital. — ^I^and  which,  prior  to  January  1, 
1914,  has  been  acquired  by  a  farmer  by  homesteading,  preemption,  public  entry, 
or  similar  transactions  will,  for  the  purpose  of  determining  invested  capital,  be 
considered  as  tangible  property  paid  into  the  business  (subdivision  (b)  of  sec- 
tion 207  of  the  Act  of  October  3,  1917;  article  67  of  Regulations  41),  and  may 
be  included  at  its  value  as  of  January  1,  1914,  if  adequate  evidence  of  such 
value  is  furnished  by  the  taxpayer. 

The  Committee  therefore  recommends  that  in  the  final  audit  of  B's 
excess  profits  tax  return  for  the  year  1917  such  of  his  lands  as  were 
acquired  prior  to  January  1,  1914,  by  homesteading,  preemption, 
public  entry,  or  any  similar  transaction,  and  were  used  in  his  trade 
or  business  during  the  year  1917,  be  included  in  invested  capital  at 
their  actual  cash  value  as  of  January  1,  1914,  if  adequate  evidence 
of  such  value  is  furnished  by  the  taxpayer,  and  that  such  of  his  lands 
as  were  purchased  and  were  used  by  him  for  business  purposes  during 
the  year  1917  be  valued  on  the  cost  basis  whether  paid  into  the  busi- 
ness before  or  after  January  1,  1914. 
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Seotiok  326,  Abticle  831:  Meaning  of  invested 

capital. 

(See  7-21-1453;  sec.  233,  art.  541.)  Rentals  for  company's  oivn 
equipment  used  temporarily  for  ooao^mction  purposes  charged  to 
capital  account. 


Section  320,  Article  831 :  Meaning  of  invested  7-21-1456 

capital.  A.  R.  R.  384 

(Also  Section  214(a)  1,  Article  109.) 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  reducing  an 
improvement  account  cavried  on  the  corporation's  books  to  oover  the 
cost  of  impi*ovin£^  a  leased  property  under  the  terms  of  a  lO-year 
fe««  whicE  expired  Apnl,  191dfth4ii0h  d«pi»ciation  charges  alk>- 
cated  over  the  term  of  ^ich  lease,  and  disallowing  as  invested  capital 
any  portion  of  such  aocount  for  the  taxable  year  1917  and  subsequent 
years. 

It  appears  from  the  records  tibat  the  M  Company,  a  corporation 
organized  for  the  purpose  of  conducting  a  restaurant,  leased  certain 
portions  of  a  building  from  A  for  a  period  of  10  years  and  3 
months.  Under  a  memorandum  of  agreement  which  formed  a  part 
of  the  lease  between  A  and  the  oorporation,  the  latter  obligated  itself 
to  pay  a  monthly  rental  of  x  dollars  for  the  demised  premises  plus 
certain  contingent  charges  and  to  expend  30^  dollars  or  more  in  mak- 
iug  certain  specified  permanent  improvements  to  such  premises. 
The  amount  expended  in  making  these  improvements  was  carried  to 
an  im{>rovement  account  on  the  books  of  the  corporation,  which  ac- 
count is  still  maintained.  It  is  this  account  which  the  Unit  has 
disallowed  as  invested  capital  for  tfee  year  1917  and  subsequent  yea  re, 
from  which  action  the  taxpayer  now  appeals  for  the  reason  that  no 
depreciation  on  the  improvements  has  ever  been  claimed  and  for  tlie 
further  reason  that  the  premises  wiUi  respect  to  which  the  improve- 
ments were  made  are  still  in  the  possession  of  the  taxpayer,  the 
original  lease  having  been  renewed. 

The  taxpayer  has  filed  with  the  Unit  a  certified  copy  of  the  memo- 
randum oi  agreement  which  formed  a  part  of  tlie  origmal  lease  dated 
November,  1904,  together  with  certified  copies  of  the  agreements  cov- 
ering renewal  leases  dated  March,  1915,  and  April,  1920. 

This  memorandum  of  agreement  specifically  provides  that  the  im- 
provements therein  provided  for  shall  upon  meir  installation  by  the 
lessee  immediately  become  the  property  of  the  lessor.  It  contains  no 
provision  granting  the  lessee  any  n^ht  of  renewal  upon  expiration  of 
the  lease  and  it  is  not  shown  nor  claimed  that  the  lessee  had  any  such 
right  under  the  lease  itself.  The  lease  was  to  run  for  a  perioa  of  10 
years  and  3  months  beginning  February,  1905,  and  ending  April, 
1915,  on  which  latter  date  the  lessee  corporation  was  to  surrender  all  A 

right  and  title  to  the  demised  premises  and  the  improvements  which  ^* 

it  was  obligated  to  make.  TTiat  the  corporation  did  surrender  all  of 
such  right  and  title  is  evidenced  by  the  memorandum  of  agreement 
forming  part  of  the  renewal  lease,  dated  March,  1915. 

Article  109  of  Regulations  45  as  amended  by  Treasury  Decision 
3062  (C.  B.  3,  p.  144),  provides: 


« 
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Where  a  leasehold  Is  aoquiied  for  business  purposes  for  a  spedfied  sum,  the 
purchaser  may  take  as  a  deduction  In  his  retui*n  an  aliquot  part  of  such  sum 
each  year,  based  on  the  number  of  years  the  lease  has  to  run.  ♦  •  ♦  The 
cost  borne  by  a  lessee  in  erecting  buildings  or  making  permanent  improvements 
OQ  ground  of  whicU  he  Is  lessee  is  l^ld  to  be  a  capital  investment  and  not  de- 
ductible as  a  business  expense.  In  order  to  return  to  such  taxpayer  his  in- 
vestment of  capital,  an  annual  deduction  may  be  made  from  gross  income  of  an 
amount  equal  to  the  total  cost  of  such  improvements  divided  by  the  number  of 
years  remaining  of  the  term  of  lease,  and  such  deduction  shall  be  in  lieu  of  a 
deduction  for  depreciation.    ♦    ♦    ♦ 

Under  the  nro visions  of  the  above-quoted  article  the  amount  in- 
vested by  the  M  Company  in  the  said  improvements,  if  paid  for  out 
of  original  capital  or  surplus,  can  be  held  to  constitute  invested  capi- 
tal for  the  taxable  year  during  which  expended,  such  invested  capital 
to  be  reduced  at  the  beginning  of  each  subsequent  year  by  an  amount 
equal  to  the  result  obtained  hv  dividing  the  total  cost  of  such  im- 
provements by  the  number  of  years  oi  the  lease  term.  The  lease 
under  the  terms  of  which  the  improvements  were  made  expired  in 
1915,  and  subsequent  to  that  year  the  taxpayer  had  no  right  nor 
title  und^r  the  lease  to  any  asset  which  constituted  a  part  of  such 
improvements,  not  even  the  right  of  usage.  The  amount  expended 
for  the  improvements  and  their  installation  may  be  considered  as  a 
bonus  paid  to  secure  the  execution  of  the  lease,  or  as  additional  rental 
for  the  leased  premises  to  be  charged  off  as  expense  ratably  over  the 
term  of  the  lease.  Whether  or  n<S  such  amount  was  so  charged  off, 
any  right  or  title  which  the  taxpayer  ever  possessed  in  the  invest- 
ment was  exhausted  upon  termination  of  the  original  lease  in  April, 
1915,  and  subsequent  to  that  date  it  possessed  nothing  therein  which 
can  be  said  to  constitute  invested  capital  for  the  purpose  of  com- 
puting excess  profits  tax  under  the  provisions  of  the  Kevenue  Act 
of  1917  or  1918. 

The  Committee,  therefore,  recommends  that  the  action  of  the  Unit 
in  disallowing  as  invested  capital  any  portion  of  the  amount  ex- 
pended for  improvements  by  the  M  Company  under  the  terms  of  the 
lease  dated  November,  1904,  be  sustained. 


Section  326,  Article  831 :  Meaning  of  invested 
capital. 

(See  8-21-1468;  sec.  233,  art.  547.)  Invested  capital  of  a  cor- 
poration in  process  of  liquidation. 

Section  326,  Article  831 :  Meaning  of  invested  8-21-1470 

capital.  A.  R.  R.  393 

(Also  Sedim  331,  Article  941.) 

REVENUE  ACT  OF  1917. 

Held,  tliat  values  claimed  for  "contracts,  brands,  and  good 
wlU"  can  not  be  aUowed  as  invested  capital  when  it  is  not  con- 
clusively shown  that  such  values  represent  paid-in  capital  of  a 
partnership,  and  that  in  reorganization  no  greater  value  can  be 
given  to  corporate  assets  than  existed  before  reorganiBatioii,  tiie 
interest  in  the  corporation  being  substantially  the  same  as  that  in 
the  partnership. 

The  Committee  bas  had  under  consideration  the  appeal  of  the  M 
Mitner^ip,  and  the  N  oorporati<m,  from  the  action  of  the  Income 
Tax  Unit  m  disallowing  certain  items  as  invested  capital. 
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The  action  of  the  Income  Tax  Unit  in  disallowing,  in  the  taxable 
year  1917,  7a?  dollars  as  invested  capital  of  the  M  partnership  is  ex- 
plained in  the  following  language : 

This  decrease  is  due  to  the  disallowance  of  7x  dollars  claimed  as  the  value 
of  contracts  and  good  will  not  shown  on  the  books  of  the  partnership.  No 
evidence  has  been  submitted  as  to  the  value  of  these  Intangible  assets,  the 
methods  of  acquiring  them,  and  the  cost  (See  Regulations  41,  articles 
57-60,  64.) 

The  action  of  the  Income  Tax  Unit  in  disallowing  as  invested 
capital  for  the  N  corporation  an  item  of  10a?  dollars  is  explained  in 
the  following  language : 

The  amount  at  which  these  intangible  assets  were  included  in  the  invested 
capital  of  the  M  partnership,  in  its  return  for  the  five-months*  period  ended 
May  31,  1917,  has  been  excluded  from  the  Invested  capital  of  the  partnership 
in  a  letter  addressed  to  it  by  this  office.  The  corporation  succeeded  the  part- 
nership as  of  June  1,  1917.  The  excess  profits  tax  return  filed  by  the  corpora- 
tion shows  that  an  interest  of  50  per  cent  or  more  remained  in  control  of  the 
same  persons.  In  such  case  no  asset  transferred  from  the  partnership  will  be 
allowed  to  be  included  in  the  invested  capital  of  the  corporation,  at  a  value 
greater  than  would  have  been  allowed  in  computing  the  invested  capital  of  the 
partnership  if  no  transfer  of  assets  had  taken  place,  unless  such  asset  Is  specifi- 
cally paid  for  in  cash  or  tangible  property.    (See  Regulations  41,  article  50.) 

The  facts  on  which  the  appeal  has  been  taken  may,  therefore,  be 
said  to  be  definitely  stated  in  the  exceptions  above  quoted. 

The  partnership  was  of  more  than  40  vears'  standing  and  on  June 
1, 1917,  its  affairs  were  incorporated  as  the  N  Corporation  with  capi- 
tal stock  of  40a?  dollars.  In  the  year  1917,  just  prior  to  this  reor- 
ganization, there  was  set  up  on  the  books  of  the  partnership  an  item 
of  7a?  dollars  for  "  contracts,  brands,  and  good  will,"  but  m  the  re- 
organization by  incorporation  the  said  account  "contracts,  brands, 
and  good  will "  was  set  up  on  the  books  of  the  corporation  as  of  the 
value  of  10a?  dollars.  It  is  contended  that  two  contracts,  recorded  in 
this  accounting,  were  worth  at  least  10a?  dollars,  but  it  is  noted  these 
contracts  dated  as  far  back  as  the  year  1908.  It  is  further  contended 
that  as  the  result  of  an  examination  and  audit  of  the  books  of  the 
M  partnership,  for  the  years  1908  to  1912,  inclusive,  the  average  net 
earnings  on  invested  capital  of  said  partnership  were  more  than  52 
per  cent.  It  is  noted,  however,  that  at  December  31, 1916,  the  financial 
statement  of  the  partnership  showed  a  deficit  of  Ja?  dollars.  It  is  not 
in  evidence  that  the  value  of  "contracts,  brands,  and  good  wiU," 
either  in  the  amount  claimed  as  set  up  on  the  partnership  books  or 
in  the  amount  claimed  as  set  up  on  the  corporation  books,  was  actually 
paid  into  the  partnership  or  corporation. 

Article  42  of  Regulations  41  provides,  in  part,  as  follows : 

The  basis,  or  starting  point,  in  the  computation  of  Invested  capital  Is  found 
in  the  amount  of  cash  and  other  property  paid  in,  the  original  values  of  such 
other  property  being  determined  in  accordance  with  the  rules  laid  down  in 
these  regulations.  *  •  *  If  value  appreciation  of  a  kind  not  subject  to 
income  tax  (other  than  that  allowed  under  article  55)  has  been  taken  up  in 
the  accounts,  a  deduction  must  be  made  in  respect  of  such  appreciation  so 
taken  up. 

This  Committee,  in  its  Recommendation  17  (C.  B.  2,  p.  280)  said, 
in  part,  as  follows : 

The  fact  remains,  however,  that  the  law  expressly  provides  what  may  be 
regarded  as  the  invested  capital  of  a  corporation  or  partnership,  and  that  is,  as 
affects  the  question  now  at  issue,  the  amount  of  cash  or  tangible  property  paid 


ft 


369  [§  326 

in  to  the  corporatlou  or  partnership  for  stock  or  shares,  the  share  evidently 
referring  to  tlie  member's  Interest  in  the  paid-in  capital  of  the  partnership. 

The  law  and  the  decisions  issued  thereon  by  the  Department  have 

^^       consistently  stated  that  the  basis  or  starting  point  in  the  computation 

ml^      of  invested  capital  is  the  amount  of  cash  or  other  property  actually 

paid  in,  the  original  values  of  such  other  property  being  determined 

m  accordance  with  the  statute  and  regulations. 

It  is  contended  that  the  partnership  was  one  of  long  standing  and 
that  the  right  to  include  this  additional  capital  is  entirely  justified 
from  figures  and  detailed  statements  of  earnings  as  reflected  bj^  two 
contracts  alone.  The  Committee  can  not  concur  in  this  contention. 
It  can  not  recognize  going  concern  value  or  appreciation  growing  out 
of  the  development  and  expansion  of  a  business.  There  is  no  justifi- 
cation in  the  law  or  in  the  regulations  for  doing  so.  Furthermore,  it 
has  been  conclusively  pointed  out  by  the  Income  Tax  Unit,  that  under 
article  50  of  Regulations  41 : 

If  an  interest  or  control  in  such  trade  or  business  of  50  per  cent  or  more  re- 
mains in  control  of  the  same  persons,  corporations,  associations,  partnerships, 
or  any  of  them,  then  in  ascertaining  the  invested  capital  of  the  trade  or  business 
no  asset  transferred  or  received  from  the  prior  trade  or  business  shall  be 
allowed  a  greater  value  than  would  have  been  allowed  under  these  regulations 
in  computing  the  invested  capital  of  such  prior  trade  or  business  if  such  asset 
had  not  been  so  transferred  or  received,  unless  such  asset  was  paid  for  specifi- 
cally as  such,  in  cash  or  tangible  property,  and  then  not  to  exceed  the  actual 
cash  or  actual  cash  value  of  the  tangible  property  paid  therefor  at  the  time  of 
such  payment 

In  this  article  no  distinction  is  made  between  tangible  and  intan- 
gible assets  so  transferred. 

The  Committee  accordingly  recommends  that  the  action  of  the  In- 
come Tax  Unit  in  disallowing  these  items  as  invested  capital  of  the 
partnership  and  of  the  corporation  be  sustained. 
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REVENUE  ACT  OF  1917. 

Held,  that  the  value  of  certain  patents  for  which  stock  of  the  M 
Company  was  issued  must  he  measured  by  the  cash  consideration 
paid  tlierefor  by  certain  incorporators  of  the  company  just  prior  to 
incorporation. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  disallowing  as 
invested  capital  the  par  value  of  shares  of  stock  of  the  said  corpo- 
ration issued  specifically  for  patents  at  date  of  incorporation. 

The  M  Company  was  incorporated  in  1914,  with  capital  common 
stock  of  260a?  dollars.  The  articles  of  incorporation  read,  in  part, 
as  follows : 

The  amount  of  the  capital  stock  of  said  corporation  shall  be  250j?  dollars 
divided  into  25y  shares. 

It  appears  that  in  September,  1913,  A  assigned  an  undivided  one- 
half  interest  in  two  patents  to  B  in  consideration  of  lix  dollars  in 
cash,  and  in  June,  1914,  A  assigned  his  remaining  one-half  interest  in 
said  patents  to  C,  D,  E,  and  F,  in  consideration  of  5x  dollars  cash 

61360**— 21 ^24 


( 326]  370 

« 

and  in  further  consideration  of  the  said  assignees  afisuming  the  lia- 
bility of  A  in  all  the  debts  and  outstanding  obligations  of  the  A  Com- 
pany, a  partnership,  which  debts  and  obligations  amounted  to  ^ix 
dollars. 

The  Income  Tax  Unit,  based  on  the  report  of  an  examining  rev- 
enue agent,  allowed  ^x  dollars  as  the  value  of  the  patents  acquired 
for  225a?  dollars  of  the  total  issue  of  capital  stock  of  the  corporation 
organized  immediately  thereafter.  In  addition  thereto,  there  was 
allowed  as  invested  capital  ILz;  dollars,  the  said  amount  being  the 
cash  paid  in  at  par  ($100)  for  l^tsV  shares.  There  was  also  allowed 
as  invested  capital  l^x  dollars,  the  actual  cost  of  patents  subsequently 
acquired,  making  a  total  invested  capital  of  19.2;  dollars. 

Because  the  income  of  the  corporation  was  disproportionate  to  the 
amount  of  invested  capital,  the  tax  was  subsequently  adjusted  under 
section  210  of  the  Revenue  Act. 

The  taxpayer  contends  that  the  full  par  value,  namely,  225a?  dol- 
lars, should  be  allowed  for  the  two  patents  first  mentioned,  and  that 
on  this  basis  of  invested  capital  the  tax  should  be  assessed  under 
section  207  of  the  Revenue  Act.  As  above  stated,  the  Income  Tax 
Unit  has  rested  its  decision  on  the  purchase  price  of  the  patents,  as 
evidenced  by  sale  when  acquired  by  certain  individuals,  five  of  whom 
subsequently  became  incorporators  of  the  M  Company. 

No  evidence  has  been  submitted  bj  the  taxpayer  to  show  the  value 
of  similar  patents,  if  indeed  such  evidence  oould  be  produced,  but  the 
record  shows  that  for  the  fractional  part  of  the  year  1914  (the  year 
in  which  the  company  was  incorporated)  there  was  a  profit  of  ^x 
dollars  from  operations;  in  1915  a  profit  of  27a?  dollars;  in  1916  a 

1)rofit  of  44x  dollars,  and  in  1917  a  profit  of  43a;  dollars.  In  this 
atter  year  the  corporation  claimed  a  depreciation  based  on  the  life 
of  the  patents  which,  if  disallowed,  would  leave  a  net  income  of  70a; 
dollars.  It  is  also  a  matter  of  record  that  the  l-^ay  shares  of  stock 
were  sold  at  par  to  about  25  individual  subscribers  in  various  propor- 
tions and  an  affidavit  has  been  submitted  by  a  broker  who  says  that 
he  has  been  engaged  in  the  brokerage  business  for  several  years  and 
that  in  the  course  of  his  business  he  has  sold  a  good  deal  of  the  stock 
of  the  M  Company  during  the  three  years  just  prior  to  May,  1919, 
at  a  price  uniformly  something  near  par,  the  sales  ranging  between 
$85  and  $105  per  share. 

The  Committee  has  given  careful  consideration  to  the  above  facts, 
but  it  can  not  fail  to  recognize  that  the  A  Company,  a  partnership, 
which  conveyed  the  patents  immediately  prior  to  the  organization  of 
the  M  Company,  a  corporation,  to  the  principal  incorporators  for  a 
cash  consideration  definitely  known,  was  not  successful  in  develop- 
ing these  patents.  What  efforts  were  made  to  do  so  are  not  recorded 
in  the  files  before  the  Committee,  but  the  fact  is  that  after  final  sale 
of  the  patent  rights  to  a  group  of  successful  business  men  there  was 
immediately  put  forth  an  active,  progressive,  commercial  plan  which 
gave  ffeneral  recognition  to  the  practical  use  of  the  patents.  It  was 
this  development  of  an  idea  in  a  systematic,  corporate  way  without 
the  necessity  of  large  financial  investment  by  any  one  of  the  incor- 
porators o{  the  Al  Company  that  gave  substantial  return  to  the 
stockholders.  The  Revenue  Act  does  not  recognize  as  paid-in  capital 
a  value  rising  from  development  of  an  idea  after  incorporation.  It 
may  be  said  this  value  is  reflected  in  the  earned  surplus  and,  as  such, 
it  is  a  part  of  the  invested  capital  of  the  corporation. 
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That  a  cash  vahie  of  225;^  dollars  tor  the  patesnts  at  time  of  incor- 
poration of  the  M  Company  was  not  recognL^ed  by  the  incorporators 
IS  indicated  by  failure  of  such  incorporators  to  return  as  individual 
taxable  income  the  difference  between  this  amount,  pro  rata,  and  the 
cash  purchase  price. 

On  these  conclusions  the  Ccmunittee  recommends  that  the  action 
of  the  Income  Tax  Unit  in  fixing  a  value  of  the  patents  by  the  cash 
consideration  paid  therefor  just  prior  to  incorporation  of  the  M 
Company  and  the  subsequent  assessment  of  taxes  by  the  Unit  under 
section  210  of  the  Be  venue  Act  of  1917  be  approved. 


Section  e326,  Article  831 :  Meaning  of  invested  ^21-1487 

capital.  A.  R  R.  390 

(Also  Section  214(a)  1,  Article  105; 
Section  214(a)  8,  Article  165.) 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company,  a  corporation,  from  the  action  of  the  Income  Tax  Unit  in 
adjusting  the  company's  tax  returns  tor  the  years  1917  and  1918. 
The  points  at  issue  are  the  valuation  of  the  old  plant  of  the  company 
as  of  February  14, 1917 ;  depreciation  actually  sustained  in  the  years 
1917  and  1918,  and  a  proper  compensation  for  officers. 

As  of  January  1,  1917,  the  N  Company  had  outstanding  paid-in 
capital  stock  of  Kks  dollars,  all  of  which  was  owned  by  A  and  B, 
but  the  building  and  the  land  on  which  the  buildings  were  located 
w^^  owned  individually  by  A  and  B.  During  the  mcmth  of  January 
there  was  a  reorganization.  The  name  of  the  company  was  changed 
to  the  M  Company  and  the  capital  stock  was  increased  to  40x  dollars 
and  issued  in  equal  amounts  to  A  and  B.  The  stock  of  the  N  Com- 
pany was  retired,  and  the  additional  capital  of  30a?  dollars  was  writ- 
ten up  on  the  bo^s  as  good  will.  Under  date  of  February  14,  1917, 
A  and  B,  without  further  consideration,  turned  over  to  the  corpora- 
tion the  buildings,  which  they  individually  owned,  and  the  original 
bookkeeping  entry  was  adjusted,  crediting  good  will  with  15a?  dol- 
lars to  the  debit  of  real  estate  and  buildings.  The  revenue  agent. 
who  examined  the  books  of  the  corporation,  reduced  the  value  oi 
these  buildings  from  15a?  dollars  to  6a?  dollars,  and  this  deduction 
affected  both  depreciation  and  invested  capital.  This  examination 
was  made  in  1919  and  he  based  his  reduction  of  this  asset  on  a  state- 
ment made  by  A  that  he  would  accept  4a?  dollars  in  cash  for  the 
property,  and  on  a  statement  made  by  B  that  they  were  holding  the 
property  at  8a?  dollars  on  a  trade  for  some  other  real  estate.  The 
taxpayer,  in  taking  exception  to  the  valuation  determined  by  tliese 
statements,  has  submitted  two  appraisals,  one  by  C,  which  places  a 
going  concern  value  on  the  property  as  of  February  11,  1917,  of  15a? 
dollars,  and  the  other  by  D,  which  places  the  appraisal  on  a  cost  basis 
less  depreciation  as  of  Deceml)er  22,  1919,  at  10a?  dollars,  of  which 
valuation  9a?  dollars  is  for  the  buildings  and  x  dollars  is  for  the  land. 
In  a  conference  held  with  the  Income  Tax  Unit  the  valuation  of  6a? 
dollars  placed  by  the  revenue  agent  was  increased  by  the  Unit  to  S^ 
dollars. 

The  Committee  is  of  the  opinion  that  the  going  concern  value,  as 
determined  by  the  appraisal  by  C,  is  more  or  less  speculative  and 
that  the  value  adopted  by  the  revenue  agent  is  without  substantial 
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foundation.  The  additional  value  allowed  by  the  Unit  appears  to  be 
more  or  less  arbitrary  in  an  effort  to  arrive  at  a  compromise  adjust- 
ment which,  however,  was  not  accepted  by  the  taxpayer.  Accord- 
ingly, the  Committee  is  of  the  opinion  that  it  can  not  fail  to  respect 
the  appraised  value  (by  D)  of  lOa?  dollars,  plus  the  depreciation  on 
the  buildings  from  February  14,  1917,  to  December  22,  1919,  as  most 
correctly  reflecting  the  sound  value  at  date  of  transfer. 

This  adjustment  of  value  will  change  the  amount  of  depreciation 
as  adjusted  by  the  revenue  agent,  but  in  addition  thereto  the  tax- 
payer, through  public  accountants  of  good  standing,  has  submitted 
a  very  elaborate  schedule  of  depreciation  on  all  other  property  values, 
basing  the  same  on  inventory  of  the  values  taken  by  the  owners  of 
the  property  in  March,  1913.  These  were  depreciated  values  but  the 
taxpayer  applied  these  rates  of  depreciation  annually  on  reduced 
values.  The  revenue  agent  made  no  changes  in  this  basis  but  accepted 
the  taxpayer's  figures  as  reasonable.  The  public  accountants,  how- 
ever, have  consistently,  in  the  compilation  of  their  statement,  applied 
the  rates  annually  on  the  appraised  value  or  on  cost  when  acquired 
subsequent  to  appraisal  and  it  is  understood  that  no  substantial 
change  has  been  made  in  the  rates  except  in  the  year  1917  when,  on 
account  of  the  plant  running  at  double  capacity,  an  accelerated  rate 
on  machinery,  based  on  40  per  cent  of  the  normal  rate,  was  used. 
The  Committee  has  carefully  analyzed  this  schedule  of  depreciation 
prepared  by  the  public  accountants  and  is  of  the  opinion  that  it 
should  govern  in  disposing  of  the  question  of  depreciation,  subject, 
however,  to  the  valuation  as  above  approved  for  the  buildings  taken 
over  in  February,  1917. 

For  three  years  prior  to  1917,  A  and  B,  sole  owners  of  the  stock  of 
the  corporation,  and  its  principal  officers,  were  each  paid  x  dollars 
annual  salary.  In  November,  1917,  by  resolution  of  the  board  of 
directors,  this  salary  was  increased  to  a  total  salaried  expense  of  6x 
dollars  per  annum.  Of  this  aggregate  amount  for  the  two  officers, 
the  revenue  agent  disallowed  2a?  dollars  prorated  for  1917  and  for  the 
year  1918,  making  the  salary  of  each  l^x  dollars  per  annum  instead 
of  2j^x  dollars.  This  disallowance  of  2x  dollars  was  reduced  by  the 
Income  Tax  Unit,  in  conference  with  the  taxpayer,  to  x  dollars,  which 
gave  each  of  the  officers  of  the  company  an  annual  salary  of  2a?  dollars 
per  year  as  against  2^3?  dollars  per  year  as  claimed  in  the  returns  and 
supported  by  the  action  of  the  directors  of  the  company. 

The  average  yearly  sales  of  the  company  from  1912  to  1916,  in- 
clusive, amounted  to  45a;  dollars.  In  tne  year  1916  the  sales  were 
52aj  dollars ;  in  1917,  72a?  dollars ;  in  1918,  82aj  dollars.  In  the  latter 
year  the  net  income  of  the  company  was  less  than  in  1917,  but  this 
is  explained  by  the  retirement  of  substantial  parts  of  the  old  plant 
and  to  moving  into  the  new  plant.  However,  a  salary  deduction  of 
4aj  dollars  for  the  taxable  year  is  in  fair  comparison  with  that  of 
similar  industries  and  on  this  basis  it  was  allowed  by  the  Unit. 

Summing  up,  the  Committee  is  of  the  opinion  that  value  of  build-  ^L 
ings  acquired  in  February,  1914,  should  be  accepted  on  basis  of  reco^-  ^^ 
nized  appraised  value;  that  depreciation  should  be  adjusted  on  this 
value  and  on  the  appraised  value  as  of  March,  1913,  of  other  units 
of  equipment  and  at  established  rates  to  which  the  taxpayer  con- 
forms in  his  depreciation  schedule  and  that  the  action  of  the  Income 
Tax  Unit  be  sustained  in  allowing  compensation  of  the  two  principal 
officers  at  the  rate  of  4a?  dollars  per  annum. 
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Section  326,  Article  831 :  Meaning  of  invested 
capital. 

(See  lG-21-1581;  sec.  223,  art.  401.)  Invested  capital  of  indi- 
viduals under  1917  Act  when  income  from  community  property 
(Texas). 

Section  326,  Article  831 :  Meaning  of  invested  23-21-1680 

capital.  T.  D.  3181 

(Ct.  D.  12) 

EXCESS  PROFITS  TAX— REVENUE  ACT  OF  1917 — DECISION  OF  SUPREME  COURT.  _ 

1.  Invested  Capital — ^Definition. 

The  word  **  invested,'*  as  used  in  section  207,  defining  *'  invested  capital,"  in 
itself  imports  a  restrictive  qualification ;  wlien  spealting  of  the  capital  of  a  busi- 
ness corporation  or  partnership,  such  as  the  Act  deals  with,  "  to  invest "  im- 
ports a  laying  out  of  money,  or  money's  worth,  either  by  an  individual  in  ac- 
quiring an  interest  in  the  concern  with  a  view  to  obtaining  income  or  profit 
from  the  conduct  of  its  business,  or  by  the  concern  itself  in  acquiring  some- 
thing of  i)ermanent  use  in  the  business,  in  either  case  involving  a  conversion 
of  wealth  from  one  form  into  another  suitable  for  employment  in  the  making 
of  hoped-for  gains. 

2.  Same — Surplus — ^Limitation  by  Words  "  Paid  in  "  and  •*  Earned." 

The  provision  of  clause  (3)  of  section  207  (a)  that  includes  "paid-in  or 
earned  sui*plus  and  undivided  profits  used  or  employed  in  the  business"  recog- 
nizes that  in  some  cases  contributions  are  received  from  stockholders  in  money 
or  its  equivalent  for  the  specific  purpose  of  creating  an  actual  excess  capital 
over  and  above  the  par  value  of  the  stock;  and,  in  view  of  the  context,  surplus 
•'earned"  as  well  as  that  "paid  in"  excludes  the  idea  of  capitalizing  (for 
the  purposes  of  the  tax)  a  mere  appreciation  of  values  over  cost. 

3.  Same — ;Marking  up  Valuation  of  Assets  on  Books  to  Correspond  with 

Increase  in  Market  Value. 

Clauses  (1)  and  (2)  of  section  207  (a)  refer  to  actual  contributions  of  cash 
or  of  tangible  property  at  its  cash  value  contributed  in  exchange  for  stock  or 
shares  specifically  issued  for  it;  neither  of  these  clauses  nor  clause  (3)  in- 
cludes within  the  definition  of  invested  capital  any  marking  up  of  the  valuation 
of  assets  upon  the  books  to  correspond  with  increase  in  market  value,  or  any 
paper  transaction  by  which  new  shares  are  issued  in  exchange  for  old  ones  in 
the  same  corporation,  but  which  is  not  in  substance  and  effect  a  new  acquisition 
of  capital  property  by  the  company. 

4.  SAME:— Appreciated   Value — "  Capital   and   Surplus  " — "  Surplus." 

In  view  of  the  special  language  employed  in  section  207,  it  can  not  be  said  that 
appreciated  value  of  assets  of  a  corporation  over  and  above  cost  is  as  real  as 
cost  value,  nor  that  "  capital  and  surplus  "  mean  mer€»ly  the  excess  of  all  assets 
at  actual  values  over  outstanding  liabilities,  nor  that  "  surplus  "  means  the 
intrinsic  value  of  all  assets  over  and  above  outstanding  liabilities  plus  par  of 
the  stock. 

5.  Same — Stock  Dividend  Dtstribt'tton,  Treatment  as  Paid  for  in  Tangible 

Property. 

Where  a  declaration  of  a  stock  dividend  representing  increase  in  value  of 
assets  of  a  corporation  was  carried  out  by  the  surrender  to  the  company  of  all 
the  outstanding  stock,  and  its  cancellation,  and  the  exchange  of  one  share  of 
new  common  and  one  share  of  new  preferred  stock  for  each  share  of  the 
original  stock,  such  stock  dividend  distribution  can  not  be  treated  as  paid  for  in 
tangible  property,  and  the  old  shares  can  not  be  regarded  as  having  been  "  paid 
in  for  "  the  new  ones,  within  the  terms  of  section  207. 
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6.  Same — Incbease  in  Value  of  Corporatf  Assets — "  UiTEAitNED  Incbeme^t  "— 

Pleading. 

Where  no  sum  representing  increase  in  value  of  ore  lands  of  a  corporation  as  the 
result  of  exteosive  exploration  and  development  work  was  stated  in  the  corpora- 
tion's petition  in  a  suit  claimin;;  a  refund  of  tax  paid  or  in  its  return  of  income 
(though  a  proper  sum,  not  exceeding  the  cost  of  the  work,  might  have  been  added 
to  earned  surplus  on  that  account)',  it  was  not  improper  to  attribute  tbe  sum 
added  to  the  book  value  of  such  ore  property  to  a  mere  appreciation  in  the  value 
of  property ;  in  short  to  what  is  commonly  known  as  the  "Unearned  increment," 
not  liToperly  "  earned  surplus  **  within  the  meenlng  of  section  207. 

7.  Constitutionality  of  Act — Due  Process  of  Law — Authority  of  F\>bmeb 

Decisions. 

Oases  decided  under  the  equal  protection  clause  of  the  Foarteenth  Amendment 
to  the  Constitution  are  not  authority  in  determining  whether  a  revenue  Act 
operates  to  produce  l^aseiess  and  arbitrary  discriminations,  to  the  extent  of  ren- 
dering the  tax  invalid  under  the  due  process  clause  of  the  Fifth  Amendment,  as 
the  Fifth  Amendment  has  no  equal  protection  clause,  and  the  only  rule  of  uni- 
formity prescribed  with  respect  to  duties,  imports,  and  excises  laid  by  Congre»$ 
is  the  territorial  uniformity  required  by  section  8  of  Article  I ;  nor  are  cases 
based  upon  the  due  process  clause  of  the  F4nirteenth  Amendment  applicable. 

8.  Same — Dub  Pboceks  of  Law — Confiscation. 

Tbe  Act,  in  basing  **  invested  capital  **  upon  actual  costs  to  the  exclusion  of 
higher  estimated  values,  is  not  violative  of  the  due  process  clause  of  the  Fifth 
Amendment  to  the  Constitution  in  that  it  is  so  wholly  arbitrary  as  to  nmonnt  to 
confiscation ;  the  Act  treats  all  corporations  and  partnerships  alike,  so  far  as  they 
are  similarly  circumstanced,  and  if  in  its  nppllcation  the  'tax  in  particular 
instances  may  seem  to  bear  upon  one  corporation  more  than  upon  another,  this 
is  due  to  differences  in  their  circumstances,  not  to  any  uncertainty  or  want  of 
generality  in  the  tests  applied. 

9.  Invested  Capital — Valuation  of  Prdpebtt  Included  in. 

It  was  proper  and  reasonable  for  Congress,  in  defining  invested  capital,  to 
adopt  the  cost  basis  of  valuation  of  property  rather  than  the  market  value, 
thus  excluding  estimated  appreciation,  since,  in  addition  to  the  important  con- 
sideration of  convenience  in  administration,  the  market  value  can  not  be  deter- 
mined accurately  where  it  has  not  been  realised  or  teste<l  by  sale  made,  and 
snch  sale  can  not  he  made  withont  abandoning  the  very  pu impose  for  which  the 
projierty  is  held,  involving  a  withdrawal  from  business  so  far  as  that  particular 
property  is  concerned. 

10.  Constittttionality  of  Act — Keasonabl£NE8S — Preferiential  Tbbatment  to 

Capital  Rephesenting  Actual  Investments. 

It  was  not  unreasonable  for  Congress,  in  adjusting  the  excess  profits  tax,  to 
accord  preferential  treatment  to  capital  repivsetitini:  a(*tual  investments,  as 
compared  with  capital  representing  higher  valuations  baseci  upon  estimates, 
however  reliable,  of  what  probably  could  be  realized  were  the  proi>erty  sold 
instead  of  retained. 

TreASTTRY  DEPARTlVfENT, 

Office  of  Commissioner  of  Internal  Revenite, 

Washington ^  /?.  C. 

To  collector's  of  internal  revenxie  aaid  others  concerned: 

The  appended  decision  of  the  Supreme  Court  of  the  United  States, 
under  date  of  May  16,  1921,  in  the  case  of  La  Belle  Iron  Works  v. 
United  States^  affirmin/sr  the  judgment  of  the  Court  of  Claims  (T.  D. 
3051,  C.  B.  3,  p.  359),  is  published  for  the  infonnation  of  internal 
revenue  officers  and  others  concerned. 

D.  H.  Blair, 
CoTwmissioner  of  Internal  Revenue. 
Approved  June  24,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


$ 
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SXTPBEMS  COUKT  OF  THE  UKITES)  STATES.     NO.  453.     OCTOBBX  TeRK,  1920. 

La  Belle  Iron  Works,  a^ipeliant,  v.  United  States. 

Appeal  from  tlie  Court  of  Claims. 
[May  16,  1021.] 

Mr.  Justice  Pitney  delivered  the  opinion  of  the  court. 

The  Court  of  Claims  dismissed  appellant's  petition  which  claimed  a  refund 
of  $1,081,184.61,  alleged  to  have  been  erroneously  assessed  and  exacted  as  an 
"excess  profits  tax"  under  Title  II  of  the  Revenue  Act  of  1917  (Act  of  Oct. 
3,  1917,  ch.  63,  40  Stat.  300,  302,  et  seq.).  The  case  involves  tiie  construc- 
tion and  application  of  tliose  provisions  by  which  the  deduction  from  income 
for  the  purposes  of  the  tax,  is  measured  by  the  "  invested  capital "  of  the  tax- 
payer; and  a  question  is  raised  as  to  the  constitutionality  of  the  Act  as  con- 
strued and  applied. 

Title  I  of  the  Act  imposed  *'  war  Income  taxes  **  upon  individuals  and  corpo- 
rations in  addition  to  those  imposed  by  Act  of  September  8,  1916  (ch.  463,  39 
Stat.  756).  Title  II  provided  for  the  levying  of  **  war  excess  profits  taxes" 
upon  corporations,  partnerships,  and  individuals.  As  applied  to  domestic 
corporations,  the  scheme  of  this  title  was  that,  after  providing  for  a  deduc- 
tion from  income  (sec.  203,  p.  304)  equal  to  the  same  percentage  of  the  in- 
vested capital  for  the  taxable  year  which  the  average  amount  of  the  annual 
net  income  of  tlie  trade  or  business  during  the  prewar  period  (the  years  1911, 
1912,  and  1913)  was  of  the  invested  capital  for  that  period,  but  not  less  than  7 
nor  more  than  9  per  cent,  plus  |3,000,  it  imposed  (sec.  201,  p.  303),  in  addi- 
tion to  other  taxes,  a  graduated  tax  upon  the  net  income  beyond  the  deduction, 
commencing  with  20  per  cent  of  sucli  net  income  above  the  deduction  but 
not  above  15  per  cent  of  the  invested  capital  for  the  taxable  year,  and  running 
as  high  as  &>  per  cent  of  the  net  income  in  excess  of  33  per  cent  of  such  capital. 
It  applied  to  "  all  trades  or  businesses,"  with  exceptions  not  now  material 
J(p.  303). 

What  should  be  deemed  "  invested  capital "  was  defined  by  sec.  207  (p.  306), 
which,  so  far  as  pertinent,  is  set  forth  in  the  margin.* 

The  case  was  decided  upon  a  demurrer  to  the  petition,  in  which  the  facts  were 
stated  as  follows:  Appellant  is  a  domestic  corporation  and,  prior  to  the  year 
1904,  acquired  ore  lands  for  which  it  paid  tlie  sum  of  $190,000.  Between  that 
time  and  the  year  1912  extensive  explorations  and  developments  were  carried  on 
(the  cost  of  which  is  not  stated),  and  it  was  proved  that  the  lands  contained 

^  Sbc.  207.  That  as  used  in  this  title,  the  term  "  InveBted  capital  "  for  any  year  means 
the  average  invested  capital  for  the  year,  as  defined  and  limited  in  this  title,  averaged 
monthly. 

As  need  In  this  title  **  invested  capital "  does  not  include  stocks,  bonds  (other  than  obli- 
gations of  the  United  States),  or  otn^r  assets,  the  income  from  which  is  not  subject  to  the 
tax  imposed  by  this  title,  nor  money  or  other  property  borrowed,  and  means,  subject  to 
the  above  limltatious : 

(a)  In  the  case  of  a  corporation  or  partnership:  (1)  Actual  cash  paid  in,  (2)  the  actual 
cash  value  of  tangible  pro))erty  paid  in  other  than  canb,  for  stoclc  or  snares  In  such  corpora- 
tion or  partuership,  at  the  time  of  such  payment  (but  in  case  such  tangible  property  was 
paid  in  prior  to  January  first,  nineteen  hundred  and  fourteen,  the  actual  cash  value  of 
such  property  as  of  January  first,  nlnetfen  hundred  and  fourteen,  but  in  no  case  to  exceed 
the  par  value  of  the  original  stock  or  shares  specifically  issued  therefor),  and  (3)  paid  in 
or  earned  surplus  and  undivided  profits  used  or  employt^d  in  the  business,  exclusive  of 
undivided  profits  earned  during  the  taxable  year:  ProHdcd,  That  (a)  the  actual  cash 
value  of  patents  and  copyrights  paid  in  for  stock  or  shares  in  such  corporation  or  partner- 
ship, at  the  time  of  such  payment,  shall  be  included  as  invested  capital,  but  not  to  exceed 
the  par  value  of  such  stock  or  shares  at  the  time  of  such  payment,  and  (b)  the  good  will, 
trade-marks,  trade  brands,  the  franchise  of  a  corporation  or  partnership,  or  other  Intan- 
gible property,  shall  be  included  as  invested  capital  if  the  corporation  or  partnership  made 
payment  bona  fide  therefor  specifically  as  such  in  cash  or  tangible  property,  the  value  of 
•uch  good  will,  trade-mark,  trade  brand,  franchise,  or  intangible  property,  not  to  excetni 
the  actual  cash  or  actual  cash  value  of  the  tangible  property  jpald  therefor  at  the  time  of 
such  payment ;  but  good  will,  trad< -marks,  trade  brands,  franchise  of  a  corporation  or  part- 
nership, or  other  intangible  property,  bona  fide  purchased,  prior  to  March  third,  nineteen 
hundred  and  seventeen,  for  and  with  interests  or  shares  in  a  partnership  or  for  and  with 
shares  in  the  capital  stock  of  a  corporation  (Issued  prior  to  March  third,  nineteen  hundred 
and  seventeen),  in  an  .amount  not  to  excer*d,  on  March  third,  nlneto^^n  hundred  and  seven- 
teen, twenty  per  centum  of  the  total  interests  or  shares  in  the  partnership  or  of  the  total 
shares  of  the  capital  stock  of  the  corporation,  shall  be  Included  in  invested  capital  at  a 
value  not  to  exceed  the  actual  cash  value  at  the  time  of  such  purchase,  and  uk  case  of 
issue  of  stock  therefor  not  to  exceed  the  par  value  of  such  stock ;     *     *     * 
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large  bodies  of  ore  and  had  an  actnal  cash  value  not  less  than  $10,105,400 ;  and  at 
all  times  during  the  years  1912  to  1017,  inclusive,  their  actual  cash  value  was  not 
less  than  the  sum  last  mentioned.  In  the  year  1912  the  company  increased  the 
valuation  of  said  lands  upon  its  books  by  adding  thereto  the  sum  of  $10,000,000, 
which  it  carried  to  surplus,  and  thereupon,  in  the  same  year,  declared  a  stock 
dividend  in  the  sum  of  $9,915,400,  representing  the  increase  in  value  of  the  ore 
lands.  Theretofore  appellant*s  capital  stock  had  consisted  of  shares  isHued,  all  of 
one  class,  having  a  par  value  of  $9,915,400.  The  declaration  of  the  stock  dividend 
was  carried  out  by  the  surrender  to  the  company  of  all  the  outstanding  stock, 
and  its  cancellation,  and  the  exchange  of  one  share  of  new  common  and  one  share 
of  new  preferred  stock  for  each  share  of  the  original  stock. 

In  returning  its  annual  net  income  for  the  year  1917  the  company  stated  its 
invested  capital  to  be  $26,322,904.14,  in  which  was  included  the  sum  of 
$10,105,400  as  representing  the  value  of  its  ore  landa  The  Commissioner  of 
internal  Revenue  caused  a  reassessment  to  be  made,  based  upon  a  reduction  of 
the  invested  capital  to  $16,407,507.14;  the  difference  ($9,915,400)  being  the  in- 
crease in  the  value  of  the  ore  lands  already  mentioneil.  The  result  was  an  ad- 
ditional tax  of  $1,081,184.61,  which,  having  been  paid,  was  made  the  subject  of 
a  claim  for  refund ;  and  this  having  been  considered  and  rejected  by  the  CJom- 
missioner,  there  followed  a  suit  in  the  Court  of  Claims,  with  the  result  already 
mentioned. 

Appellant's  contentions,  in  brief,  are,  first,  that  the  increased  value  of  the 
ore  lands,  placed  upon  the  company's  books  in  1912,  ought  to  be  included  in 
invested  capital  under  section  207  (a)  (3),  as  **  paid  in  or  earned  surplus  and  un- 
divided profits."  Second,  that  within  the  meaning  of  clause  (2),  which  pro- 
vides that  Invested  capital  shall  include  "  the  actual  cash  value  of  tangible  prop- 
erty paid  in  other  than  cash,  for  stock  or  shares  In  such  corporation,"  the 
stock  of  the  company  Issued  in  1912,  consisting  of  $9,915,400  of  preferred  stock 
and  an  equal  amount  of  common,  was  fully  paid  for:  either  (a)  by  the  tan- 
gible assets,  including  the  ore  properties  at  their  Increased  value,  or  (b)  by  the 
surrender  of  all  the  certificates  representing  the  old  common  stock,  which,  it  is 
said,  had  an  actual  cash  value  equal  to  double  its  par.  And.  third,  that  the 
construction  put  upon  the  Act  by  the  Treasury  Department,  based  as  it  is  said 
not  upon  value  but  upon  the  single  feature  of  cost,  disregarding  the  time  ot 
acquisition,  would  render  the  Act  unconstitutional  as  a  deprivation  of  property 
without  due  process  under  the  Fifth  Amendment,  because  so  arbitrary  as  to 
amount  in  effect  to  confiscation;  and  hence  that  this  construction  must  be 
avoided. 

Reading  the  entire  language  of  section  207  in  the  light  of  the  circumstances 
that  surrounded  the  passage  of  the  Act,  we  think  Its  meaning  as  to  "  invested 
capital "  is  entirely  clear.  The  Great  War  in  Europe  had  been  in  progress  since 
the  year  1914,  and  the  manufacture  and  export  of  war  supplies  and  other  ma- 
terial for  the  belligerent  powers  had  stimulated  many  lines  of  trade  and  busi- 
ness In  this  country,  resulting  in  large  profits  as  compared  with  the  period 
before  the  war,  and  as  compared  with  ordinary  returns  upon  the  capital  em- 
barked. The  United  States  had  become  directly  involved  in  the  conflict  in  the 
spring  of  1917,  necessitating  heavy  increases  in  taxation;  at  the  sjime  time 
manufactures  and  trade  of  every  description  were  rendered  even  more  active, 
and  in  certain  lines  more  profitable,  than  before,  so  that  the  unusual  gains 
derived  therefrom  formed  a  natural  subject  for  special  taxation. 

On  the  eve  of  our  entry,  and  in  order  to  provide  a  **  special  preparedness  • 
fund"  for  Army,  Navy,  and  fortification  purposes,  an  Act  (March  3,  1917; 
ch.  159,  39  Stat.  1(X)0)  was  passed,  which,  in  Title  II,  provided  for  an  excess 
profits  tax  on  corporations  and  partnerships  equal  to  8  per  cent  of  the 
amount  by  which  their  net  income  exceeded  $5,000  plus  8  per  cent  of  the 
"actual  capital  invested";  and,  in  section  202  (p.  1001),  defined  this  term 
to  mean  *'(1)  actual  cash  paid  in,  (2)  the  actual  cash  value,  at  the  time  of  i)ay- 
nient,  of  assets  other  than  cash  paid  in,  and  (3)  paid  in  or  earned  surplus  and 
undivided  profits  used  or  employed  in  the  business,"  but  not  to  Include  money 
or  other  property  borrowed. 

The  Revenue  Act  of  October  3,  1917,  passed  after  we  had  become  engaged 
in  the  war,  took  the  place  of  the  Act  of  March  3,  and  embodied  a  "  war  excess 
profits  tax,"  with  higher  percentages  impose<l  upon  the  income  in  excess  of  de- 
ductions and  a  more  particular  definition  of  terms.  A  scrutiny  of  the  particular 
provisions  of  section  207  shows  that  it  was  the  dominant  purpose  of  Congress 
to  place  the  peculiar  burden  of  this  tax  upon  the  income  of  trades  and  busi- 
ne.s8es  exceeding  what  was  deemed  a  normally  reasonable  return  upon  the 
capital  actually  embarked.     But  if  such  capital  were  to  be  computed  accord- 
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Ing  to  appreciated  market  values  based  upon  the  estimates  of  interested  parties 
(on  whose  returns  perforce  the '  Government  must  in  great  part  rely),  exag- 
gerations would  be  at  a  premium,  corrections  difficult,  and  tlie  tax  easily  evaded; 
Section  207  shows  that  Congress  was  fully  alive  to  tliis  and  designee Ily  adopted 
a  term — "  invested  capital " — and  a  definition  of  it,  that  would  measurabl 
guard  against  inflated  valuations.  The  word  "invested"  in  itself  imports 
restrictive  qualification.  When  speakiiig,4)f^the  capital  of  a  business  corpora- 
tion or  partnership,  such  sy^*e^crS[reilS'*witn,  "to  invest"  imports  a  laying 
out  of  money,  or  money's  worth,  either  by  an  individual  in  acquiring  an  interest 
in  the  concern  with  a  view  to  obtaining  Income  or  profit  from  the  conduct  of  its  . 
business,  or  by  the  concern  itself  in  acquiring  something  of  permanent  use  in  / 
the  business ;  in  either  case  involving  a  conversion  of  wealth  from  one  form  lut^ 
another  suitable  for  employment  in  the  making  of  the  hoped-for  gains^^^See 
Webster's  New  Internat.  Diet,  "invest,"  8;  Century,  Diet.,  "Invest,"  7;  Stand- 
ard Diet.,  "  invest,"  1. 

In  order  to  adhere  to  this  restricted  meaning  and  avoid  exaggerated  valua- 
tions, the  draftsman  of  the  Act  resorted  to  the  test  of  including  nothing  but  money, 
or  money's  worth,  actually  contributed  or  converted  in  exchange  for  shares  of 
the  capital  stock,  or  actually  acquired  through  the  business  activities  of  the  cor- 
poration or  partnership  (involving  again  a  conversion)  and  coming  in  ab  extra, 
by  way  of  increase  over  the  original  capital  stock.  How  consistently  this  was 
carried  out  becomes  evident  as  the  section  is  examined  in  detail.  Cash  paid  in, 
and  tangible  property  paid  in  other  than  cash,  are  confined  to  such  as  were  con- 
tributed for  stock  or  shares  in  the  corporation  or  partnership ;  and  the  property 
is  to  be  taken  at  its  actual  cash  value  "  at  the  time  of  such  payment " — distinctly 
negativing  any  allowance  for  appreciation  In  value.  There  is  but  a  single  excep- 
tion :  Tangible  property  paid  In  prior  to  January  1,  1914,  may  be  taken  at  its 
actual  cash  value  on  that  date,  but  In  no  case  exceeding  the  par  value  of  the 
original  stock  or  shares  specifically  issued  for  it ;  a  restriction  ill  itself  requir- 
ing the  valuation  to  be  taken  as  of  a  date  prior  to  the  war  period,  and  in  no  case 
to  exceed  the  stock  valuation  placed  upon  it  at  the  time  It  was  contributed.  The 
pro\ision  of  clause  (3)  that  includes '"  paid  in  or  earned  surplus  and  undivided 
profits  used  or  employed  In  the  business  "  recognizes  that  in  some  cases  contribu- 
tions are  received  from  stockholders  in  money  or  Its  equivalent  for  the  specific 
purpose  of  creating  an  actual  excess  capital  over  and  above  the  par  value  of 
the  stock ;  and,  in  view  of  the  context,  surplus  "  earned  "  as  well  as  that  "  paid 
in"  excludes  the  idea  of  capitalizing  (for  the  purposes  of  this  tax)  a  mere 
appreciation  of  values  over  cost. 

The  same  controlling  thought  is  carried  into  the  proviso,  which  relates  to 
the  valuation  of  patents,  copyrights,  trade-marks,  good  will,  franchises,  and 
similar  intangible  property.  Every  line  shows  evidence  of  a  legislative  purpose 
to  confine  the  account  to  such  items  as  were  paid  in  for  stock  or  shares,  and 
to  their  values  **  at  the  time  of  such  payment ;"  but,  with  regard  to  those  bona 
fide  purchased  prior  to  March  3,  1917,  there  is  a  special  provision,  limiting 
the  effect  of  any  adjustments  that  might  have  been  made  in  view  of  the  pro- 
visions of  the  Act  of  that  date. 

It  is  clear  that  clauses  (1)  and  (2)  refer  to  actual  contributions  of  cash  or 
of  tangible  property  at  its  cash  value  contributed  in  exchange  for  stock  or 
shares  specifically  issued  for  it ;  and  that  neither  these  clauses,  nor  clause  (3) 
which  relates  to  surplus,  can  be  construed  as  including  within  the  definition 
of  invested  capital  any  marking  up  of  the  valuation  of  assets  upon  the  books 
to  correspond  with  increase  in  market  value,  or  any  paper  transaction  by  which 
new  shares  are  issued  in  exchange  for  old  ones  in  the  same  corporation,  but 
which  Is  not  in  substance  and  effect  a  new  acquisition  of  capital  property  by 
the  company. 

It  is  clear  enough  that  Congress  adopted  the  basis  of  "invested  capital" 
measured  according  to  actual  contributions  made  for  stock  or  shares  and  actual 
accessions  in  the  way  of  surplus,  valuing  them  according  to  actual  and  bona  fide 
transactions  and  by  valuations  obtaining  at  the  time  of  acquisition,  not  only 
in  order  to  confine  the  capital,  the  Income  from  which  was  to  be  In  part  ex- 
empted from  the  burden  of  this  special  tax,  to  something  approximately  repre- 
sentative of  the  risks  accepted  by  the  investors  in  embarking  their  means  in 
the  enterprise,  but  also  in  order  to  adopt  tests  that  would  enable  returns  to 
be  more  easily  checked  by  examination  of  records,  and  make  them  less  liable 
to  inflation  than  if  a  more  liberal  meaning  of  "  capital  and  surplus  "  had  been 
adopted ;  thus  avoiding  the  necessity  of  employing  a  special  corps  of  valuation 
experts  to  grapple  with  the  many  difficult  problems  that  would  have  ensue<I 
had  general  market  values  been  adopted  as  the  criteria. 
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In  view  of  the  special  langoage  employed  in  section' 207, 'obviously  for  the 
purpose  of  avoiding  appreciated  valuations  of  assets  over  and  above  cost,  the 
argument  that  such  value  is  as  real  as  cost  value,  and  that  in  the  terminology, 
of  corporation  and  partnership  accounting  "  capital  and  surplus  **  mean  merely 
the  excess  of  ail  assets  at  actual  values  over  outstanding  liabilities,  and  "  sur- 
plus "  means  the  Intrinsic  value  of  all  assets  over  and  above  outstanding  lia- 
bilities plus  par  of  the  stock,  is  beside  the  mark.  Nor  has  the  distinction 
between  capital  and  inccxne  discussed  in  Doyle  v.  MitcheU  Bros.  Co,  (247  U.  S. 
179,  187)  ;  Hays  v.  Gauiey  Mtn.  Coal  Co,  (247  U.  S.  189,  193)  ;  and  Southern 
Pacific  Co.  v.  Lotce  (247  U.  S.  330,  334-335),  any  proper  bearing  upon  the  ques- 
tions here  presented. 

Upon  the  strength  of  an  administrative  interpretation  contained  in  a  Treas- 
ury regulation  pertaining  to  the  Revenue  Act  of  1917,  under  which  "stocks" 
were  to  be  regarded  as  tangible  property  wtien  paid  in  for  stock  or  shares  of 
a  corporation,  it  is  insisted  tliat  appellant's  stock  dividend  distribution  of 
1912  ought  to  be  treated  as  paid  for  in  tangible  property,  the  old  stock  sur- 
rendered being  regarded  as  tangible  for  the  purpose.  But  that  distribution,  in 
substance  and  effect,  was  an  internal  transaction,  in  which  the  company  re- 
ceived nothing  from  the  stockholders  any  nH>re  than  they  received  anything 
from  it  (see  Eisner  v.  Macamber,  252  U.  S.  189,  210-211)  ;  and  tlie  old  shares 
can  not  be  regarded  as  having  been  "paid  in  for"  the  new  ones  within  the 
meaning  of  section  207 (a) 2,  even  were  they  "stocks"  within  the  meaning  of 
that  regulation,  which  is  doubtful. 

It  is  said  that  the  admitted  increase  in  the  value  of  appellant's  ore  lands 
is  properly  to  be  characterized  as  earned  surplus,  because  it  was  the  result  of 
extensive  exploration  and  development  work.  We  assume  that  a  proper  sum, 
not  exceeding  the  cost  of  the  work,  might  have  been  atided  to  earned  surplus 
on  that  account,  but  none  such  was  stated  in  the  appellant's  petition,  nor,  so 
far  as  appears,  in  its  returii  of  income.  In  the  absence  of  such  a  showing 
it  was  not  improper  to  attribute  the  entire  $9,915,400,  added  to  the  book  value 
of  the  ore  property  in  the  year  3912,  to  s  meits  appi'eciution  in  the  value  of 
the  property ;  in  short,  to  what  is  commonly  known  as  the  "  unearned  incre- 
ment," not  properly  '*  earned  surplus  "  within  the  meaning  of  the  statute. 

The  foregoing  considerations  dispose  of  the  contention  that  ^tfaer  the  in- 
creased value  of  appellant's  ore  lands,  or  the  surrender  of  the  old  stock  in  ex- 
change for  the  new  issues  based  upon  that  value,  can  be  regarded  as  "  tangible 
property  paid  in  other  than  cash,  for  stock  or  shares  in  such  corporation  "  within 
the  meaning  of  section  207 (a )2;  and  of  the  further  contention  that  such  in- 
creased value  can  properly  be  regarded  as  "  paid-in  or  earned  surplus  and 
undivided  prc^ts"  under  section   207 (a )3. 

It  is  urged  that  this  construction,  defining  invested  capital  according  to  the 
original  cost  of  the  property  instead  of  its  present  value,  has  the  effect  of  render- 
ing the  Act  **  glaringly  unequal "  and  of  doubtful  constitutionality ;  the  in- 
sistence being  that,  so  construe<l,  it  operates  to  produce  baseless  and  arbitrary 
discriminations,  to  the  extent  of  rendering  the  tax  invalid  umler  tlie  due  process 
of  law  clause  of  the  Fifth  Amendment.  Reference  is  made  to  cases  decideil 
under  the  equal  protection  clause  of  the  Fourteenth  Amendment  {Southern 
Ry.  Co.  V.  Oreene,  216  U.  S.  400,  418;  Cast  Realty  Co.  v.  Schneider  Granite  Co., 
240  U.  S.  55)  ;  but  clearly  they  are  not  in  point.  The  Fifth  Amendment  has  no 
equal  protection  clause ;  and  the  only  rule  of  uniformity  prescribed  with  respect 
to  duties,  imposts,  and  excises  laid  by  Ck)ngress  is  the  territorial  uniformity 
required  by  Article  I,  section  8. — Pollock  v.  Farmers'  Loan  d  Trust  Co.  (157 
U.  S.  429,  557)  ;  Knotclton  v.  Moore  (178  U.  S.  41,  98, 106)  ;  Flint  v.  Stone  Tracy 
Co.  (220  U.  S.  107,  150)  ;  Billinf/H  v.  VnUed  States  (232  U.  S.  261,  282) ;  Brush- 
ahcr  V.  Inion  Pacific  R.  R.  (240  U.  S.  1,  24).  Thjit  the  statute  under  consid- 
eration operates  with  territorial  uniformity  is  obvious  and  not  questioned. 

Appellant  cites  Looney  v.  Crane  Co.  (245  U.  S.  178,  188),  and  InterwUional 
Paper  Co.  v.  Massachusetts  (246  U.  S.  135,  145),  but  these  cases  also  are  inap- 
plicable, being  based  UT)on  the  due  process  clause  of  the  Fourteenth  Amendment, 
with  which  State  taxing  laws  were  held  in  conflict  because  they  had  the  effect 
of  imposing  taxes  on  the  property  of  foreign  corporations  located  and  used  be- 
yond the  jurisdiction  of  the  taxing  State.    There  is  no  such  infirmity  here. 

Nor  can  we  regard  the  Act — in  basing  "  invested  capital "  upon  actual  costs 
to  the  exclusion  of  higher  estimated  values — ^as  productive  of  aroltrary  dis- 
criminations raising  a  doubt  about  its  constitutionality  under  the  due  process 
clause  of  the  fifth  amendment  The  difficulty  of  adjusting  any  system  of  taxa< 
tton  so  as  to  render  it  precisely  equal  in  its  bearing  is  proverbial,  and  such 
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nicety  is  not  even  required  of  the  States  under  the  equal  protection  clause,  ' 
much  leas  of  Congress  under  the  more  general  requirement  of  due  process  of 
law  in  taxation.  Of  course,  it  will  be  understood  that  Congress  has  very  ample 
authority  U>  adjust  its  income  taxes  according  to  its  discretion  within  the 
bounds  of  geographical  uniformity.  Courts  have  no  authority  to  pass  upon  the 
propriety  of  its  measures ;  and  we  deal  with  the  present  criticism  only  for  the 
purpose  of  refuting  the  contention,  strongly  urged,  that  the  tax  Is  so  wholly 
arbitrary  as  to  amount  to  confiscation. 

The  Act  treats  all  corporations  and  partnerships  alike,  so  far  as  they  are 
similarly  circumstanced.  As  to  one  and  all,  Congress  adjusted  this  tax,  gen- 
erally speaking,  on  the  basis  of  excluding  from  its  operation  Income  to  the  extent 
of  a  specified  perc«itage  (7  to  9  per  cent.)  of  the  capital  «nployed,  but  upon 
condition  that  such  capital  be  valued  according  to  what  actually  was  embarked 
at  the  outset  or  added  thereafter,  disregarding  any  appreciati<ai  in  values. 
If  In  its  application  the  tax  in  particular  instances  may  set'm  to  bear  upon  one 
corporation  more  than  upon  another,  this  is  due  to  differences  in  their  circum- 
stances, not  to  any  uncertainty  or  want  of  generality  in  the  tests  applied. 

Minor  distinctions — such  as  those  turning  upon  the  particular  dates  of  Janu- 
ary 1,  1914,  and  March  3,  1917 — are  easily  explained,  as  we  ha\'e  seen.  The 
principal  line  of  demarcation — that  based  upon  actual  costs,  excluding  estimated 
appreciation — ^flnds  reasonable  support  upon  grounds  of  both  theory  and  prac- 
tice, in  addition  to  the  important  consideration  of  convenience  in  administra- 
tion, already  adverted  to.  There  is  a  logical  incongruity  in  entering  upon  the 
books  of  a  corporation  as  the  capital  vslue  of  property  acquired  for  perman^it 
employment  in  its  business  and  still  retained  for  that  purpose  a  sum  correspond- 
ing, not  to  its  cost,  but  to  tn  hat  probably  might  be  realized  by  sale  in  the  market. 
It  is  not  merely  that  the  market  value  has  not  been  realized  or  tested  by  sate 
made,  but  that  sale  can  not  t>e  made  without  abandoning  the  very  purpose  for 
which  the  property  is  held,  involving  a  withdrawal  from  business  so  far  as  that 
particular  property  is  concerned.  Whether  in  a  given  case  property  sliould  be 
carried  in  the  capital  account  at  market  value  rather  than  at  cost  may  be  a 
matter  of  Judgment,  depending  upon  special  circumstances  and  the  local  law. 
But  certainly  Congress,  tn  seeking  a  general  rule,  reasonably  might  adc^t  the 
cost  ba^s,  resting  upon  experience  rather  than  anticipatioo. 

In  organizing  corporations  it  is  not  unusual  to  issue  different  classes  of 
securities,  with  various  priorities  as  between  themselves,  to  represent  different 
kinds  of  contribution  to  capital.  In  exchange  for  cash,  bonds  may  be  issued ; 
for  fixed  properties,  like  plant  and  equipment,  preferred  stock  may  be  given, 
while  more  speculative  values,  like  good  will  or  patent  rights,  may  be  repre- 
sented by  conunon  stock.  In  the  present  case,  for  instance,  when  appellant 
took  the  estimated  increase  in  value  of  its  ore  lands  as  a  basis  for  increased 
capitalization  it  issued  preferred  stock  to  the  amount  of  the  former  total, 
carrying  those  lands  at  cost,  and  Issued  a  like  amount  of  common  stock  to 
r^resent  the  appi'eciation  in  their  market  value.  It  does  not  appear  that  in 
form  the  new  issues  were  thus  allocuted,  but  at  least  there  was  a  recognition 
of  a  higher  claim  In  favor  of  one  part  of  the  book  capital  than  of  the  other. 
Upon  like  grounds  it  was  not  unreasonable  for  Congress,  in  adjusting  the 
"excess-profits  tax,"  to  accord  preferential  treatment  to  capital  representing 
actual  investments  as  compared  with  capital  representing  higher  valuations 
based  upon  estimates,  however  confident  and  reiiiible,  of  what  probably  could 
be  realized  were  the  property  sold  instead  of  retained. 

From  every  point  of  view  the  tax  in  question  must  be  sustained.  We  inti- 
mate no  opinion  upon  the  effect  of  the  Act  with  respect  to  deductions  from 
cost  values  of  capital  assets  because  of  depreciation  or  the  like ;  no  question  of 
that  kind  being  here  involved. 

Judgment  affirmed. 

Mr.  Justice  McReynolds  concurs  in  the  result. 
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Held,  that  good  will  in  a  corporation  can  not  be  allowed  as  in- 
vested capital  under  a  claim  that  a  price  paid  to  stockholders  by 
certain  individuals  was  in  excess  of  corporate  book  value  of  the 
stock.  Good  will  must  be  acquired  by  direct  purcliaae;  It  can  not 
be  determined  by  a  collateral  transaction. 
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The  Committee  has  had  under  consideration  the  appeal  of  the 
M  Company  from  the  action  of  the  Income  Tax  Unit  in  denying 
an  item  of  good  will  of  10a?  dollars,  claimed  by  the  corporation  to 
have  been  purchased  with  cash  in  1911.  * 

In  1876,  A  established  a  restaurant  business  and  continued  to 
operate  the  same  as  sole  owner  until  his  death  in  February,  1901. 
After  his  death,  the  business  was  carried  on  under  the  terms  of  his 
will  by  certain  trustees.  The  trust  estate  continued  for  a  period  of 
10  years,  but  on  account  of  contracts  expiring  in  1905  and  1906 
requiring  a  renewal  for  a  period  of  10  years,  thus  extending  be- 
yond the  trust,  it  was  necessary  to  create  some  entity  capable  of 
contract.  A  corporation  with  nominal  capital  of  4a7  dollars  was 
accordingl}^  formed  and,  in  keeping  with  the  terms  of  the  will,  the 
stock  was  issued  in  the  name  of  the  trustees.  All  contracts  were 
renewed  in  the  name'of  A,  except  for  certain  business  directly  per- 
taining to  the  State  of  x,  which  business  was  contracted  m  ^he 
name  of  the  N  Company,  another  corporation  capitalized  at  4tx  dol- 
lars to  meet  statutory  requirements  of  the  State  of  Y.  It  is  the 
contention  of  the  taxpayer  that  the  business  of  the  corporation  was 
conducted  substantially  as  a  personal  service  corporation  and  that 
all  bank  accounts  Avere  continued  in  the  name  of  A. 

In  1911,  in  accordance  with  the  provisions  of  the  will,  the  trust 
terminated  and  it  was  necessary  to  make  distribution  to  the  six 
heirs.  Under  this  distribution  the  widow^  was  entitled  to  50  per 
cent  of  the  estate  and  the  balance  was  to  be  equally  divided  among 
five  children.  In  order  to  make  satisfactory  distribution,  the  trustees 
sold  the  stock  which  thev  held  for  60ir  dollars  in  cash  and  this  amount 
was  distributed  to  the  heirs  in  the  proportions  above  indicated.  It 
appears  that  the  book  value  of  the  stock  was  only  50a;  dollars  and 
in  order  to  measure  the  value  of  the  stock  by  the  cash  consideration 
that  was  paid  to  the  trustees,  there  was  set  up  an  asset  of  good  will 
in  the  amount  of  lOa?  dollars.  This  amount  was  subsequently,  in  the 
next  succeeding  five  years,  charged  off  at  2x  dollars  per  annum. 

In  submitting  the  case  for  consideration  by  this  Committee,  B, 
president  of  the  corporation,  made  affidavit  in  the  following  state- 
ment: 

*  ♦  ♦  in  other  words,  tliore  was  paid  In  cash  for  4.r  dollars  par  value  of 
M  Company  stock  (with  which  went  the  4x  dollars  par  value  N  Company 
stock),  50j?  dollars  being  the  book  value  of  the  furniture,  fixtures,  supplies, 
etc.,  and  also  IOj?  dollars  fc»r  good  will,  or  a  total  of  QOx  dollars  which  was  con- 
tributed as  follows :  B,  38% ;  C,  20% ;  D,  20% ;  E,  15% ;  F,  7%  and  the  stock 
was  distributed  accordingly. 

Of  these  purchasers,  only  B  and  D  were  beneficiaries  under  the 
will,  each  receiving  10  per  cent  of  the  estate.  Subsequent  to  consid- 
eration of  the  case  by  the  Committee  but  prior  to  the  final  approval 
by  the  Committee,  B  submitted  an  additional  affidavit  in  which  the 
statement  is  made  that — 

As  representative  of  the  corporation,  I  had  agreed  to  sell  to  myself  and 
the  other  four  individuals,  the  entire  assets  of  the  business  of  the  M  Company 
and  the  N  Company.    This  was  my  intention ;  it  was  what  we  did. 

The  matter  of  the  transfer  of  this  property  to  the  new  organization  was 
never  discusseil,  but  what  we  were  purchasing  was  minutely  understood  by 
all  of  us;  that  is  to  say,  we  were  purchasing  all  of  the  assets  of  the  business. 
No  thought  was  given  to  the  purchase  of  stock,  and  no  thought  was  given  as  to 
the  method  of  transfer. 
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This  subsequent  aiRdavit  seems  to  have  no  material  bearing  on  the 
case,  since  it  is  a  matter  of  record  that  the  corporation  known  as  the 
M  Company  was  never  liquidated.  A  corporation  can  not  sell  its 
assets  and  at  the  same  time  retain  them.  The  M  Company  is  doing 
business  to-day  under  the  charter  issued  at  date  of  organization, 
namely,  June,  1906,  and  the  same  amount  of  capital  stock  is  outstand- 
ing, namely,  4a?  dollars.  It  was,  of  course,  necessary  to  cancel  the 
certificates  of  stock  that  were  outstanding  at  the  time  of  purchase  by 
B  and  his  associates  because,  as  above  suggested,  the  certificates  had 
to  be  issued  in  diflFerent  proportions  of  ownership.  The  transaction, 
accordingly,  was  between  stockholders  and  individuals,  and,  under 
such  circumstances,  where  value  in  excess  of  corporate  book  value  is 
the  consideration  for  the  acquisition  of  stock,  the  exchange  value 
does  not  measure  the  value  of  assets  of  the  corporation.  It  is  ad- 
mitted by  the  taxpayer  that  the  10.r  dollars  in  cash,  in  excess*  of  the 
book  value  of  the  assets  and  forming  a  part  of  the  cash  considera- 
tion of  60^  dollars  was  never  paid  in  to  the  corporation  but  went  to  the 
trustees  of  the  A  estate  and  was  distributed  to  the  beneficiaries  under 
the  will.    Hence,  to  include  this  10a?  dollars  in  the  assets  of  M  Com- 

Eanv,  through  a  credit  to  the  surplus  account  of  the  company,  would 
B  the  recognition  of  appreciation  based  on  going  concern  value. 
The  earnings  of  the  business  of  the  M  Company  undoubtedly  jus- 
tify establishing  good  will,  but  good  will  can  only  be  set  up  on  the 
books  of  a  corporation  and  considered  as  invested  capital  for  tax  pur- 
poses when  acquired  by  direct  purchase.  Article  67  of  Regulations 
41  reads: 

If  good  will  ♦  ♦  ♦  of  a  corporation  or  partnership  ♦  ♦  ♦  has  been 
purchased  with  stock  or  shares  Issued  prior  to  March  3,  1917,  the  amount  that 
may  be  Included  In  invested  capital  must  not  exceed : 

(a)  20%  of  the  par  value  of  the  total  stock  or  shares  outstanding  on 
that  date,  nor  (b)  the  actual  value  of  the  asset  at  the  date  acquired,  nor  (c)  the 
par  value  of  the  stock  issued  in  payment  for  the  asset. 

Article  60  reads : 

Good  will  and  other  similar  intangible  assets  purchased  with  cash  or  tangible 
property  must  be  taken  at  a  value  not  in  excess  of  the  cash  or  actual  cash 
value  of  the  tangible  property  8i)ecifically  paid  therefor. 

These  articles  do  not  contemplate  a  value  measured  by  a  collateral 
transaction,  and  while,  as  above  stated,  this  corporation  has  undoubt- 
edly earned  a  good  will  value,  there  is  no  provision  in  the  law  for  its 
inclusion  in  invested  capital,  except  by  purchase  direct  by  the  cor- 
poration  or  partnershii>  Appreciation  arising  from  going  concern 
value  is  not  recognized  in  the  Revenue  Acts  of  1917  and  1918  for  in- 
vested capital  purposes.  The  taxpayer  has  made  reference  in  his 
contention  to  this  Committee's  Memorandum  21  wherein  it  is  said : 

If,  upon  the  sale  of  the  capital  assets  of  a  coi-poration  to  another  corporation 
shares  of  stock  are  surrendered  by  the  old  stockholders  to  the  vendee  corporation, 
the  nature  of  the  transaction  is  not  changed  from  one  of  the  sale  by  the  corpora- 
tion to  one  of  sale  of  stock  by  the  stockholders. 

In  this  transaction  there  was  a  sale  of  assets  by  several  incorporated 
companies  to  another  incorporated  company,  and  as  an  incident  of  the 
transfer  of  the  assets  aU  of  the  stock  of  said  companies  was  to  be 
transferred  and  delivered  at  the  time  the  sale  and  purchase  was 
finally  consummated.  Accordingly,  this  was  not  a  transaction  be- 
tween individuals. 
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The  Committee  finds  no  basis  on  which  to  establish  a  precedent  by 
ignoring  the  corporate  entity  of  the  M  Company  and  is  accordingly 
of  the  opinion  that  the  taxpayer's  claim  for  £Ood  will  of  IOj:?  dollars, 
measured  by  a  transaction  in  the  sale  of  stock  of  the  corporation,  by 
the  stockholders  to  individuals,  can  not  be  sustained  under  the  Revo-  A 
nue  Acts  of  1917  or  1918.  ^ 
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stock. 

RSVRNUB   ACT  OP  1917. 

The  Committee  has  had  under  .consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  m  denying  to 
the  taxpayer  an  invested  capital  as  of  January  1,  1913,  based  upon 
an  appraisal  of  the  taxpayer's  property  as  of  January  1,  1917. 

It  appears  that  the  busLi>ess  which  is  now  carriea  on  by  tlie  M 
Company  was  organized  by  A  in  the  year  1880«  From  that  time 
until  January  1,  1913.,  he  carried  on  the  business  as  an  individual 
and  was  successful  in  building  up  a  large  business.  During  all  this 
period,  it  is  said  that  A  kept  practically  no  accounts  beyond  a  few 
memoranda  principally  for  the  purpose  of  showing  his  current 
earnings  from  time  to  time.  In  the  fall  of  1912  he  decided  to  in- 
corporate the  business,  and  as  he  was  not  de])endent  upon  credit,  he 
thought  a  corporation  with  a  capital  of  6x  dollars  would  answer  his 
purpose.  Therefore  on  January  1, 1913,  he  turned  over  all  the  assets 
of  the  business  to  the  new  corporation,  including  cash  and  cash  assets 
tot.alling  2x  dollars,  and  machinery,  fixtures,  plant,  and  equipment 
valued,  for  the  purpose  of  giving  to  the  capital  stock  a  book  value 
equal  to  the  par  value  thereof,  at  an  arbitary  figune  of  3a?  dollars. 
In  return  he  received  all  the  capital  stock  of  the  corporation. 

After  its  incorporation  few  changes  were  made  in  the  method  of 
keeping  the  books  of  the  company;  and  when  early  in  1917  it  was 
discovei'ed  by  the  attorneys  of  the  company  that  it  was  practically 
impossible  to  get  from  such  books  the  necessary  information  for 
the  proper  preparation  of  income  tax  returns  and  also  for  the  pur- 
pose of  determining  the  amount  of  assets  for  insurance  purposes,  a 
thoix>ugh  and  complete  inventory  and  valuation  wore  made  and 
certified  to  by  the  N  Appraisal  Company,  which  showed  the  valuation 
of  the  plant  as  of  the  date  of  January  1, 1917,  in  the  sum  of  8x  dollars. 

Following  this  appraisal  another  firm  of  certified  public  account- 
ants was  engaged  ti>  make  an  examination  of  the  books  of  the  cosn- 
pany  from  the  time  of  its  incorporation  and  to  restate  the  company's 
accounts  as  of  January  1,  1917,  using  for  the  valuation  of  the  plant 
and  equipment  the  iigures  as  determined  by  the  inventory  and 
appraisal. 

When  it  became  necessary  in  the  early  part  of  1918  to  make  up  ^ 
the  excess  pix)fits  tax  return  of  the  company  for  the  year  1917,  the  B 
N  Appraisal  Company  was  again  engaged  to  value  the  plant,  this 
time  as  of  January  1,  1913,  at  which  time  the  ctanpany  took  it  over. 
This  valuation  was  arrived  at  by  deducting  from  the  plant  valua- 
tion as  of  January  1,  1917,  the  additions  to  equipment  which  had 
been  acquired  after  January  1,  1913^  allowing  for  depreciation  and 
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other  adjustmeots  to  value.  This  computation  showed  a  valuation 
of  the  plant  as  of  January  1,  1913,  in  the  sum  of  ^x  dollars,  which 
amount  was  Zx  dollars  more  than  the  nominal  sum  at  which  the 
plant  had  been  valued  at  the  date  of  incorporation;  and  this  is  the 
value  which  the  taxpayer  desires  to  include  in  its  excess  profits  tax 
return  for  the  year  1917  for  the  purpose  of  determining  its  invested 
capital . 

In  their  argument  for  the  inclusion  of  this  amount  in  the  invested 
capital  of  the  taxpayer,  its  attorneys  rely  upon  article  63  of  Begu- 
lations  41,  and  upon  Recommendation  161  of  this  Committee,  which 
was  based  upon  the  regulations  above  referred  to. 

Article  63  of  Regulations  41  is  as  follows : 

Where  It  can  be  shown  by  eyidence  satisfactory  to  tbe  GommlBBioner  of 
Internal  Revenue  that  tangible  property  has  been  conveyed  to  a  corporation 
or  partnership  by  gift  or  at  a  value,  accurately  ascertainable  or  definitely 
known  as  at  the  date  of  conveyance,  clearly  and  substantially  in  excess  of  the 
cash  or  the  par  value  of  the  stock  or  shares  paid  therefor,  then  the  amount  of 
the  excess  shaU  be  deemed  to  be  paid-in  surplus.  The  adopted  value  shall  not 
cover  mineral  deposits  or  other  properties  discovered  or  developed  after  the 
date  of  conveyance,  but  shall  be  confined  to  the  value  accurately  ascertainable 
or  definitely  known  at  that  time. 

Evidence  tending  to  support  a  claim  for  a  paid-in  surplus  under  these  circum- 
stances must  be  as  of  the  date  of  conveyance,  and  may  consist,  among  other 
things,  of  (1)  an  appraisal  of  tbe  proiterty  by  disinterested  authorities,  (2) 
the  assessed  value  in  the  case  of  real  estate,  and  (3)  the  market  price  in  excess 
of  the  par  value  of  the  stock  or  shares. 

This  Committee's  Recommendation  161  (C  B.  3,  p.  345)  was  con- 
cerned with  a  claim  for  paid-in  surplus  on  account  of  the  excess 
value  of  properties  in  1911,  and  in  that  case  the  Committee  recom- 
mended the  allowance  of  such  excess  valuation  as  invested  capital; 
but  the  facts  therein  were  quite  different  from  those  now  under  con- 
sideration. 

In  that  recommendation  the  Committee  held  that  in  order  to  estab- 
lish such  excess  valuation,  it  was  not  necessary  that  the  appraisal 
should  have  been  made  upon  the  exact  date  on  which  the  tangible 
property  had  been  conveyed  to  the  corporation;  but  only  that  the 
appraisal  must  have  been  made  "  a^  of  that  date ;  that  is  to  say,  in 
the  \i*^\i  only  of  knowled<:jje  or  facts  ascei-tainable  on  that  date  and 
not  in  the  light  of  subsequent  happenings/' 

The  tangible  property,  the  value  of  which  was  then  under  consid- 
eration, was  real  estate  and  buildings,  and  the  Committee  held  that 
inasmuch  as  the  evidence  was  of  such  character  that  these  values 
could  be  ascertained  from  all  the  surrounding  facts  at  that  time  with 
an  accuracy  amounting  almost  to  a  certainty,  therefore,  the  taxpayer 
was  entitled  to  include  that  excess  value  in  his  invested  capital,  since 
the  value,  clearly  and  substantially  in  excess  of  the  par  value  of  the 
stock  or  shares  paid  therefor,  was  iiccurately  ascertainable  or  defi- 
nitely known  as  at  the  date  of  conveyance.  It  must  be  remembered 
that  the  Bureau  was  here  dealing  with  real  estate  and  buildings  and 
that  the  appraisal  was  made  within  two  years  of  the  date  of  valua- 
tion. 

In  the  instant  case  the  Bureau  is  asked  to  accept  not  an  appraisal 
as  of  January  1,  1913,  but  an  estimated  fi^re  i*esulting  from  a  com- 
putation which  was  based  upon  an  appraisal  made  as  of  January  1, 
1917,  or  four  years  later;  and  this  so-called  appraisal  is  not  merely 
a  valuation  of  real  estate  and  buildings,  the  value  of  which  might  be 
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definitely  ascertained  even  after  so  long  a  lapse  of  time,  but  of  ma- 
chinery and  equipment,  by  an  entirely  empirical  process  of  adjusting 
valuations  obtained  four  years  later;  so  that  it  can  not  be  asserted 
or  successfully  maintained  that  the  valuation  as  of  January  1,  1913, 
was  made  "  in  the  light  only  of  Imowledge  or  facts  ascertainable  on 
that  date  and  not  in  the  light  of  subsequent  happenings." 

The  appraisers  and  the  accountants  were  without  doubt  justified, 
for  commercial  purposes,  in  establishing  the  valuations  and  recasting 
the  books  as  of  January  1,  1913,  by  the  oest  method  at  their  disposal, 
which  may  have  been  the  one  employed ;  but  the  Committee  does  not 
believe  that  either  the  appraisers  or  the  accountants  would  certify  to 
the  rigorous  accuracy  of  such  a  valuation  or  of  accounts  established 
upon  such  a  basis  without  qualification  which  would  render  the 
valuation  and  accounts  worthless  for  the  purpose  of  computation  of 
invested  capital. 

As  a  matter  of  fact,  the  taxpayer  himself  admits  the  unreliablity 
of  valuations  so  arrived  at  when  he  says  in  his  brief  that — . 

Uslug  the  valuation  of  the  plant  as  of  January  1,  1913,  as  shown  by  the  ap- 
praisal, adding  to  that  value  the  additions  to  the  plant  between  January  1,  1913, 
and  January  1, 1917,  and  deducting  the  depreciation  charged  off  during  the  same 
period, 

the  plant  had  a  valuation  on  January  1,  1917,  as  shown  by  the  books 
of  the  corporation,  in  the  sum  of  Tj*  dollars,  as  against  the  appraisal 
value  at  the  same  date  of  8a?  dollars ;  and  the  taxpayer  says,  further, 
that— 

Inasmuch  as  the  books  of  the  company  had  been  restated  by  the  accountants 
on  the  basis  of  the  appralsment  of  January  1, 1917,  it  was  evident  that  the  item 
of  plant  had  been  entered  on  the  books  at  x  dollars  in  excess  of  the  proper 
figures  for  investe<l  capital. 

and  accordingly  in  making  up  the  company's  return  this  excess 
amount  was  deducted  from  the  invested  capital  appearing  on  the 
company's  books ;  but  while  this  tends  to  demonstrate  the  good  faith 
of  the  taxpayer  in  making  its  claim,  it  shows  conclusively  the  unre- 
liability of  tne  figures  obtained  by  any  such  methods. 

Therefore,  the  Committee  recommends  that  the  claim  of  the  tax- 
payer for  ijivested  capital  on  January  1,  1913,  based  upon  adjust- 
ments of  an  appraisal  made  as  of  January  1, 1917,  be  denied,  and  that 
the  action  of  the  Unit  in  disallowing  such  claim  be  sustained. 


Section  326,  Article  836:  Tangible  property  7-21-1457 

paid  in ;  value  in  excess  of  par  value  of  stock.  O.  D.  813 

The  M  Company  was  organized  subsequent  to  1919.  Soon  there- 
after it  acquired  all  the  capital  stock  of  the  N  Company  by  issuing 
to  the  stockholders  of  the  N  Company  its  own  stock  in  an  amount 
equal  to  the  par  value  of  their  shares  of  stock.  The  M  Company 
thereupon  by  merger  absorbed  the  N  Company  and  became  the  owner 
of  all  the  property  of  the  N  Company,  which  consisted  of  real  estate, 
buildings,  machinery  and  equipment,  stock  on  hand,  and  work  in 
process.  This  property  had  been  purchased  by  the  N  Company  in 
the  same  year  at  a  bargain,  as  shown  by  an  appraisal  made  of  the 
property  about  the  time  it  was  taken  over  by  the  M  Company, 
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Held,  that  the  company  could  not  include  in  its  invested  capital 
as  paid-in  surplus  the  excess  of  the  value  of  the  property  over  the 
purchase  price  paid  therefor.  Any  excess  resulted  from  a  success- 
ful bargain  and  is  not  paid-in  surplus.  Paid-in  surplus  as  used  in 
section  326  of ^  the  Revenue  Act  of  1918  does  not  mean  the  excess 
value  of  propertv  purchased  in  a  bona  fide  sale  over  the  purchase 
price  thereoT.  To  constitute  paid-in  surplus  of  a  corporation  there 
must,  in  effect,  be  a  gift  to  the  corporation. 


Sectiok  326,  Article  838 :  Surplus  and  undivided  22-21-1667 

profits ;  earned  surplus.  A.  R.  R.  517 

(Also  Section  203,  Article  1582.) 

REVENUE  ACT  OF  1917. 

Recommended,  in  the  appeal  of  the  M  Company,  that  a  mining 
corporation,  in  computing  its  invested  capital  for  the  purpose  of 
tlie  war  excess  profits  tax,  be  required  to  reduce  its  earned  sur- 
plus by  the  amount  of  its  sustained  depletion  to  the  beginning  of 
the  year  for  which  the  tax  is  computed ;  and,  under  normal  condi- 
tions, to  Inventory  its  metals  on  hand  and  not  sold  at  the  close  of 
Its  annual  accounting  period,  at  cost  or  cost  or  market,  whichever 
is  lower. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  m  holding  that 
the  surplus  earnings  of  the  taxpayer  at  the  beginning  of  the  taxable 
year  1917,  amounting  to  16^0?  dollars,  which  the  company  claimed  as 
a  part  of  its  invested  capital  for  the  taxable  year,  and  which  repre- 
flanted  the  undistributed  accumulations  of  mining  and  incidental 
profits  during  several  years,  are  overstated  to  the  extent  of  d^x  dol- 
Ifirs ;  and  from  the  expressed  purpose  of  the  Unit  to  revise  the  valua- 
tion of  the  taxpayer's  inventory  of  metals  on  hand  at  the  beginning 
of  the  year  1917. 

The  questions  involved  being  wholly  ones  of  law,  the  case  was  re- 
ferred to  the  Solicitor  of  Internal  Revenue  for  his  consideration,  and 
his  conclusions  are  quoted  below : 

You  present  for  consideration  the  questions  whether  the  M  Ck)mpany  is  re- 
quired, in  computing  its  invested  capital  for  the  purpose  of  the  war  excess 
profits  tax  Imposed  by  the  Revenue  Act  of  1937,  to  reduce  th6  amount  of  its 
earned  surplus  by  the  amount  of  any  sustained  depletion  to  the  beginning  of  the 
year  for  which  the  tax  is  computed,  and  whether  it  is  permitted  to  inventory 
metals  on  hand  at  the  date  of  the  inventory,  and  not  sold,  at  the  selling  price. 

Section  207  of  the  Revenue  Act  of  1917  provides  in  part  that : 

As  used  in  this  title  "  invested  capital "  does  not  include  stocks,  bonds  (other 
than  obligations  of  the  United  States),  or  other  assets,  the  income  from  which 
is  not  subject  to  the  tax  imposed  by  this  title  nor  money  or  other  property  bor- 
rowed, and  means,  subject  to  the  above  limitations : 

(a)  In  the  case  of  a  corporation  or  partnership:  (1)  Actual  cash  paid  in, 
(2)  the  actual  cash  value  of  tangible  property  paid  in  other  than  cash  for 
.stock  or  shares  in  such  corporation  or  partnership  at  the  time  of  such  pay- 
ment (but  in  case  such  tangible  property  was  paid  in  prior  to  January  first, 
nineteen  hundred  and  fourteen,  the  actual  cash  value  of  such  property  as  of 
January  first,  nineteen  hundred  and  fourteen,  but  in  no  case  to  exceed  the  par 
value  of  the  original  stock  or  shares  specifically  issued  therefor),  and  (3) 
paid  in  or  earned  surplus  and  undivided  profits  used  or  employed  in  the  busi- 
ness, exclusive  of  undivided  profits  earned  during  the  taxable  year:    ♦    ♦    ♦ 
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Beotion  1«  of  tt)«  IRei^noe  Act  of  2^18,  as  nigodod  ^  «eoti«i  120B  «r  the 
fieresoe  Act  ttf  £917,  protides: 

<«)  Th«t  tkeve  iSta«  be  lefled,  asseued,  ocdtectod,  and  paid  JumuJiF  opon 
die  total  net  income  received  in  tbe  preeediag  eaJendar  year  from  ail  «etiroBB 
bj  every  <^ori)oral;iou  *  «  «  organized  in  the  United  i^tates,  oo  matter 
how  created  or  organised,  •  •  ♦  a  tax  of  two  per  centom  upon  sacfh  In- 
come^ and  a  lifce  tax  ifliall  t>e  lerled,  amesfled,  colJected,  and  paid  annually 
upon  the  t^tal  let  teoome    *    *    *. 

Section  13(d)  of  the  Revenue  Act  «f  1916,  ATfelcfc  wa«  not  modified  by  die 
Revenue  Act  of  1917,  provideig  that: 

A  corporation,  Joint-stock  company  or  association,  or  insurance  company, 
keeplfig  Miocounts  upon  any  basis  otber  thtin  that  of  actual  i^c^pts  and  diabwe 
menta,  oaleas  such  other  basis  does  not  clearly  reflect  Us  Income,  may,  aubject 
to  regulations  made  by  the  Commissioner  of  Internal  Revenue,  with  the  ap- 
proval of  the  Secretary  of  the  Treasury,  make  its  return  upon  the  baais  Tipon 
which  its  accounts  are  kept,  in  which  case  the  tax  shall  be  computed  upon  its 
Income  £U3  so  returned. 

The  X  jnlne  was  discovered  prior  to  1883.  The  N  comtpa^y  was  organized 
with  a  capitaiiiiatiflB  of  Sm  dollars  to  develap  aod  operate  tbe  onine.  In  1886 
additional  ca|ittiU  wsls  p«t  Into  the  deretopnent  «f  the  tBlne  and  from  that 
time  it  haa  pro^^ed  Immenseiy  prcyfltable,  in  1889  tbe  proflts,  witbout  allowing 
for  depletion,  amounting  to  approximately  4jd  dollars  In  1900,  the  M  Company 
acquired,  l^ra«isti  pnrebaae,  tbe  aoines  aad  waarkM  of  tbe  N  Ooimpaay ;  also  the 
entire  issue  of  the  stocks  and  bonds  of  the  O  Company ;  also  all  of  tbe  teal  and 
peraonal  pnoperty  of  the  N  Ooiaq^aiiy,  comprifiiQg  lands,  mimteg  dains*  baild- 
taea,  autcbiBery,  toelii,  •re  an  duaaps  and  kx  tbe  work»,  and  s^^les  and  atoraB 
or  aU  MBdfi;  ateo  tbe  rlgbt  to  receive  wbat  was  paid  in  tbe  ^stributiiw  -of  tbe 
xemaininc  aaaets  of  the  N  CarperatioB  in  ^SsmMAoau 

Tbe  oonskkeratlon  paid  fa^y  tbe  M  Oasipaay  for  Ibe  above  ^operty  waa  <a) 
tbe  tssne  and  delivery  of  its  capital  atodE  conalstlttg  <rf  y  ahares,  par  vaime  ^ 
.$K>  per  share,  <b)  &r  <Mlars  of  ita  ineome  bonds  in  excbanee  f4X  tbe  transfer 
of  Jf  doUars  «f  tite  cash  assets  of  tbe  N  Oaivoratiion,  and  (c)  tbe  a8siuaptiait,(0f 
all  ooDtracts,  debts,  and  obiigatlans  <if  tbe  N  Oorpocatiofi,  aaouitlag;  as  sbown 
by  the  accounts,  to  1/7j?  dollars. 

Upon  the  evMeace  filed  the  Ineoaae  Tbx  Unit  «Lllo««d  tiie  BC  OamiMUBy  a  paid- 
in  surpbas  as  of  Ibe  date  <rf  its  organtsatian  in  1900  of  23i4r  dollars,  giviag  it  an 
invested  capital  of  26^0?  dollars.  At  the  beginning  of  tbe  taxable  year  1917  tbe 
cosnpaiiy  liad  on  band  aoiplas  etimlneB  to  the  amovnt  of  16ic  doiiars.  In  its 
return  tar  tbe  year  1917  tbe  eonpany  deducted  from  its  inv^ested  capital  tbae 
nam  of  tix  dollars,  betng  tbe  amount  of  the  dedactioos  for  liepietion  allowed  ft 
lEDder  tbe  Act  of  October  3;  t913,  aad  tbe  Act  of  Sef^tember  8,  191«.  Tbe  Bn- 
rean  datnis  that  tbe  aiaount  of  tbe  dedactloiis  sboald  be  Increased  by  ^f  dsi- 
lars,  making  a  total  dedtectioD  of  lldP  dtdlara,  tbe  amoant  of  the  snatained  dleple- 
tion  from  the  date  of  tite  aoqui^tlon  of  the  proi>erty  to  1917,  based  upon  the 
original  capital  investm/^it  valne  of  2^ar  dollara 

At  the  <4ose  of  the  year  I9I7  tbe  M  Companr  bard  on  band  some  20z  poonds 
of  metals  produced  during  that  year,  which  tt  vaiaed  on  a  basis  of  eos^  of  pna- 
duction.  At  the  close  of  the  year  1916  the  company  had  on  hand  some  14af 
pounds  of  metals  ready  for  ^ale,  some  of  whicli  had  already  been  sold  for  fu- 
ture delivery,  and  following  Ibe  method,  which  it  alle^res  k  had  consistently  fol- 
lowed stnoe  1902,  It  valned  all  soeh  metals  In  its  clodns  inventory  for  the  year 
1^16  at  the  prices  actually  obtained  for  the  metals  sold  <  about  40  per  cent  of 
tbe  whole),  and  the  prices  which,  it  was  estimated,  could  be  counted  upon  for 
tbe  remainder  of  such  m^;als,  less  the  cost  of  marketing. 

In  making  tts  retom  tor  1917  the  company  protested  a.^inst  being  rsqalred 
to  value  at  cost  its  inventory  of  bullion  and  contended  that  It  should  be  allowed 
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to  continue  Its  long  established  accounting  method  and  value  Its  inventory  of 
■ietalA  em  hand  at  the  end  of  the  year  1917  xm  ithe  basis  of  Gie  value  to  a  goli^ 
emoem,  to  wit,  ut  ixpevailise:  selling  fotcses. 

The  ^faestlons  pi«e8eh<ted  wiU  'B«  ^ansHtereA  ian  ^&te  ^onfter  in  iR<liiCii  tiiey  wsue 
c^tated. 

Article  42  -of  SegxdatiaBfl  41,  relative  to  i«ar  excess  profits  tax  in^osed  by  the 
fie«(^sBue  A«t  itf  I^IZ,  provides: 

The  terra  "  invested  capital  *•  as  used  in  the  excess  Tiwjfits  tax  law  means 
the  invested  capital  of  ttie  present  owner.  The  1>as:s,  or  •statHTrg  point,  in 
tJie  compirtation  of  invested  cai^tal  is  found  fn  the  amount  of  cash  -and  otiher 
property  paid  in,  the  erriginal  Tahies  of  sue*  other  property  being  deterrained 
In  accordance  with  the  rules  laid  down  in  these  regulations.  But  the  compu- 
tation does  not  stop  with  such  original  entries  or  amounts;  it  imist  talw 
properly  Ixto  account  the  soi^plqss  and  nndi^nided  proEflta.  in  tiie  coB^i^^ition 
«tf  isiuidius  4iiHl  iHidiv4ded  ^H)&ts,  liowev^  fuU  recognition  must  ifirst  be 
^ven  to  exi)enses  incurred  and  losses  sustained  from  the  oHginal  organization 
of  the  business  concern  down  to  t^e  tiixaWe  year,  tncludtng  -among  such 
expenses  and  losses  a  reasonrfWe  "allowance  fw  depletlea,  dei^reclatifm,  «€r 
Qibsolesoeiice  Of  property  «rl#Bfl!lly  -ao^Dirad  for  caab.  or  for  stock  -or  shaaxs 
«r  in  anF  -other  iaanimesr.    *    '^    \ 

Article  -64  c^  ftegmlat^ns  41  perovlAeB  that: 

Where  through  failnre  to  provide  for  dep1et?ioii,  '#«precia*tion,  obsoieacenoe, 
«r  otber  expenses  or  losses,  «*  wAtai^  tier  9m^  i»ther  canse  or  reason  the  ho9kM 
«f  accoant  «f  t^  iMTLfuiyea:  do  mot  shew  tiba  true  paid-in  or  earned  sturplus  and 
undivided  jkrofits,  in  the  computation  of  invested  capital  such  adjustments 
shall  be  made  as  are  necessary  to  arrive  at  a  statement  of  the  correct  amount. 

*  «  «  ^  -*  #  w 

(5)  The  taxpayer  shall  also  ^ow  "ftiat  ttdeqnate  provision  has  l)een  made 
for  fhe  deplethm,  depreciation,  -or  -flfesoleseence  ^  «iich  of  the  assets  so 
«oqtiiT«d  88  are,  noder  the  nalixtgs  «tf  ^e  tflepaTtment,  sublect  to  reco^staed 


ite^UrtioBS  45  (1920  edjltioii),  ^anstnotqg  4te  vary  sinzilar  prmisioiL  of  the 
Itevenue  Aet  of  2918,  firsflpMe  (naticle  '8S8) : 

Only  true  earned  surplus  and  undivided  profits  can  l5e  Included  in  the 
vomimtfftion  of  invested  capital,  and  if  f<er  asy  a««s«B  the  hooks  <do  not  ^M>pei4y 
reflect  the  true  surplus  such  adjustments  must  be  made  as  are  necessary  Jfl 
order  t%  arrive  at  the  correct  amount.  In  the  con^)utatlon  of  earned  sui-jUus 
and  undivided  profits  full  recognition  must  first  be  given  to  all  expenses 
incurred  and  losses  sustained  from  the  orighial  cwT^aTilBatlon  f)f  the  corpora- 
ticn  down  to  the  tasailsle  y-eai:,  tnc^iding  -among  soch  -expenses  and  losses 
HBBSonafeae  alikywaaoes  for  depre^^tioBi,  «^90lesoenoe,  «r  depletion  of  property 
< irrespective  of  the  manner  in  which  such  property  was  originally  acquired), 
-and  for  the  amortization  of  any  discount  on  its  bonds.  There  can,  of  course, 
be  no  earned  surplus  or  nndivided  profits  until  any  deficit  or  impairment  of 
pafd-ln  <*apital  ^due  to  deple(tl«si,  defpFeciatian,  eacpense,  ikosses,  or  a«y  aOufr 
cause  itas  been  made  ^good.    *    *    *. 

Article  «S9  of  BegiQlatiaitis  45  <  3:920  «d£tloB)  torther  ptovides  £hat:: 

Depletion,  lite  detweciation,  must  be  recognlaed  to  -aH  cases  to  which  % 
occurs.  Dep^et^cm  attaches  to  -each  isnit  of  nilnecai  ^gr  oUar  "property  rono'Vied, 
auBd  the  deaiai  of  a  deduction  in  compating  net  income  under  the  Act  of  August 
-5,  19G6,  or  tlie  linditiition  n^n  the  amount  of  the  ^dednction  allowed  oinder  the 
Act  of  October  3, 1913,  does  not  relieve  the  corporation  of  its  obligation  to  make 
proper  provi^on  for  4epletien  4>f  its  property  ha  confuting  its  surplus  and 
vndivided  ^ofits.    ^    *    *. 

This  article  is  equally  applicable  under  ttie  Act  of  1©17. 

Tt  is  contrtided  by  the  taxpayer  that,  owing  to  ftie  peci^ar  •chaTAct€?r  of 
mining  properties,  there  is  no  depletion  so  long  as  ''^scov-ery  and  developmewt 
outnm  depletion,''  and  that  imy  actual  prior  depletion  is  taken  care  of  by  the 
ikrovlsien  for  the  valuation  of  taniz^ble  proi)erty  paid  in  as  of  January  1,  1914. 

The  peciiii>ar  chainc^ier  of  miaiiog  property  was  wall  stated  in  8ira4ion*s 
Independence  v.  Howhert,  231  U.  S.  399,  413,  as  follows : 
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The  peculiar  chanicUT  of  mining  property  is  sufficiently  obrlons.  Prior  to 
development  it  may  present  to  the  naked  eye  a  mere  tract  of  land  with  barren 
surface,  and  of  no  practical  value  except  for  what  may  be  found  beneath. 
Then  follow  excavation,  discovery,  development,  extraction  of  ores,  resulting 
eventually,  if  the  process  be  thorough,  in  tlie  complete  exhaustion  of  the  min- 
eral contents  so  far  as  they  are  worth  removing.  Theoretically,  and  according 
to  the  argument,  the  entire  value  of  the  mine,  as  ultimately  developed,  existed 
from  the  beginning.  Practically,  however,  and  from  the  commercial  stand- 
point, the  value — that  Is,  the  exchangeable  or  market  value — depends  upon 
dilterent  considerations.  Beginning  with  little,  when  the  existence,  character, 
and  extent  of  the  ore  deposits  are  problematical,  it  may  increase  steadily  or 
rapidly  so  long  as  discovery  and  development  outrun  depletion,  and  the  wiping 
out  of  the  value  by  the  practical  exhaustion  of  the  mine  may  be  deferred  for  a 
long  term  of  years. 

This  statement  contains  the  answer  to  the  contention  of  the  taxpayer.  The 
reason  that  in  the  case  of  mines  the  Supreme  Court  has  consistently  h^d  that 
no  deduction  for  depletion  or  depreciation  in  computing  net  Income  can  be 
allowed,  in  the  absence  of  statutory  authority,  is  that  by  reason  of  the  fact 
that  discovery  and  development  may  outrun  depletion  there  is  not  necessarily 
any  actual  decrease  In  the  value  of  the  taxpayer's  property,  and,  therefore,  the 
entire  net  receipts  may  well  be  considered  income.  The  rule  is  not  new  but 
has  come  down  to  us  from  the  common  law  of  England.  This,  however,  does 
not  negative  the  fact  that  the  removal  of  each  ton  of  ore  dejiletes  pro  tanto  the 
ore  originally  kno^vn  to  exist  in  the  mine  and  which  was  originally  valued.  The 
maintenance  or  increase  of  the  original  value  Is  solely  due  to  the  fact  that  the 
loss  of  value  through  depletion  is  equalled  or  exceeded  by  the  appreciation  in 
value  through  discovery  or  development.  To  treat  the  entire  net  income  as 
earnings  and  as  constituting  earned  surplus  in  the  succeeding  year  when  not 
distributed  by  the  company  would,  therefore,  to  the  extent  of  the  depletion 
actually  sustained  during  the  year,  be  to  permit  the  Inclusion  of  appreciation  in 
the  value  of  the  mine,  by  reason  of  development  and  discovery,  in  Invested  cj^pl- 
tal,  a  thing  which  Is  not  contemplated  by  the  statute  nor  permitted  by  the  re^ila- 
tions.  This  was  clearly  pointed  out  in  Tax  Reviewer's  Memorandum  of  Jan- 
uary 29,  1919,  approved  and  followed  In  Law  Opinion  753  (not  published  In  the 
Bulletin  service). 

While  the  provision  in  section  207(a)  for  the  inclusion  in  invested  capital 
of  the  actual  cash  value  as  of  January  1,  1914,  of  tangible  property  paid  In 
prior  to  that  date  permits  the  Inclusion  of  appreciation  up  to  the  par  value  of 
the  capital  stock  for  which  such  property  was  paid  In  (see  article  55,  Regu- 
lations 41),  it  clearly  contemplates  that  In  valuing  the  pi-operty  as  of  that 
date  any  depletion  or  depreciation  shall  have  been  made  up  out  of  eaniings.  and, 
therefore,  such  a  valuation  does  not  Involve  a  second  deduction  for  depletion. 

Regulations  33,  revised,  construing  the  Revenue  Act  of  1916  as  amended  by 
the  Revenue  Act  of  1917,  contains  no  provision  relating  to  inventories  of  min- 
ing companies,  but  article  91  governing  Inventories  by  manufacturing  corpora- 
tions, to  which  mining  companies  are  closely  analagous,  provides  that : 

Gross  income  for  the  purpose  of  returns  of  manufacturing  companies  shall 
consist  of  the  total  sales  plus  the  inventory  at  the  end  of  tlie  year  less  the 
(sum  of  the  cost  of  goods  or  materials  purchased  during  the  year  and  the  in- 
ventory at  the  beginning  of  the  year.  Instructions  as  to  how  inventories  shall 
l>e  taken  will  be  included  in  s])ecial  regulations  to  be  furnishe<l  upon  applica- 
tion to  the  collector  of  internal  revenue    ♦     ♦     *. 

The  special  regulations  referred  to  are  contained  in  Treasury  Decision  2609, 

which  provides  in  part  as  follows : 

(1)  For  the  purposes  of  income  and  excess  profits  tax  returns,  inventories 
of  merchandise,  etc.,  and  of  securities  will  be  subject  to  the  following  rules : 

A.  Inventories  of  supplies,  raw  materials,  work  in  process  of  production,  and 
msold  merchandise  must  be  taken  either  (a)  at  cost  or  (b)  at  cost  or  market 


• 


• 


♦ 
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price,  whichever  is  lower,  provided  that  the  method  adopted  must  he  adhered 
to  in  subsequent  years,  unless  another  be  authorized  by  the  Commissioner  of 
Internal  Revenue. 

The  regulations  relating  to  inventories  under  the  Revenue  Act  of  1918  (Regu- 
lations 45,  1920  edition),  are  much  more  extensive  but  are  general  and  equally 
applicable  under  the  Acts  here  considered.  Article  1581  of  these  regulations 
provides  in  part  that : 

Title  to  the  merchandise  included  in  the  inventory  should  be  vested  in  the 
taxpayer  and  goods  merely  ordered  for  future  delivery  and  for  which  no  trans- 
fer of  title  has  been  effected  should  be  excluded.  The  inventory  should  include 
merchandise  sold  but  not  shipped  to  the  customer  at  the  date  of  the  inventory, 
together  with  any  merchandise  out  upon  consignment,  but  if  such  goods  have 
been  included  in  the  sales  of  the  taxable  year  they  should  not  be  taken  in  the 
inventorj'.    ♦    *     ♦ 

Article  1582  provides  that : 

Inventories  must  be  valued  at  (a)  cost  or  (b)  cost  or  market,  as  defined  in 
article  1584  as  amended,  whichever  is  lower.*     *     ♦ 

Article  1584  provides  that : 

Under  ordinary  circumstances,  "market"  means  the  current  bid  price  pre- 
vailing at  the  date  of  the  inventory  for  the  particular  merchandise  in  the 
volume  in  which  ordinarily  purchased  by  the  taxpayer,  and  is  applicable  in 
the  cases  (a)  of  goods  purchased  and  on  hand,  and  (b)  of  basic  elements  of 
cost  (materials,  labor  and  burden),  in  goods  in  process  of  manufacture  and  in 
finished  goo<ls  on  hand ;  exclusive,  however,  of  goods  on  hand  or  in  process  of 
manufacture  for  delivery  upon  firm  sales  contracts  at  fixed  prices  entered  into 

before  the  date  of  the  inventory,  which  goods  must  be  inventoried  at  cost 
*    «     * 

This  article  also  provides  for  valuing  goods  in  process  of  manufacture  and 
finished  goods  on  hand  at  sales  price  where  **  owing  to  abnormal  conditions,  the 
taxpayer  has  regularly  sold  such  merchandise  at  prices  lower  than  the  current 
bid  price  as  above  defined."  But  this  provision  can  have  no  application  in  the 
ih'stant  case  since  the  evidence  shows  that  the  M  Company  at  the  close  of  the 
year  1917  was  selling  its  copper  at  prices  which  included  abnormally  large 
ptofits. 

Under  these  regulations  a  mining  company  is  required  to  inventory  all 
metals  on  hand  at  the  date  of  the  inventory,  including  goods  sold  but  not 
shipped  to  customers,  at  cost,  or  cost  or  market  whichever  is  lower,  except  in 
the  case  of  metals  on  hand  for  delivery  "upon  firm  sales  contracts  at  fixed 
prices  entered  into  before  the  date  of  the  Inventory"  which  it  is  required  to 
inventory  at  cost.  Article  1581,  however,  recognizes  the  right  of  a  mining  com- 
pany, which  keeps  its  accounts  upon  an  accrual  basis,  to  include  its  metals  sold, 
but  not  shipped,  in  its  accounts  receivable  rather  than  in  its  inventory  if  it 
elects  so  to  do.  This  provision,  however,  can  have  no  application  to  goods  on 
hand  at  the  date  of  the  inventory  which  have  not  been  sold. 

It  is  recognized  that,  as  contended  by  the  taxpayer,  to  require  an  inventory  at 
the  close  of  1917  to  be  made  upon  the  basis  of  cost,  or  cost  or  market,  which- 
ever is  lower,  while  leaving  the  inventory  at  the  beginning  of  the  year  as  it 
was  originally  made — that  is,  upon  the  basis  of  the  selling  price  of  all  metals  on 
hand,  sold,  or  unsold — would  lead  to  a  distorted  statement  of  income.    The  in- 
^ventory  at  the  beginning  of  the  year,  which  was  the  same  as  the  closing  in- 
jventory  of  the  year  1916,  must,  therefore,  be  reconstructed,  and  amended  re- 
;  turns  made  for  the  year  1916.    If  the  adjustment  due  to  the  amended  returns 
I  occasions  an  inequality  in  the  tax  prior  to  the  year  1916,  sucll  inequality  may 
;be  remedied  in  the  return  for  1916  bv  the  deduction  from  or  addition  to  the 
.tax  accruing  in  that  year  of  an  amount  equal  to  the  net  amount  overpaid  or 
underpaid  in  prior  years,  such  amount  to  be  detennined  by  filing  with  the  re- 
turn for  191 G  a  composite  return  for  all  prior  years,  accompanied  by  a  statement 
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sbowing  the  total  juljiutineiiit  for  each  of  tbe  jears  amd  ibe  act  ioiODaie  for  tbe 
entire  period. 

It  is  accordingly  held  that  a  mining  coi'poratlon,  in  conipnttng  Its  inTested 
capital  for  the  irarpoHe  of  the  "war  excess  profits  tax,  Is  required  to  reduce  its 
earned  surplws  by  tlw  amount  of  Its  sustained  depletion  to  the  beginning  of  the 
year  for  wliich  the  tax  is  computed,  and,  under  normal  conditions,  to  inventoiy 
its  metals  on  hand  at  the  close  of  its  annual  accounting  period  and  not  sold,  at 
cost  or  cost  or  niaricet,  -wfald^ever  is  lower. 

The  Committee  coucurs  in  ihia  coQclusion  of  the  Solicitor,  aod 
recommends  its  adoption. 


Section  326,  Abticle  839 :  Surplus  and  undi-  9-21-1489 

vided  profits :  allowance  for  depletion  and  O.  D.  833 

depreciation. 

Amounts  charged  off  for  depletion  of  stmnpage  during  the  years 
1909  to  1913,  and  disallowed  as  a  deduction  irom  gross  income  can 
not,  merely  because  of  the  disallowance,  be  restored  to  invested 
capital.  -Adjustments  in  respect  to  depletion  will  be  made  only  in 
accordance  with  article  839  of  Regulations  45. 


Section  326,  Article  839 :  Surplus  and  undi-  18-21-1614 

vided  profits:  allowance  for  depletion  and  A.R.M.  106 

depreciation. 

The  Committee  is  in  receipt  of  a  memorandum  from  the  Income 
Tax  Unit  requesting  advice  relative  to  the  practice  of  field  agents 
in  reducing  earned  surplus  by  deductions  lor  depreciation  where 
uone  had  been  claimed  m  the  past,  or  where  a  lower  rate  has  be^n 
claimed  than  is  ordinarily  allowable  with  respect  to  the  depreciable 
assets  in  question. 

It  is  the  judgment  of  the  Committee  that  there  is  no  warrant  for 
reducing  earned  surplus  because  of  alleged  failure  to  charge  off 
sufficient  depreciation  in  the  past,  unless  the  depreciable  assets  of  the 
corporation  are  valued  on  its  books  at  the  bepnning  of  the  taxable 
year  at  an  amount  in  excess  of  tlieir  actual  value  at  that  time.    This 
is  particularly  true  where  the  corpofalioh  lA' "prior  years  earned 
positive    income    from    which    larger  deductions  for  depreciation 
might  have  been  taken,  if  in  the  opinion  of  the  officers  and  directors        1       ^ 
of  the  corporation  such  larger  charges  had  been  justified.    Nothing        ;     ^ 
herein  is  to  be  construed  as  precluding  the  Income  Tax  Unit  from 
adjusting  depreciation,  either  by  way  of  increase  or  decrease,  where        i. 
there  is  at  hand  affirmative  evidence  that  as  at  the  beginning  of  a       4 
taxable  year  the  amount  of  depreciation  written  off  in  prior  years 
was  insufficient  or  excessive.    The  correct  attitude  of  the  Bureau  and 
the  proper  conduct  of  its  field  agents,  in  particular,  are  plainly  set  ^^ 

forth  in  that  part  of  article  839  of  Regulations  45,  which  reads:  ^B 

AdJastmeDts  in  resfiect  of  depreciatioo  or  depletion  in  prior  years  wiU  be 
made  or  permitted  only  upon  the  basis  of  affirmative  evidence  that  as  at  the 
beginning?  of  the  taxable  year  the  amount  of  depreciation  or  depletion  written 
off  in  prior  years  was  instiflicient  or  excessive,  as  the  case  may  be. 


A 


« 
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Sbction  326,  AfincLE  840 :  Surplus  and  undi-  18-21-1615 

vided  profits :  additions  to  surplus  account.  O.  D.  901 

(Also  Section  252,  Article  1036.) 

Where  a  corporation  claims  as  an  addition  to  its  invested  capital 
for  1917  and  subsequent  years  the  excess  of  the  value  of  its  patterns 
over  the  value  at  which  they  have  been  carried  on  its  books,  and  such 
claim  comes  within  the  provisions  of  articles  840^2)  and  841(1)  of 
Regulations  45,  amended  returns  may  be  filed  tor  each  year  for 
which  an  erroneous  return  has  been  made  both  before  and  after 
March  1,  1913.  Any  overpayment  of  taxes  for  the  years  1917  to 
3.920  shown  on  the  basis  of  the  amended  returns  may  be  made  the 
subject  of  a  claim  for  refund. 


Section  326,  Article  841:  Surplus  and  un-  8-21-1472 

divided  profits:  limitation  of  additions  to  A. B. R. 394 

surplus  account. 

Recommended  that  a  corporation  which  issued  bonds  at  a  dis- 
count in  January,  1900,  and  elected  then  to  charge  such  discount  to 
profit  and  loss  for  the  yejir  of  Issue  and  the  next  two  succeeding 
years,  may  not  now  revise  its  accounts  and  file  amended  retui*ns  for 
the  purpose  of  reinstating  to  invested  capital  the  unexpired  portion 
of  such  discount  and  claiming  as  a  deduction  from  income  that  por- 
tion applicable  to  each  year. 

It  appears  from  the  records  that  the  M  Company  issued  bonds  on 
January  1,  1900,  to  the  amount  of  70^7  dollars  at  a  discount  of  7x 
dollars  and  charged  such  discount  to  profit  and  loss  in  1900, 1901,  and 
1902. 

The  accountants  writing  in  behalf  of  the  corporation  stated  that 
it  was  their  understanding  that  for  the  purpose  of  computing  net  in- 
come tiie  case  was  covered  by  article  544(3)  (a)  of  Regulations  45. 
The  M  Company  in  its  appeal  contends,  in  effect,  that  it  did  not 
follow  good  accounting  practice  in  charging  off  the  discount  in  ques- 
tion to  profit  and  loss  auring  the  years  1900,  1901,  and  1902;  that 
recognized  accounting  authorities,  some  of  whom  are  named  and 
quoted,  hold  that  discount  on  bonds  issued  should  be  spread  over  the 
term  of  the  bonds  and  the  installments  thereof  charged  against  in- 
come each  year,  and  that,  under  article  544,  it  did  not  nave  an  option 
of  treating  all  of  such  discount  as  interest  expense  at  the  date  of 
issuance  of  the  bonds. 

Article  544(3)  (a)  of  Regulations  45,  reads: 

If  bonds  are  issued  by  a  corporation  at  a  discount,  the  net  amount  of  such 
discount  is  deductible  as  interest  and  should  be  prorated  or  amortized  over  the 
life  of  the  bonds. 

The  Unit,  in  its  reply  of  June  30,  1920,  contended  that  article 
544(3)  (a)  must  be  considered  in  connection  with  article  841,  which 
latter  article,  bearing  the  caption  "  Surplus  and  undivided  profits : 
limitation  of  additions  to  surplus  account,"  provides,  in  part,  that 
deductions  which  have  been  taken  from  income  and  which  are  as  a 
matter  of  good  accounting  to  some  extent  optional,  such  as  experi- 
mental expenses,  patent  litigation,  development  of  good  will  through 
advertising  or  otherwise,  can  not  be  reinstated  in  surplus,  as  in  such 
cases  it  is  considered  that  the  corporation  has  exercised  a  binding 
option  in  deducting  such  expenses  from  income,  and  an  election  of 
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this  sort  which  was  made  concurrently  with  the  transaction  can  not 
now  be  rev^ised  and  amended  returns  in  respect  thereto  can  not  be 
accepted. 

The  Solicitor  of  Internal  Bevenue,  in  a  memorandum  dated  May 
13,  1919,  commenting  on  a  ruling  in  a  case  similar  to  the  one  under 
consideration,  stated : 

It  appears  that  the  corporation  in  this  case  had  an  option  as  to  the  method 
it  woul<1  adopt  in  handling;  entries  of  the  discount  on  the  bonds  which  it  issued. 
Two  methods  were  available: 

Eirst.  To  treat  the  discount  as  interest  paid  In  advance  to  be  amortized  over 
the  life  of  the  bonds. 

Second.  To  charge  the  discount  as  a  loss  in  its  profit  and  loss  account 

The  corporation  exercised  its  option  by  adopting  the  second  method.  It  did 
BO  apparently  to  lessen  its  Income  for  the  year  the  transaction  took  place.  It 
now  seeks  to  adopt  the  first  method  and  desires  to  amend  its  1017  return  ac- 
cordingly. The  effect  of  this  procedure  would  be  that  the  discount  item  would 
be  taken  from  the  losses  (profit  and  loss  account),  thus  diminishing  the  losses 
and  thereby  increasing  its  surplus  account,  and  indirectly  its  invested  capital. 

Where  a  corporation  has  exercised  an  option  as  to  accounting  practice  and 
such  option  was  concurrent  with  the  transaction,  amended  returns  are  not  i^er- 
missible.    See  article  841  of  Regulations  45. 

While  the  Committee  is  in  accord  with  the  contention  of  the  M 
Company  that  it  did  not  follow  the  more  generally  approved  ac- 
counting method  in  charging  off  the  discount  on  its  bonds  of  Janu- 
ary 1, 1900,  as  it  did,  that  fact  alone  does  not  entitle  it  now  to  adopt 
another  method  and  adjust  its  accounts  for  the  purpose  of  filing 
amended  income  and  profits  tax  returns.  There  were  at  the  time 
said  bonds  were  issued  no  income  tax  regulations  prescribing  a 
method  to  be  followed  in  the  treatment  of  bond  discount.  It  was 
entirely  optional  with  the  taxpayer  as  to  the  method  it  would  adopt 
in  handling  entries  of  discount  on  bonds  issued,  and  inasmuch i^as 
that  option  was  exercised  at  the  time  the  bonds  were  issued  a  differiBnt 
method  of  accounting  can  not  now,  in  the  opinion  of  the  Committee, 
be  adopted  for  tax  purposes,  which  opinion  is  sustained  by  the  de- 
cision m  the  case  of  the  C,  &  A.  RaUroad  v.  United  States  Court  of 
Claims  (see  article  149,  Eegulations  33,  revised,  issued  under  the 
provisions  of  the  Revenue  Act  of  1916,  as  amended  by  the  Revenue 
Act  of  1917). 

The  Committee,  therefore,  recommends  that  the  ruling  of  the 
Unit  be  sustained. 


Secttton  326,  Article  843:  Surplus  and  un-  13-21-1536 

divided  profits :  patents.  A.  R.  R.  436 

Recommended  that  48 j*  dollars  be  allowed  as  the  value  of  patents 
acquired  for  stock  on  the  basis  that  the  preferretl  stock  was  worth 
par  and  the  common  alxmt  one-third  of  par  per  share  as  disclosed 
by  collateral  stock  market  quotations  at  the  date  of  the  organiza- 
tion of  the  M  Company  in  189-  and  that  the  Invested  capital  should 
not  be  reduced  by  the  value  of  patents  expired. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company,  from  the  action  of  the  Unit  in  reducing  the  company's 
invested  capital  for  1917. 

A  single  issue  is  presented  in  the  appeal,  namely,  the  amount  of 
invested  capital  represented  by  patents  acquired  on  organization  of 
the  company  in  189-,  but  this  issue  has  two  aspects:  (1)  Whether  or 
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not  the  corapanv  is  entitled  to  any  invested  capital  by  reason  of  the 
original  issue  of  stock  for  patents  which  have  long  since  expired,  and 
(2)  what  was  the  value  of  the  patents  at  the  time  of  organization. 

The  stock  of  the  M  Company  was  issued  for  stock  of  five  other 
companies  but  under  the  authority  of  Regulations  41,  as  amended  by 
Treasury  Decision  2901  (C.  B.  1,  p.  302),  the  Income  Tax  Unit  has 
considered  the  acquisition  of  all  of  the  stock  of  these  five  companies 
as  being  in  effect  the  acc[uisition  of  their  assets,  and  it  has  therefore 
gone  behind  the  acquisition  of  stock  to  determine  the  character  of 
the  various  groups  of  assets  acquired.  One  of  the  principal  groups 
is  patents,  and  the  question  of  the  value  of  such  patents  at  the  time 
therefore  becomes  material. 

The  company  has  filed  numerous  affidavits  and  statements  claim- 
ing a  value  of  7^x  dollars,  representing  the  par  value  of  the  stock 
issued  therefor.  In  the  opinion  of  the  Committee,  however,  ap- 
praisals, either  by  a  board  of  directors  at  the  time  of  purchase,  which 
notoriously  fixes*^  the  value  as  equal  to  the  par  value  of  the  stock 
issued  therefor  irrespective  of  actual  market  value  of  assets  so  ac- 
quired, or  by  individual  appraisers  at  a  later  date,  are  not  so  reliable 
as  those  made  by  the  public  at  the  time  through  the  purchase  and 
sale  of  the  stock  at  or  about  the  time  of  issuance. 

The  Unit  has  filed  a  supplemental  memorandum  made  subseouent 
to  the  hearing  of  the  case  in  which  it  gives  a  valuation  on  the  l3asis 
of  collateral  stock  market  transactions  at  the  date  of  the  organiza- 
tion of  the  company  as  36a?  dollars.  This  accords  very  closenr  with 
its  revised  valuation  on  the  basis  of  royalties,  which  is  37jj  dollars, 
and  in  the  light  of  earnings  appears  to  oe  a  much  more  reliable  esti- 
mate of  value  than  that  claimed  by  the  company.  The  value  of  the 
patents  is  fully  demonstrated  by  prior  earnings  of  the  predecessor 
corporations  and  is  supported  by  tne  earnings  subsequent  to  date  of 
ac^jfuisition  by  the  present  owner. 

However,  at  a  meeting  of  the  board  of  directors  in  April,  1899, 
at  which  the  president  submitted  certain  correspondence  with  the  N 
Company  in  reference  to  the  particular  business,  it  appears  that  the 
promoters  agreed  to  subscribe  to  or  cause  to  be  subscribed  to  y  shares 
of  the  preferred  stock  at  par^  tTiat  such  stock  was  subscribed  to  at 
par  ana  the  amount  received  therefor  vaid  into  the  treasury  of  the 
company  as  working  capital.  The  balance  of  the  shares  of  stock 
issued,  7y  shares  preferred  of  the  par  value  of  35a?  dollars,  and  8y 
shares  common  or  the  par  value  of  40a?  dollars,  was  paid  over  to 
the  various  companies  for  their  assets,  which  consisted  chiefly  of 
patents.  It  is  reasonable  to  assume  that  since  outsiders  subscribed 
Tor  y  shares  of  preferred  stoclc  at  par  and  paid  5x  dollars  cash  into 
the  treasury  of  the  company,  the  remaining  shares  of  the  preferred 
stock  were  worth  par. 

No  evidence  has  been  submitted  to  show  that  any  ol  the  shares  of 
common  stock  were  sold  to  the  public  prior  to  or  at  the  date  of  organi- 
zation of  the  new  company.  However,  it  is  disclosed  that  the  shares 
of  common  stock  were  selling  on  a  stock  exchange  soon  after  the  new 
company  had  been  organized  at  about  one-third  of  par  per  share. 
Accepting  this  as  a  basis,  the  8y  shares  of  common  stock  issued  to 
the  various  companies  had  a  fair  market  value  of  13a?  dollars.  Argu- 
ments and  affidavits  have  been  submitted  and  numerous  court  deci- 
sions have  been  cited  to  substantiate  the  claim  that  the  judgment  of 
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the  board  of  directors  fixing  the  value  of  the  patents  acquired  at 
approximately  752?  dollars  represented  a  true  value  of  such  patents. 

The  Committee  can  not  concur  in  this  contention  for  the  reason 
stated  above  and,  therefore,  recommends  that  the  value  of  the  assets 
(patents)  acquired  be  fixed  at  48a?  dollars,  such  valuation  being  baaed 
on  the  theory  that  if  y  shares  of  the  preferred  stock  were  sold  for 
par  and  the  cash  paid  into  the  treasury  of  the  company,  the  remain- 
mg  ly  shares  were  worth  par  and  the  assets  transferred  in  excliange 
for  these  shares  were  worth  Zbx  dollars.  No  better  evidence  being 
available,  the  collateral  transactions  in  the  common  stock  soon  after 
the  organization  of  the  corporation  at  about  one-third  of  par  per 
share  have  been  accepted  as  establishing  the  value  of  the  conmion 
stock  paid  over  to  the  various  corporations  in  part  payment  for  the 
patents  in  question. 

The  Committee,  therefore,  recommends  that  48a?  dollars  be  re- 
garded as  the  value  of  the  patents  at  the  time  of  acquisition* 

The  next  question  is  whether  or  not  the  company  is  entitled  to 
retain  this  full  valuation  in  its  invested  capital,  notwithstanding 
the  patents  have  expired. 

At  the  outset  it  must  be  recognized  that  invested  capital  origi- 
nally paid  in  can  be  reduced  under  only  one  condition — that  is, 
that  it  has  been  returned  to  the  stockholder  through  liquidation. 
The  loss  of  the  original  capital  or  its  exhaustion  in  the  business 
does  not  alter  its  reco^izable  status.  The  only  thing  which  can  be 
affected  by  an  exhaustion  of  capital  is  the  earned  surplus,  which  may 
be  adjusted,  if  necessaiy,  to  cover  any  loss  or  exhaustion  of  original 
values. 

The  Unit  in  treating  this  case  recognized  the  principle  in  article 
843  of  Regulations  45,  namely,  that  patent  values  gradually  merge 
into  good  will.  It  has  sought,  however,  to  apply  the  20  per  cent 
limitation  provided  by  section  207  of  the  Revenue  Act  of  1917  to  the 
good  will  so  created.  In  the  opinion  of  the  Committee  this  appli- 
cation is  not  warranted  by  law,  since  under  the  express  terms  of 
the  statute  it  is  applicable  only  where  good  will  is  acquired  for  stock. 

As  stated  in  Regulations  45  and  in  several  of  the  decisions  of  the 
Advisory  Tax  Board  and  the  Tax  EeviewerSj  patent  value  is  closely 
analogous  to  good  will,  both  in  fact  representing  the  estimated  worth 
of  a  monopoly — in  one  case  a  monopoly  created  by  law ;  in  the  other 
a  monopoly  due  to  circumstance. 

In  Tax  Reviewers'  Recommendation  1  (not  published),  approved 
by  the  former  Commissioner,  it  was  held  as  follows : 

From  the  standpoint  of  aswts  a  patent,  and  more  particnlarly  a  group  of 
patents,  is  closely  analogous  to  good  wUL  Their  value  is  contingent  upon  and 
measured  by  their  earning  power,  and  whilst  patents  have  a  definite  life  there 
is  a  common  tendency  to  extend  that  life  by  improvements  ui)on  the  original 
patent,  and  in  a  successful  business  the  patent  value  merges  more  or  less  com- 
pletely into  a  trade  name  or  other  form  of  good  will.  Therefore  whilst  deduc- 
tions in  respect  of  depreciation  of  patents  base<l  upon  a  normal  life  period  of 
seventeen  years  are  allowable  in  computing  net  income  under  the  several  income 
tax  Acts,  such  deductions  are  not  obligatory,  but  are  optional  with  each  tax- 
payer. Where,  since  January  1,  1909,  a  taxpayer  has  exercised  that  option  to 
his  own  l>eneht  in  computing  his  taxable  net  income,  an  amount  so  deducted 
can  not  now  be  restored  in  computing  invested  capital.  Where  the  cost  of 
patents  has  been  charged  against  surplus  or  otherwise  disposed  of  in  such  a 
manner  as  not  to  benefit  the  taxpayer  in  computing  his  taxable  net  income  since 
January  1,  1909,  any  amount  so  written  off  may  be  restored  in  computing  in- 
vested capital  if  it  be  shown  to  the  satisfaction  of  the  Commissioner  that  tlie 
mount  so  written  off  represented  a  mere  book  entry  ascribable  to  a  conserva- 
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tive  policy  of  jQoanagem^it  or  accounting  and  did  not  re^^scnt  a  refldized  sbrink- 
age  in  the  value  of  such  assets.  Any  amount  so  restored  may  not  be  written  off 
by  way  of  deductions  front  taxable  net  tncome  in  any  subsequent  year  or  years. 
Where  a  taxpayer  has  charged  to  current  expenses  the  cost  of  developing  or 
protecting  patents,  no  amount  in  respect  tli^^eof  expended  since  January  1, 
1909,  can  be  restored  in  computing  invested  capital,  and  in  refi|)ect  to  expendi- 
tures made  prior  to  January  1,  1909,  the  taxpayer  now  seelcing  to  restore 
them  must  be  prepared  to  show  to  the  satisfaction  of  the  Commissioner  of  In- 
ternal Revenue  that  all  such  items  are  proper  capital  expenditures. 

The  correct  computation  of  suri^iis  and  undivided  profits  can  not  be  said  to 
require  a  deduction  in  resi>ect  of  expiration  of  patents,  and  it  follows  therefore 
that  where  a  taxpayer  In  the  exercise  of  his  option  has  not  written  down  the 
cost  of  patents,  it  is  unnecessary  to  reduce  the  surplus  and  undivided  proftfes 
In  computing  Invested  capital  whetJier  the  patents  have  been  acquired  for  stock 
or  fi^iares  or  for  cash  or  otiier  tangible  property.  Due  consideration  will  be 
given  to  the  facts  in  any  case  in  which  the  foregoing  rule  is  obviously  unrea- 
sonable. 

This  oondusion  ifi  sapportod  by  Advisory  Tax  Board  Memoranda 
17  and  22  (not  publisiiea),  and  is  not  inconsistent  with  articles  8S9 
and  840  of  Begmations  45.  There  is  no  warrant  in  the  law  or  r^ola- 
tioBS  for  redncing  earned  surplus  by  an  amount  greater  than  is  neoes- 
saiy  to  make  ^ood  the  impaired  cost  of  the  original  asset. 

The  C<»nmittee  therefore  reoonunends  that  the  valne  heii^in  fixed 
as  the  ori^nal  value  of  the  patents  at  the  time  paid  in  for  stodk  be 
reco^iized  in  the  invested  capital  for  the  year  1917. 


SEcrioN  326,  Abticle  851 :  Intangible  property  25-21-1698 

paid  in.  A.  E.  M.131 

Held,    that   intangible   pix>pert7,    when   acquired   for  tangible 

:  property,  must  be  taken  Into  account  at  the  value  of  such  in- 
tangible property  at  date  of  acquisition,  and  that  in  the  case  of 
the  M  Company  sndi  value  \s  measured  by  tJie  then  fair  market 
Taloe  of  the  tangible  property  exchanged  therefor  and  not  by  the 
original  cost  of  such  tangible  property.  It  is  aasamed  the  &ir 
market  value  of  the  lands  at  time  of  transfer  will  be  satisfactorily 
established  by  the  taxpayer. 

The  Income  Tax  Unit  has  submitted  the  following  issue  for  an 
expression  of  opinion  by  this  Committee : 

Whether  intangibles  can  be  Indiided  in  invested  capital  at  a  value  represent- 
ing the  prevailing  maricet  value  <as  at  the  date  of  transf^ )  of  tangible  prop- 
erty given  In  exchange  for  intangible  property,  or  whether  the  company  trans- 
ferring tangible  for  intangible  property  is  limited  to  the  cost  value  of  tangible 
property  so  transferred. 

The  facts  on  which  the  issue  is  based  are  expressea  oy  the  Unit  in 
the  following  language : 

The  taxpayer,  the  M  Company,  purchased  a  large  tract  of  land  about  the 
year  188-  upon  which  it  proposed  to  establish  and  operate  a  certain  business. 
It  was  absG^tely  essoitial  to  saccessfnl  operation  that  bu^biesa  houses  of  a 
certain  character  be  established  and  operated.  Tiierefore  the  M  Company  made 
certain  offers  and  inducements  to  large  owners  of  such  houses  to  locate  on  their 
premises.  Contracts  were  made  from  time  to  time  with  nearly  all  of  these 
large  owners  of  such  business  houses  who  pursuant  to  their  contracts  established 
and  opei-ated  plants. 

The  M  Company  agreed  among  other  things  to  deed  to  these  owners  a  portion 
of  its  lands.  The  consideration  received  by  the  M  Company  was  in  the  form 
of  an  intangible  asset,  namely,  the  trade  or  business  that  would  result  to  the 
M  Company  by  the  location  of  these  large  plants  on  their  large  tract  of  land 
above  mentioned. 
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The  point  at  issue  is  whether  the  intangibles  may  be  included  in 
invested  capital  at  a  value  measured  by  the  original  cost  of  the  land 
or  the  market  value  of  the  land  at  time  of  transfer. 

The  issue  first  of  all  involves  the  question  of  income  resulting  from 
the  exchange  of  property  for  property.  Manifestly  there  was  a 
conversion  of  one  asset,  land,  into  another  form  of  asset  which  had  an 
intangible  value. 

Article  1563  of  Regulations  45  provides  that : 

Gain  or  loss  arising  from  the  acquisition  and  subsequent  disposition  of 
property  is  realized  when  as  die  result  of  a  transaction  between  the  owner  and 
another  person  the  property  is  converted  into  cash  or  into  property  (a)  that 
Is  essentially  different  from  the  property  disposed  of  and  (b)  that  has  a  market 
value. 

In  the  instant  case  the  intangible  has  a  value  measured  by  the 
consideration  paid  therefor,  viz,  tangible  property.  It  is  not  the 
cost  of  this  tangible  property  which  measures  the  value  of  this  in- 
tangible  asset,  but  its  real  market  value  as  of  date  of  transfer.  When 
the  value  of  the  intangible  asset  is  so  determined  the  difference 
between  such  value  and  the  original  cost  of  the  land  exchanged  there- 
for is  the  amount  of  profit  realized  in  the  conversion  of  the  land  into 
another  form  of  asset  Nor  does  such  a  transaction  involve  the  ques- 
tion of  appreciation  because  it  is  not  the  value  of  the  land  itself 
which  is  written  up  on  the  books  of  the  corporation  but  the  value  of 
an  intangible  asset  measured  by  the  consideration  paid  therefor.  An 
exchange  of  this  land  for  cash  e(}uivalent  to  the  present  market  value 
of  the  land  would  have  determined  a  profit  over  the  original  cost. 
This  profit  would  have  been  reflected  in  the  surplus  of  the  company. 
In  a  similar  manner  the  excess  of  the  value  of  the  intangible  acquired 
over  the  cost  of  the  land  given  in  exchange  therefor  is  a  proper 
credit  to  the  surplus  of  the  corporation.  The  deteiinination  of  p  cur- 
rent value  in  the  instant  case  has  no  relation  to  original  cost  b^ause 
it  must  be  assumed  that  the  land  before  and  after  transfer  had  an 
immediate  realizable  value. 

The  Committee  is  accordingly  of  the  opinion  that  intangible  prop- 
erty, when  acquired  for  tangible  property,  must  be  taken  into  account 
at  the  value  of  such  intangible  property  at  date  of  acquisition,  and 
that  in  the  instant  case  such  value  is  measured  by  the  then  fair  market 
value  of  the  tangible  property  exchanged  therefor  and  not  by  the 
original  cost  of  such  tangible  property.  It  is  assumed  the  fair'mar- 
ket  value  of  the  lands  at  time  of  transfer  will  be  satisfactorily  estab- 
lished by  the  taxpayer. 

Section  320,  Akticle  854 :  Computation  of  8-21-1473 

average  invested  capital.  O.  D.  822 

Inasmuch  as  1920  was  a  leap  year,  adjustments  of  invested  capital 
under  schedule  H,  page  2  of  Form  1120  for  1920,  should  be  made  on 
the  basis  of  a  year  of  366  days. 

Section  326,  Abticle  858 :  Effect  of  ordinary  9-21-1488 

dividend.  A.  R.  R.  408 

Held,  tliat  the  expression,  in  a  declaration  by  the  directors  of  a 
corporation,  that  a  dividend  la  "  payable  as  convenient  to  the  funds 
of  the  company  "  creates  a  condition  precetlent.  Dividends  so  de- 
clared are  not  necessarily  to  be  considered  payable  as  of  tlie  date  of 
the  declaration. 


• 


397  [§  326 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  an  additional  assessment  made  by  the  Income  Tax 
Unit  for  the  years  1917  and  1918.  The  single  question  at  issue  is: 
Whether  the  declaration  of  a  dividend  expressed  in  terms  to  be  pay- 
able as  coiivemetU  to  the  funds  of  the  company  of  necessity  imported 
a  diminution  of  invested  capital  and  surplus  to  an  amount  commen- 
surate with  the  gross  sum  of  the  contemplated  dividend,  required  to 
be  adjusted  as  of  the  date  of  the  dividend's  declaration  instead  of  as 
of  the  time  or  times  of  its  actual  payment. 

Dividends  were  declared  by  this  corporation  in  January,  April, 
and  July,  1917,  and  in  the  year  1918  in  JunCj  July,  and  October.  In 
each  instance  tne  resolution  of  the  board  of  directors  was  expressed  in 
the  terms  to  be  "  payable  as  convenient  to  the  funds  of  the  company.'* 
The  first  dividend  m  1917  was  actually  paid  in  10  installments  be- 
tween the  dates  of  January  23  and  May  29,  inclusive,  and  the  pay- 
ments of  the  remaining  dividends  declared  were,  with  the  exception 
of  that  of  October,  1918,  made  over  similar  extended  periods  of  time 
and  in  varied -amounts.  The  dividend  declared  October,  1918,  was 
paid  November,  1918. 

In  the  current  adjustment  of  invested  capital  in  each  of  the  taxable 
years  the  Income  Tax  Unit  used  the  date  of  declaration  of  the  divi- 
dends as  the  date  of  payment.  The  corporation  contends  that  the 
actual  dates  of  payment  should  govern. 

It  is  not  shown  in  the  facts  submitted  in  this  case  whether  the  divi- 
dends were  actually  accrued  on  the  books  of  the  corporation  as  of  the 
dates  when  declared,  or  whether  the  charge  was  made  against  income 
of  the  taxable  years  at  the  time  the  payments  were  made. 

Article  858  of  Regulations  45,  on  which  the  Income  Tax  Unit  relied 
in^inaking  its  adjustment,  reads  as  follows : 

A  dividend  other  than  a  stock  dividend  affects  the  computation  of  invested 
capital  from  the  date  when  the  dividend  is  payable  and  not  from  the  date  when 
it  is  declared,  except  tliat  where  no  date  is  set  for  its  payment  the  date  when 
declared  will  be  considered  also  the  date  when  payable  for  the  purix)8e  of  this 
article. 

The  regulations,  as  above  quoted,  clearly  contemplate  that  a  divi- 
dend must  not  affect  the  computation  of  invested  capital,  except  from 
the  date  when  the  dividend  is  payable.  In  the  instant  case,  tne  date 
payable  is  when  the  funds  of  the  company  are  convenient.  It  is 
considered  by  the  Committee  that  the  expression  "except  where  no 
date  is  set  for  its  payment  the  date  when  declared  will  be  considered 
also  the  date  when  payable  "  is  on  the  assumption  that  the  corpora- 
tion has  resources  to  pay  and  does  immediately  intend  to  pay.  When 
the  corporation  can  conveniently  pay  the  dividend,  so  declared  out 
of  the  funds  of  the  company,  is  a  matter  of  administrative  decision 
by  the  officers  of  the  company  and  until  such  decision,  as  a  condition 
precedent,  is  reached  there  is,  in  effect,  no  dividend  to  be  paid  and 
no  reciprocal  right  on  the  part  of  stockholders  to  immediately  exact 
payment.  The  dividend  resolutions  were  merely  tentative  aeclara- 
tions  of  the  corporation's  intent  to  pay  certain  dividends  at  a  subse- 
quent date  to  be  determined  by  the  condition  of  the  company's 
treasury. 

The  Committee  is  accordingly  of  the  opinion  that  the  Income 
Tax  Unit  erred  in  considering  the  dates  of  the  resolutions  of  the 
directors  as  determining  the  dates  when  the  dividends  were  payable 
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^ye  ^fidct  to  tke  <x)iidkk>n  |>i*^ecode3ikt  which  jaakeis  tkie  dividend^  in 
-dftch  instanoe,  payable  when  the  fuaads  ure  eanveaieiitljr  availaide. 


Sectton  826,  Aettcle  869::  Affiliated  corporations: 
invested  capital  for  prewar  period. 

(See  12-21-1526;  sec.  320,  art.  8(^)    Basis  for  4eter»uiiiiig  a'vw- 
ftge  prewar  jfieome  and  iAveeted  capital. 


Sectio:^  826,  AKnctE'870:  Insnrance  companies.  17-21-1^00 

T. D.  3153 

^xBeSfi  I«£Q1C£.      IMV£8TIZ)  CAPITAL.     ARTICXE  549  dLND   ABTIf!TJE  £70.  RSOUXAITIOKa 

45  (1920  Edition)  Amenddd. 

Aitide  *  *  *  jyad  article  87(1,  fiegulations  45  ^1920  edition) 
are  hereby  amended  to  read  as  follows : 

Ht  •  #  #  «  4|r  * 

Art.  S70.  Inmumnoe  ^oompo9M<ft. — ^flie  reserve  funte  of  We  iiiBtrraBae  eem- 
jfiaiiieii,  the  ii€ft  ad^tioss  to  wMch  ane  dedactible  irom  -gpom  incenne  under  the 
pro\isions  of  section  234  of  the  statute,  can  not  be  Inchilled  la  computiug 
invested  capital.  The  like  reserve  funfls  of  insurance  companies,  other  than 
life  insurance  cftmpanies,  may  'he  Inchi^Jed  In  ^nnpofhiff  Invested  capital.  See 
aectlefifi  ^25  and  82B-(a)  (S)  and  (h^  and  atibieles  589  and  614. 

Approved:  April  9, 1921. 


Section  326,  Article  871 :  Foreign  corporations. 

<See  ^-£1-1466;  sec  240,  «it.  €32.)     Xnveated  csa^itsA  of  loi^i^ 
«ffili8ted  oorporati<»ifi. 


SECTIOSr  327-.— JSPECIAJL  CASES. 

Sbctiok  327,  Aktigle  901 :  Treatmeilt  of  special 
cases. 

(See  .3-21-1394;  ^ec.  200,  ^uit.  1&£3.)     Invested  -capital  of  a  tax- 
payer whose  inoosae  coaiiasts  of  royalties  an  patents. 


Section  327,  Arttole  ^01 :  Treatment  of  special 
cases. 

(See  ^21-1395;  sec.  :200,  art  1523.)    Invested  capital  of  wh61«H 
sale  noberchandise  brokerage  business.' 


Section  327,  Article  901 :  Treatment  of  si)ecial 
cases* 

(See  j^21-1486;  sec.  240,  «rt  632.)     Foreign  affiliated  ccn-pora- 
itmns. 


• 
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SBCTKOif  327^  AsThCUL  sot :  Treatoient  of  special  15-21-1568 

Cftses.  A.  R.  IL  459 

BBVENCB  ACT  OF  1917. 

RecQimneiided.  T^here  respective  values  of  mixed  aggregates  of 
tii]igiM«  and  ifltan^ble  properties  paid  in  tor  stocks  and  boDds 
can  not  be  satisfactorily  determined,  tJiat  tlie  tax  should  be  as- 
sessed under  the  provisions  of  section  210  of  the  Reveaue  Act  of 
1917  and  articles  18,  24,  and  52,  Regulations  4L 

The  Committee  has  had  under  consideratkoi  the  appeal  of  the 
M  Company,  a  corporation,  from  the  action  of  tihc  Income  Tax  Unit 
in  assessing  taxes  for  the  year  1917  under  section  210  instead  of  under 
section  207  of  the  HeFenue  Act  of  1917. 

In  June,  189-,  the  M  Company  acquired  the  business  of  a  partner- 
ship  owning  and  publishing  a  certain  publication.  The  assets  of 
the  partoexSiip  consisted  of  cadi,  typesetting  plant,  library,  stock 
of  bound  volumes,  office  furniture  and  fixtures,  and  copyri«rhts.  It 
is  also  alkged  the  partnership  had  a  valuable  good  will  asset.  The 
consideration  received  by  the  partnership  from  the  corporation  con- 
sisted of  shares  of  capi^l  stock  (par  value  202;  dollars)  and  bonds 
amounting  to  7x  dollars. 

The  corporation,  in  filing  its  1917  tax  return,  &iled  to  furnish 
balance  sheets  at  the  beginning  and  end  of  the  taxable  year,  ex* 
plaining  that  the  business  was  entirely  on  a  cash  basis.  At  the 
request  of  the  Income  Tax  Unit  it  subsequently  constructed  balance 
sheets  as  of  December  31,  1916,  aJid  as  of  December  31,  1917.  The 
constructed  balance  sheet  as  of  December  31,  1916,  reads  as  follows: 

Assists. 

Paid  for  copyriglit  and  good  will  at  organization  of 
company  in  ISO-,  half  assigned  to  each — 

Copyright 13a?  dollars 

Good  will 13a?  dollars 

Typesetting  pbuit l|a?  dollars 

Irlbrary  and  stock |j;  dollars 

Furniture  and  fixtures la?  dollars 

Cash 2ia?  dollars 

SOfv  dollars 
LiABiLrriEs. 

Capital  stock 20iF  doliais 

Bonds  issued  in  189-  and  subsequently  paid  off 7a?  dollars 

Increase  in  cash  and  other  tangible  assets  since  189-  .    Ss^  doUars 

30§a?  dollars 

The  bonds  aggregating  7a?  dollars,  which  were  issiied,  were  retired 
within  a  period  of  12  years  subsequent  to  date  of  issue  out  of  the 
earnings  of  the  corporation.  It  is,  therefore,  contended  that  retire- 
ment of  this  liability  ^ves  the  oorpon^ion  a  surpl^^  in  amount 
equivalent  to  the  bond  issue  of  7x  dollars.  It  is  also  claimed,  as 
stated  in  the  above  balance  sheets  that  the  increase  in  cash  and  other 
tangible  assets  since  189-  gives  the  corporation  additional  surplus  of 
^OB  dollars.  It  is  further  contended  that  in  addition  to  this  surplus 
aggregating  lOf  a?  dollars  the  corporation  is  entitled  to  good  will  ot  4:x 
dotiars,  based  on  20  per  cent  of  the  capital  stock  of  the  corporation 
outstanding  as  at  March  E,  1917. 
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A  dividend  adjustment  of  ^x  dollars  has  been  made  by  taxpayer, 
leaving  13}a?  dollars,  which  the  taxpayer  claims  as  statutory  invested 
capital,  as  against  the  invested  capital  of  11a;  dollars  constructed  by 
the  Income  Tax  Unit  under  the  provisions  of  section  210.  This  is  a 
case  where  stocks  and  bonds  were  issued  by  the  corporation  prior  to 
March  3,  1917,  for  a  mixed  aggregate  of — 
a)  Tangible  property, 
bS  Copyrights,  and 

e)  Good  will  subject  to  the  determination  of  values  as  prescribed 
in  article  59  (1)  (2)  of  Regulations  41. 

The  claim  is  made  that  tangible  assets  at  acquisition  (189-)  could 
not  have  been  less  than  x  dollars.  There  is  no  evidence  to  support 
this  assertion.  The  corresponding  tangible  assets  (eliminating  cash) 
at  January  1,  1917,  are  shown  at  values  aggregating  2ix  dollars  and 
the  difference  of  l^x  dollars  is  unexplained.  This  increase  may  or 
may  not  represent  appreciation. 

Assuming  the  surplus  has  been  increased  7x  dollars  by  the  retire- 
ment of  a  liability  through  income,  no  evidence  has  been  submitted  to 
show  that  the  value  of  tne  copyrights  and  good  will  alleged  to  have 
been  acquired  in  189-  was  in  excess  of  this  amount  of  borrowed 
capital.  On  this  basis  of  valuation  no  cash  value  could  be  placed  on 
the  capital  stock  issue  of  20.r  dollars.  Only  an  assertion  is  made 
that— 

The  tangible  assets  consisting  of  casli,  typesetting  plant,  library,  stock  of 
bound  volumes,  and  office  furniture  and  fixtures  had  a  value  of  9  dollars, 
thus  making  the  value  of  the  copyrights  and  good  will  26x  dollars  mOx  dollars 
attributable  to  stock  and  6x  dollars  attributable  to  bonds). 

and  that — 

While  it  Is  true  that  the  copyrights  of  the  publication  have  always  been  and 
will  always  continue  to  be  the  most  valuable  asset  possessed  by  the  M  GoiHiiany, 
and  in  view  of  the  fact  that  at  this  late  date  we  can  not  .satisfactoriljMBtate 
its  actual  worth  at  the  time  of  Its  acquisition,  we  have  therefore  waived  our 
privilege  of  having  any  portion  of  this  26^  dollars  tn»ate<l  as  copyright  and 
consent  to  have  the  entire  sum  treated  as  good  will. 

Article  59  (1)  provides  that: 

In  the  absence  of  satisfactory  evidence  to  the  contrary,  it  will  lie  presumed 
in  the  case  of  u  con)oration,  that  Its  stock  was  issued  for  the  following  purposes 
in  the  order  named: 

(a)  Good  will  or  other  intangible  property, 

(b)  Patents  and  copyrights,  and 

(c)  Tangible  property. 

This  article  (2)  further  provides  that : 

Upon  the  production  by  the  taxpayer  of  evidence  satisfactory  to  the  Ck>m- 
missioner  of  Internal  Revenue  as  to  the  actual  values  at  the  date  of  acquisition 
of  (a)  the  tangible  property,  and  (6)  the  patents  and  copyrights,  the  sum  of 
these  two  items  may  be  applied  against  the  total  par  value  of  the  securities  issued 
and  the  remainder  will  then  be  deenoed  to  represent  the  par  value  of  the  se- 
curities Issued  for  the  good  will  or  other  intangible  property.  (3)  Cases  where 
mixed  aggregates  of  tangible  and  intangible  property  have  been  paid  in  for 
stock  and  bonds  shall.  If  the  Secretary  of  the  Treasure-  is  unable  to  determine 
satisfactorily  the  resix?ctive  values  of  the  several  classes  of  property  at  the 
time  of  payment,  be  treated  as  coming  under  articles  18  and  24  and  the  tax 
shall  be  assessed  accordingly. 

Articles  18  and  24  are  regulations  applicable  to  section  210  of  the 
venue  Act  and  from  what  has  been  stated  it  is  clearly  apparent 
it  the  respective  values  of  the  tangible  and  intangible  properties 
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acquired  by  the  corporation  in  189-  can  not  be  satisfactorily  de- 
termined. The  Committee  accordingly  recommends  that  the  action 
of  the  Income  Tax  Unit,  in  disposing  of  this  case  under  section  210 
of  the  Revenue  Act  of  1917,  be  sustained. 


Sbotion  327,  Abticie  901 :  Treatment  of  special 
cases. 

(See  17-21-1588;  sec.  200,  art.  1523.)  Application  of  section  210, 
Revenue  Act  of  1917,  when  a  corporation  was  ultraconservative  in  its 
capitalization. 

Section  327,  Article  901 :  Treatment  of  special 

(See  21-21-1645;  sec.  200,  art  1523.)  Brokerage  business  in 
metals. 

Section  327,  Abticle  901 :  Treatment  of  special  22-21-1668 

cases.  A.  R.  R.  618 

REVENUE  ACTS  OF  1017  AND  1918. 

Recommended,  that  the  action  of  the  Income  Tax  Unit  in  denying 
the  M  Company  special  consideration  under  section  210  of  the  Rev- 
enue Act  of  1917,  and  under  sections  327  and  328  of  the  Revenue 
Act  of  1918,  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  denying  assess- 
ment under  section  210  of  the  Revenue  Act  of  1917,  and  sections  327 
and  328  of  the  Revenue  Act  of  1918. 

The  M  Company  was  organized  and  incorporated  in  1906  v^ith 
capital  stock  issued  and  outstanding  amounting  to  Sx  dollars.  Of 
this  amount  a?  dollars  was  issued  to  A  and  charged  to  good  will  on 
the  books  of  the  corporation.  This  contribution  was  in  recognition 
of  the  experience  of  A  and  his  success  as  a  salesman  in  the  territory 
in  which  the  corporation  was  located. 

The  corporation  filed  its  returns  for  the  fiscal  year  ended  May  31, 
1918,  computing  income  and  profits  taxes  under  the  provisions  of 
section  201,  and  under  the  provisions  of  section  328  at  the  rate  of 
60  per  cent  of  its  net  income.  The  corporation  subsequently  filed 
a  claim  for  consideration  under  the  provisions  of  section  210  of  the 
Revenue  Act  of  1917,  and  sections  327  and  328  of  the  Revenue  Act  of 
1918,  based  on  the  following  reasons : 

1.  That  the  case  of  the  taxpayer  is  an  exceptional  one,  and  its  in- 
vested capital  can  not  be  used  as  the  basis  lor  assessing  the  excess 
profits  tax  without  resulting  in  an  unduly  burdensome  tax,  because 
the  invested  capital  is  seriously  disproportionate  to  the  taxable 
income. 

2.  That  the  income  of  the  taxable  year  represents  the  fruits  of 
activities  antedating  the  taxable  year. 

3.  That  the  operation  of  section  207  would  place  it  at  a  disadvan- 
tage in  competing  with  representative  concerns. 

61360*^—21 26 
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The  books  of  the  corporation  have  been  examined  by  a  revenue 
agent  and  its  invested  capital  has  been  clearly  established.  This  is 
recognized  by  the  taxpayer  who  relies,  under  the  above  contentions, 
principally  on  the  value  of  the  services  of  A  who  is  president  of  the 
corporation  and  who,  in  1917,  acquired  practically  all  of  the  stock  of 
the  corporation,  and  upon  the  fact  that  in  1916  a  very  satisfactory 
contract  was  made  from  which  it  is  claimed  about  one- fourth  of  the 
income  of  the  company  is  derived.  This  contract,  in  effect,  provided 
for  the  purchase  of  a  finished  product  to  be  made  from  steel  at  a 
price  which  would  yield  a  reasonable  profit  over  all  costs,  whatever 
they  might  prove  to  be.  It  is  stated,  however,  that  the  purchase 
amounted  to  more  than  a  normal  year's  supply  and  that  delivery  has 
not  yet  been  completed.  The  taxpayer  was  accordingly  able  to  sup- 
ply its  customers  at  the  high  prevailing  prices  in  the  year  1918  and 
to  realize  the  correspondingly  large  profits.  Its  net  income  for  the 
fiscal  year  ended  May  31, 1917,  was  Sx  dollars  and  its  net  income  for 
the  fiscal  year  ended  May  31,  1918,  was  22a?  dollars.  'ITie  invested 
capital  at  the  beginning  of  the  fiscal  year  ended  May  31,  1917,  was 
30a7  dollars  and  at  the  beginning  of  the  fiscal  year  ended  May  31, 
1918,  was  3807  dollars,  while  at  the  close  of  the  fiscal  year  ended  May 
31, 1918,it  was  61a?  dollars,  which  reflected  the  undistributed  income  of 
22a?  dollars  for  that  year.  The  income  and  profits  taxes  assessed  by 
the  Unit  for  the  fiscal  year  ended  May  31,  1918,  amounted  to  12a? 
dollars,  which  amoimt,  aeducted  from  the  income  for  the  year,  leaves 
a  balance  of  10a?  dollars  for  dividends,  or  approximately  27  per  cent 
of  the  invested  capital  at  the  beginning  of  the  taxable  year. 

It  is  contended  that  A's  personality  is  a  most  important  factor  in 
the  business  and  thi^t  possioly  consideration  should  be  mven  for  as- 
sessment of  the  company^s  taxes  imder  section  209  of  the  Kevenue  Act 
of  1917,  but  this  section  of  the  law  manifestly  is  not  applicable  be- 
cause of  the  amount  of  capital  employed  in  the  business  nor  can  A's 
services  be  considered  as  creating  an  abnormal  condition  because  he 
had  been  constantly  employed  in  the  development  of  the  business 
since  its  incorporation  and  the  value  of  his  services  was  recognized 
in  the  first  instance  by  the  corporation's  contribution  of  x  dollars  of 
its  stock  which  it  charged  to  good  wilL 

Section  210  of  the  Revenue  Act  of  1917  provides  for  an  equitable 
adjustment  of  the  tax  when  the  invested  ca{)ital  of  a  corporation  can 
not  be  satisfactorily  determined,  and  in  giving  recognition  to  the  in- 
tent of  this  section,  article  52  of  Regulations  41  provides  that  when 
invested  capital  is  seriously  disproportionate  to  taxable  income  be- 
cause of  the  realization  in  one  year  of  the  earnings  of  capital  un- 
productively  invested  through  a  period  of  years  or  of  the  fruits  of 
activities  antedating  the  taxable  year,  adjustment  of  the  tax  may  be 
made  under  the  provisions  of  section  210. 

The  Committee,  after  careful  consideration  of  all  the  facts  in  the 
instant  case,  finds  that  the  business  of  the  M  Company  gradually  and 
satisfactorily  developed  from  the  date  of  its  incorporation  witn  con- 
sistent earnings  in  the  years  1916,  1917,  and  1918  available  for  divi- 
dends. The  capital  stock  of  the  company  was  only  8aj  dollars  and  yet 
at  the  beginning  of  the  year  1916  the  company  has  a  surplus  of  22a? 
'^-^Uars. 

the  final  analysis  of  the  case  it  would  seem  that  taxpayer's  con- 
n  substantially  rests  only  on  an  abnormal  condition  brought 
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about  by  a  business  contract  which  resulted  in  material  advantage 
to  the  taxpayer  by  virtue  of  circumstances  which,  in  the  year  1918, 
were  reflected  in  very  high  prices  for  the  product  of  this  corporation* 
It  is  not  thought  this  is  such  an  abnormal  condition  as  might  be  con- 
templated under  article  52  of  Regulations  41  or  under  s^tion  327  of 
the  Kevenue  Act  of  1918.  The  contract  was  a  simple  business  propo- 
sition which,  like  many  other  contracts,  resulted  in  large  profits 
during  the  year  1918  and  it  might  be  said  in  corresponding  losses  in 
subsequent  years.  The  right  to  claim  such  losses  is  recognized  in 
certain  sections  of  the  Bevenue  Act  of  1918  and  in  the  regulations 
promulgated  thereunder.  Surely,  under  such  conditions,  there  is  no 
good  reason  why  a  corporation  receiving  large  profits  in  the  year 
1918  in  the  ordinary  conduct  of  its  business  should  not  pay  taxes 
under  the  prescribed  provisions  of  the  law  without  special  considera- 
tion under  the  equitaole  provisions  of  the  law.  The  ratio  of  excess 
profits  tax,  in  the  instant  case,  is  something  in  excess  of  50  per  cent, 
Dut  there  are  other  corporations  having  similar  favorable  contracts 
made  in  the  ordinary  course  of  business  which  paid  tax  at  equally  as 
high  a  rate. 

The  Committee  accordingly  recommends  that  the  action  of  the 
Income  Tax  Unit  in  denying  the  M  Company  special  consideration 
under  section  210  of  the  Kevenue  Act  of  1917  and  under  sections  327 
and  328  of  the  Kevenue  Act  of  1918,  be  sustained. 


Pabt  Vr. — Reorganizations. 


SECTION  330.— REORGANIZATIONS. 

Section  330,  Article  931 :  Scope  of  reorgani-  1^21-1580 

zations.  A.  R.  R.  467 

RBVENUB  ACT  OP  1917. 

Held,  that  a  corporation,  or.s^anized  in  October,  1917,  which  ac- 
quires the  business  and  properties  of  a  partnership  as  of  January 
1,  1917,  the  ownership  continuing  identical  as  does  the  business, 
can  not  make  a  return  for  the  entire  year,  as  if  it  were  a  corpora- 
tion, using  the  invested  capital  of  the  partnership  as  of  January  1, 
1917,  as  its  invested  capital. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  m  denying  this 
corporation,  which  was  organized  in  October,  1917,  the  right  of  filing 
a  corporate  return  for  the  full  taxable  year  1917,  by  treating  the 
partnership  prior  to  October,  1917,  as  if  it  were  a  corporation. 

The  M  Company  was  incorporated  October,  1917,  taking  over  the 
partnership  business  of  two  brothers.  By  a  written  agreement,  be- 
tween the  corporation  and  the  partnership,  the  corporation  acquired 
all  of  the  assets  of  the  partnership,  including  the  business,  as  of 
January  1, 1917,  and  assumed  its  obligations  from  that  date.'  Except 
for  one  or  two  statutory  shares  the  two  partners  received  the  entire 
capital  stock  of  the  corporation.  All  necessary  adjustments  were 
made  to  state  the  balance  sheet  as  of  January  1,  1917,  and  certain 
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transactions  of  the  partners  were  revoked  in  order  that  the  identical 
book  values  and  lialbilities  as  of  January  1.  1917,  might  be  assumed 
by  the  corporation  under  the  agreement  witn  the  partners. 

It  is  stated  that  the  corporation,  between  October,  1917,  and  Janu- 
ary 1, 1918,  paid  dividends  to  its  stockholders,  offered  to  pay  its  capi- 
tal stock  t^x  for  said  jrear  of  1917,  and  at  the  proper  time  m  1918  filed 
its  corporate  return  with  the  Federal  Government  covering  the  entire 
year  1917,  using  as  its  invested  capital  the  invested  capital  of  its 
predecessor  as  of  January  1, 1917. 

The  corporation,  in  making  an  appeal  to  this  Committee  to  sustain 
its  action  in  filing  a  corporation  return  for  the  full  taxable  year  1917, 
relies  upon  section  204  and  section  208  of  the  Revenue  Act  of  1917, 
and  upon  section  330  of  the  Revenue  Act  of  1918.  Section  204  of  the 
Revenue  Act  of  1917  established  a  basis  for  prewar  data,  while  sec- 
tion 208  has  to  do  with  invested  capital  at  date  of  reorganization, 
consolidation  or  change  in  ownership.  It  does  not  apply  retroac- 
tively to  the  beginning  of  the  taxable  year  but  is  applicable  only  to 
the  value  of  assets  immediately  transferred. 

Section  330  (articles  931,  932,  933  of  Regulations  45)  approves  the 
practice  followed  by  the  taxpayer  for  the  year  1917,  except  for  the 
important  provision  that  the  net  income  of  a  trade  or  business  from 
January  i,  1918^  to  date  of  reorganization,  if  reorganized  on  or  be- 
fore July  1, 1919,  may  be  taxed  as  that  of  a  corporation. 

There  was  no  provision  in  the  1917  law  for  treating  a  partnership 
in  the  taxable  year  as  if  it  were  a  corporation  and  Congress  did  nc5b 
see  fit  to  make  section  330  of  the  1918  Act  retroactive  to  include  the 
taxable  year  1917  at  the  rates  of  taxation  then  in  effect. 

The  Committee  does  not  consider  that  it  can  read  into  the  1917 
law,  under  any  of  the  sections  therein,  an  authority  to  disregard,  for 
taxation  or  otherwise,  the  important  distinctions  between  a  partner- 
ship and  a  corporation. 

It  is  accordingly  recommended  that  the  action  of  the  Income  Tax 
Unit  in  denying  this  corporation  the  privilege  of  using  the  invested 
capital  of  the  partnership  as  of  January  1,  1917,  and  of  considering 
the  income  of  the  partnership  during  the  taxable  year  1917  as  if  it 
were  the  income  of  the  corporation,  be  sustained  under  section  208 
of  the  Revenue  Act  of  1917. 

Section  330,  Article  931 :  Scope  of  reorgani-  21-21-1667 

zations.  O.  D.  930 

Where  under  the  laws  of  a  State  a  charter  granted  to  a  corporation 
is  limited  to  a  period  of  years,  the  renewal  of  such  charter  merely 
prolongs  the  existence  of  the  original  corporation  and  does  not  of 
itself  constitute  a  reorganization  within  the  meaning  of  the  excess 
profits  tax  laws. 

Section  330.  Article  933 :  Election  to  be  taxed 
as  corporation. 

(See  13-21-1529;  sec.  204,  art.  1603.)    Application  of  section  204 
of  the  Revenue  Act  of  1918  to  organizations  incorporated  prior  to 
-  1,  1919. 
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SECTION  331.— VALUATION  OF  ASSETS  UPON 

REORGANIZATION. 

•  Section  331,  Aktici4E  941:  Valuation  of  asset  5-21-1424 

upon  change  of  ownership.  O.  D.  789 

The  M  Company  was  incorporated  for  the  purpose  of  acquiring 
that  part  of  the  business  of  the  N  Company,  a  foreign  corporation, 
w'rich  it  carried  on  in  the  United  States  and  Canada. 

The  M  Company  issued  common  and  preferred  stock  to  the  N 
Company,  in  the  amount  of  x  dollars,  in  exchange  for  its  business  in 
the  United  States  and  Canada.  The  domestic  corporation  requested 
permission  to  set  up  on  its  books  as  invested  capital  several  increases 
over  the  amounts  carried  on  its  books  for  the  same  items  by  the 
foreign  corporation. 

Held,  that  where  a  foreign  corporation  has  been  taxed  on  its  activi- 
ties in  this  country,  and  its  activities  in  Canada  and  this  country 
are  subsequently  taken  over  by  a  domestic  corporation  organized  for 
that  purpose,  and  fifty  per  centum  or  more  of  the  stock  of  the  domes- 
tic corporation  is  held  by  the  foreign  corporation,  the  assets  of  the 
domestic  corporation  are  to  be  valued  under  section  331,  Revenue 
Act  of  1918.  In  the  case  presented  the  domestic  corporation  may 
set  up  on  its  books  as  invested  capital  the  assets  taken  over  from  the 
foreign  corporation  at  such  values  as  could  have  been  established  had 
the  previous  owner  been  required  to  set  up  invested  capital  as  a 
domestic  corporation. 

Section  331,  Abticle  941:  Valuation  of  asset 
upon  change  of  ownership. 

(See  8-21-1470;  sec.  326,  art.  831.)  Valuation  of  assets  upon  a 
reorganization  and  the  changing  of  a  partnership  into  a  corpora- 
tion. 

Section  331,  Article  941:  Valuation  of  asset  11-21-1512 

upon  change  of  ownership.  A.  R.  R.  409 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Corporation  from  the  action  of  the  Income  Tax  Unit  in  denying  the 
corporation  an  item  of  x  dollars,  or  the  statutory  percentage  thereof, 
carried  on  the  books  of  the  corporation  as  "  good  will,  trade-marks, 
and  foreign  agencies." 

The  M  Corporation  was  incorporated  April,  1917,  with  a  capital 
stock  of  lOOy  shares,  taking  over  the  net  assets  of  the  N  partnership 
as  a  going  concern  as  of  January  1, 1917,  and  in  addition  thereto  the 
sum  of  X  dollars  in  cash.  The  consideration  for  the  net  assets  of  the 
partnership  and  the  additional  cash  was  the  sum  of  4aj  dollars  to  be 
paid  by  the  corporation  issuing  to  the  partners,  or  to  their  nominees, 

♦  the  entire  issue  of  capital  common  stock  of  the  corporation  consisting 

of  lOOy  shares.    Certain  adjustments  were  made  of  salaries  of  the 
Sartners  to  offset  the  credit  for  earnings  from  January  1,  1917,  to 
Lpril^  1917.    The  journal  entry  made  to  open  the  books  ox  the  cor- 
poration was  in  the  following  expression : 

Net  vahie  of  the  tangible  assets  of  tlie  partnership 2x  doUars 

Cash  to  be  paid  in jf  doUars 

Good  win,  trade-marks,  and  foreign  agencies a?  dollars 

To  capital  stock 4a?dolla 
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The  partnership  books  were  not  closed,  and,  on  advice  of  account- 
ants, they  became  the  books  of  the  corporation,  subject,  however,  to 
the  above  corporate  entry. 

At  a  meeting  of  the  board  of  directors  of  the  corporation  held  April, 
1917,  the  following  resolution  was  adopted: 

Rbsolved,  That  upon  the  executlcm  and  delivery  to  this  c<Hnpany  of  the  instru- 
ments enumerated  and  upon  the  payment  by  A,  B,  and  G  to  this  corporation  of 
said  sum  of  x  dollars  in  cash,  in  accordance  with  the  terms  of  said  written  pro- 
posal of  April,  this  corporation  Issue  to  said  A,  B,  and  C  the  entire  issue  of  the 
capital  stock  of  this  corporation,  to-wit,  lOOv  shares,  as  provided  for  in  said 
written  proposal  of  said  M  Corporation  dated  April,  1917,  and  as  accepted  by  tlie 
board  of  directors  of  this  company  at  tlie  board  meeting  held  in  April,  1917. 

The  following  abstract  and  resolution  are  quoted  from  the  minutes 
of  a  meeting  of  the  corporation  held  April,  1917 : 

That  said  A,  B,  and  C  had  presented  a  list  of  the  nominees  in  whose  names 
they  desired  that  said  capital  stock  should  be  issued,  showing  tlie  name,  ad- 
dress, and  number  of  shares  of  stock  to  be  issued  to  each  person,  firm,  or  cor- 
poration. 

On  motion,  duly  seconded,  the  following  resolution  was  duly  adopted : 
Resol\'ed,  That  the  said  list  be  set  forth  in  full  in  these  minutes  and  that 
as  said  A,  B,  and  O  had  complied  with  their  said  offer  of  April,  1917,  and  had 
duly  transferred  all  of  the  pr<^erty  and  assets  of  said  N  partnership  to  tliis 
corporation,  and  had  paid  in  to  this  corporation  said  additional  sum  of  x  dollars 
in  cash,  the  certificates  of  stock  prepared  for  that  purpose  be  Issued  to  said 
persons  accordingly  as  the  original  Issue  of  the  shares  of  the  capital  stock  of 
this  corporation. 

Of  the  lOOy  shares  of  stock  issued  by  the  corporation,  the  follow- 
ing shares  were  authorized  by  the  officers  of  the  corporation  to  be 
recorded  by  the  transfer  agent  in  the  names  of  the  former  partners : 

B 18y  shares 

C lOy  shares 

A 21y  shares 

Total 492/  shares 

or  a  few  shares  less  than  50  per  cent  of  the  total  issue  of  stock  to 
them.  According  to  the  records  of  the  transfer  agent,  the  remain- 
ing shares  were  issued  to  the  stockliolders  in  number  from  1  to  25y 
shares.  The  stock  issued  to  the  public  was  very  well  distributed.  In 
the  corporate  organization  B  became  president  and  general  man- 
ager^ C  vice  president  and  secretary,  and  A  chairman  of  the  board 
of  directors  and  treasurer  of  the  corporation. 

Section  208  of  the  Revenue  Act  of  1917  provides : 

That  in  case  of  tlie  reorganization,  consolidation,  or  change  of  ownerb*hip  of  a 
trade  or  business  after  March  third,  nineteen  hundred  and  seventeen,  if  an 
interest  or  control  In  such  trade  or  business  of  fifty  per  centum  or  more  remains 
Id  control  of  the  same  persons,  corporations,  associations,  partnerships,  or  any 
of  them,  then  in  ascertaining  the  Invested  capital  of  the  trade  or  business  no 
asset  transferred  or  received  from  the  prior  trade  or  business  shall  be  allowed 
a  greater  value  tlian  would  have  been  allowed  under  this  title  in  computing  the 
invested  capital  of  such  prior  trade  or  business  if  such  asset  had  not  been 
so  transferred  or  received,  unless  such  asset  was  paid  for  specifically  as  such, 
in  cash  or  tangible  propertj',  and  then  not  to  exceed  the  actual  cash  or  actual 
cash  value  of  the  tangible  property  paid  therefor  at  the  time  of  such  payment 

Article  50  of  Regulations  41  substantially  follows  the  language  of 
the  Act.  It  would  appear,  therefore,  that  the  sole  question  at  issue 
rests  upon  the  intent  of  the  words  ^  remains  in  control ''  as  used  in 
the  Act.    It  is  clear  from  the  above  facts  that  the  partners  who  be- 
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came  the  principal  officers  of  the  corporation  continued  in  position  ' 
to  exercise  direct  and  effective  control  over  the  affairs  of  the  business. 
The  corporate  books  were  in  the  hands  of  one  of  the  former  partners 
and  from  this  record  he  had  intimate  knowledge  of  the  ownership  of 
stock  held  by  outside  interests. 

Apart  from  this  effective  control  it  is  clear  that  by  a^eement  and 
bill  of  sale  the  partners  received  the  entire  capital  stock  of  the  cor- 
poration for  the  net  partnership  assets  and  for  other  valuable  consid- 
erations. This  gave  the  partners  immediate  authority  to  dispose  of 
such  stock  in  any  manner  they  might  desire.  Technically,  tne  pro- 
ceeds from  the  sale  of  any  or  all  of  the  stock  passed  to  the  partner- 
ship. Out  of  these  proceeds  the  partners  paid  to  the  corporation  such 
amount  or  amounts  as  the  partner  had  agreed  to  pay  in  part  con- 
sideration for  the  stock  received  by  them.  In  other  words,  the  trans- 
action was  between  the  corporation  and  the  partners  and  the  latter 
named  the  proportion  in  which  they  desired  the  stock  distributed  to 
them  and  to  their  nominees.  Hence,  the  partners  did  remain  in  con- 
trol. They  exercised  this  control  in  naming  their  nominees.  It  is 
immaterial  that  this  stock  control  was  not  continuing — ^that  it  imme- 
diately passed  by  a  small  fraction  into  other  hands. 

In  oral  argument  representatives  of  taxpayer  laid  stress  on  the 
amounts  which  had  been  expended  by  the  partnership  from  time  to 
time  in  developing  foreign  agencies.  The  Committee  finds  no  pro- 
vision in  the  law  or  regulations  for  the  capitalization  of  such  items 
which  were  invariably  charged,  and  properly  so,  to  cost  of  conduct- 
ing the  business. 

Article  64  of  Regulations  41  provides : 

Amounts  expended  in  the  past  for  good  wiU,  trade-marks,  trade  brands,  fran- 
chises, and  other  intangible  assets  of  a  like  character,  are  controHed  by  the  lan- 
guage of  the  statute  which  provides  that  such  assets  "shall  be  included  in 
invested  capital  if  the  corporation  or  partnership  made  payment  bona  fide  there- 
for speclflcally  as  such  in  cash,  or  tangible  property."  The  Commissioner  of 
Internal  Revenue  wUl  recognize  additions  to  invested  capital  on  account  of  in- 
tangible assets  only  if  such  assets  have  been  explicitly  paid  for  in  the  manner 
prescribed  by  the  statute.  Where  expenditures  have  been  made  for  the  gen- 
eral development  of  Intangible  assets,  and  charged  as  current  expense,  no  re- 
adjustment thereof  will  be  allowed. 

It  is,  accordingly,  the  recommendation  of  the  Committee  that  the 
action  of  the  Income  Tax  Unit  in  disallowing  this  corporation  x  dol- 
lars, or  any  part  thereof,  as  "good  will,  trade-marks  and  foreign 
agencies  "  be  sustained  under  section  208  of  the  Revenue  Act  ox  1917. ' 


Part  VII. — MiscEUiANEOUs. 


SECTION  336.— RETURNS. 

Secttign  336,  Article  961 :  Returns. 

(See  16-21-1581;  sec.  223,  art.  401.)  Individual  excess  profits 
tax  returns  (1917  Act)  when  income  from  community  property 
(Texas). 


SPECIAL. 

C.  B.  4-1600A 
Dept.  Cir.  230 

Laws  and  Regitlations  Govkbning  the  Recoonition  of  Attokneys  and  Agents 

AND    OTHEB    PEBSONS    REPRESENTING    CLAIMANTS    BeFOBE    THE    TbEASUBY    DE- 
PARTMENT AND  Offices  Thereof. 

[1921.     Department  ClrcuUr  No.  230.     Chief  Clerk.] 

Treasury  Department, 
.OmcB  OF  THE  Secretaut, 
Waahinffton^  February  16^  1921, 

The  following  statutes  relate  to  the  recognition  of  attorneys, 
agents,  and  other  persons  representing  claimants  before  the  Treas- 
ury Department  and  the  Bureaus  thereof : 

That  the  Secretary  of  the  Treasui'y  may  prescribe  rules  and  regulations  gov- 
eniiiig  the  recognition  of  agents,  attorneys,  or  other  persons  representing 
claimants  before  his  Department,  and  may  require  of  sucli  persons,  agents, 
and  attorneys,  before  being  recognized  as  representatives  of  claimants,  that 
they  shaU  show  that  they  are  of  good  character  and  in  good  repute,  possessed 
of  the  necessary  qualifications  to  enable  them  to  render  such  claimants  valu- 
able service,  and  otherwise  competent  to  advise  and  assist  such  claimants  in 
the  presentation  of  their  cases.  And  such  Secretary  may  after  due  notice  and 
opportunity  for  hearing  sui9)end,  and  disbar  from  further  practice  before  Ms 
Department  any  such  person,  agent,  or  attorney  shown  to  be  incompetent,  dis- 
reputable, or  who  refuses  to  comply  with  the  said  rules  and  regulations,  or 
who  shall,  with  intent  to  def raud^  in  any  manner  willfully  and  knowingly  de- 
ceive, mislead,  or  threaten  any  claimant  or  prospective  claimant,  by  word, 
circular,  letter,  or  by  advertisement.     (Act  of  July  7,  1884,  23  Stat,  258.) 

Any  person  prosecuting  claims,  either  as  attorney  or  on  his  own  account, 
before  any  of  the  departments  or  bureaus  of  the  United  States,  shall  be  re- 
quired to  take  the  oath  of  allegiance,  and  to  support  the  Constitution  of  the 
United  States,  as  required  of  iiersons  in  the  civil  service.  (Sec.  3478,  Revised 
Statutes. ) 

The  Act  of  May  13,  1884  (23  Stat.,  22)  provides  that  the  oath 
shall  be  that  prescribed  by  section  1757,  Revised  Statutes,  which  is 
as  follows : 

I, ,  do  solenmly  swear  (or  affirm)  that  I  will  support  and  de- 

^  fend  the  Constitution  of  the  United  States  against  all  enemies,  foreign  and 
domestic;  that  I  will  bear  true  faith  and  allegiance  to  the  same;  that  I  take 
this  obligation  freely,  without  any  mental  reservation  or  purpose  of  evasion ; 
and  that  I  will  well  and  faithfully  discharge  the  duties  of  the  office  on  which 
I  am  about  to  enter.    So  help  me  God. 

The  oath  provided  for  in  the  preceding  section  may  be  taken  before  any 
justice  of  the  peace,  notary  public,  or  other  person  who  is  legally  authorized 
to  administer  an  oath  in  the  State. or  district  where  the  same  may  be  admin- 
istered.    (Sec.  3479,  Revised  Statutes.) 

Whoever,  being  an  officer  of  the  United  States,  or  a  person  holding  any 
place  of  trust  or  profit,  or  discharging  any  official  function  under,  or  in  con- 
nection witJi,  any  executive  department  of  the  Government  of  the  United 
States,  or  under  the  Senate  or  House  of  Representatives  of  the  United  States, 
shall  act  as  an  agent  or  attorney  for  prosecuting  any  claim  against  the  United 
States,  or  in  any  manner,  or  by  any  means,  otherwise  than  in  discharge  of 
his  proper  official  duties,  shall  aid  or  assist  in  the  prosecution  or  support  of 
any  such  claim,  or  receive  any  gratuity,  or  any  share  of  or  interest  in  any 
f:Iaim  from  any  claimant  against  the  United  States,  with  intent  to  aid  or 
^sist,  or  in  consideration  of  having  aided  or  assisted,  in  the  prosecution  of 
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such  claim,  shall  be  fined  not  more  than  five  thousand  dollars,  or  imprisoned 
not  more  than  one  year,  or  both.     (Act  of  Mar.  4,  1909,  sec.  109,  35  Stat,  1107.) 

It  shall  not  be  lawful  for  any  person  appointed  after  the  first  day  of  .Tune, 
one  thousand  eight  hundred  and  seventy-two,  as  an  officer,  clerk,  or  employee 
in  any  of  the  departments,  to  act  as  counsel,  attorney,  or  agent  for  prosecuting 
any  claim  against  the  United  States  which  was  pending  in  either  of  said 
departments  while  he  was  sudi  ofilcer,  clerk,  or  employee,  nor  in  any  manner, 
nor  by  any  means,  to  aid  in  the  prosecution  of  any  such  claim,  within  two 
years  next  after  he  shi:ll  have  ceased  to  be  such  officer,  clerk,  or  employee. 
(Sec.  190,  RevisHl  Statutes.) 

That  it  shall  be  unlawful  for  any  person  who,  as  a  commissioned  officer  of 
the  Army,  or  officer  or  employee  of  the  United  States,  has  at  any  time  since 
April  (5,  1917,  been  employed  in  any  bureau  of  the  Government  and  in  such 
employment  bet»n  engaged  on  behalf  of  the  United  States  in  procuring  or 
assisting  to  procure  supplies  for  the  Military  Establishment,  or  who  has  been 
engaged  in  the  settlement  «r  adjustment  of  contra-cts  or  agreements  for  the 
procurement  of  supplies  for  the  Military  Establishment,  within  two  years 
next  after  his  discharge  or  other  separation  from  the  service  of  the  Govern- 
ment, to  solicit  employment  in  the  presentation  or  to  aid  or  assist  for  compen- 
sation in  the  prose(*ution  of  claims  against  the  United  States  arising  out  of 
any  contracts  or  agreements  for  tlie  procurement  of  supplies  for  said  bureau, 
which  were  iiending  or  entered  into  while  the  said  officer  or  employ^ee  wais 
associated  therewith.  A  violation  of  this  provision  of  this  chapter  shall  be 
punished  by  a  fine  of  not  more  than  $10,000  or  imprisonment  for  not  more 
than  one  year,  or  both.     (A<!t  of  July  11,  1919,  41  Stat,  131.) 

[No  claim  agetit  or  aiiorney  may  he  recognized  in  the  presentation  or  ad- 
judication of  M'ar  Risk  Inffurance  claim's  (aUotments  and  family  allowa/noeB, 
compenifaiidn  for  disability  and  death,  or  insurance),  except  as  proiHded  by 
the  acts  of  ifoy  20,  19i8  {J^O  Stat.,  555),  and  June  25,  1918,  section  SIS  (40 
Stat.,  673).] 

Pursuant  to  the  authority  contained  in  the  statutory  provision  first 
quoted  al)ove,  the  following  rules  and  regulations  are  prescribed : 

1.  Co'mitUttee  on  enrolhncnt  ami  disbarment. — A  committee  on  enrollment 
and  disbarment  is  hereby  created,  consisting  of  five  members,  one  of  whom 
shall  be  detaile<l  from  the  office  of  the  Secretarj^  of  the  Trea.sury  and  shall 
act  as  chairman  and  have  the  custody  of  all  papers,  records,  rolls,  etc.,  and 
<me  from  each  of  the  following  offices:  Commissioner  of  Internal  Revenue* 
(Comptroller  of  the  Treasury,  Solicitor  of  the  Treasury,  and  Bureau  of  War 
Risk  In.surunce.  The  members  of  the  committee  shall  serve  for  the  calen<lar 
year  and  shall  perform  the  duties  herein  prescribe<l  in  addition  to  their  other 
duties.  The  said  committee  shall  meet  regularly  on  the  first  Monday  of  each 
month,  if  a  business  day,  and  shall  meet  specially  on  other  days  at  the  call 
of  the  chairman  or  any  member.     Three  members  shall  constitute  a  quorum. 

The  committee  shall  receive  and  consider  applications  to  be  recognized  as 
attorney,  agent,  or  other  representative  before  the  Treasury  Department  or 
offices  thereof;  receive  complaints  against  those  enrolled;  conduct  hearings, 
make  inquiries,  i)erform  other  duties  as  prescribed  herein,  and  do  all  things 
nece.s.<?ary  in  the  matter  of  procee<lings  for  enrollment  or  disbarment  of  such 
attorneys,  agents,  or  other  representatives,  pursuant  to  these  regulations;  and 
submit  reccmimendations  therein  to  the  Secretary  of  the  Treasury  for  approval. 

2.  Applications  for  enrollment. — Applicants  for  enrollment  pursuant  to  these 
regulations  shall  submit  to  the  Secretary  of  the  Treasury  an  application, 
properly  executed,  on  the  form  attached  hereto  (Exhibit  A).  Applicaticms 
in  any  other  from  will  not  i)e  con.sidered.  Persons  members  of  the  bar  of  a 
<*ourt  of  record  will  apply  for  enrollment  as  **  attorney  " ;  all  others  will  apply 
for  enrollment  as  "  agent."  Members  of  a  firm  may  apply  for  enrollment  either 
indivi<lually  or  collectively.  In  the  latter  case  application  should  be  made  in 
the  firm  name,  giving  the  name  of  each  member  and  the  required  information 
as  to  each,  and  the  application  should  be  signeil  In  the  firm  name  and  by  each 
member  of  the  firm.  The  Secretary  of  the  Treasury  may  in  any  case  require 
other  and  further  evidence  of  qualification.  Applicants  will  be  notified  of  the 
approval  or  rejection  of  their  application. 

3.  Restriction  of  right  to  be  heard  to  parties  and  enrolled  attorneys  a^id 
agents. — The  committee  on  enrollment  and  disbarment  shall  maintain  in  the 
office  of  the  chief  clerk,  Trc^asury  Department,  a  roll  of  attorneys  and  agents 
entitled  to  practice  before  the  Treasury  Department    It  shall  likewise  main 
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tain  lists  of  those  whose  applications  for  enrollment  have  been  rejected  and 
those  who  have  been  suspended  or  disbarred.  The  chief  clerk  sbnll  furnish 
copies  of  the  said  roll  and  lists,  with  such  additions  thereto  or  subtractions 
therefrom  as  may  be  made  from  time  to  time,  to  the  bureaus,  offices,  and 
divisions  of  the  Treasury  Department 

All  bureaus,  offices,  and  divisions  of  the  Treasury  Department  are  hereby 
prohibited  from  recognizing  or  dealing  with  anyone  appearing  as  attorney 
or  agent  unless  the  name  of  such  attorney  or  agent  ai^>ears  upon  the  list  of 
those  entitled  to  practice  before  the  Treasury  Department.  Nothing  herein 
contained  shall  preclude  individual  parties  or  members  of  firms  or  officers 
of  corporations  from  appearing,  upon  proper  identification,  as  representatives  of 
their  own  interests  or  of  their  respective  firms  or  corporations  in  any  matter 
before  the  Department  in  which  such  person,  firm,  or  corporation  is  con- 
cerned as  a  principal;  but  attorneys,  counsel,  or  solicitors  or  other  agents 
for  such  persons,  firms,  or  corporations  must  be  enrolled. 

It  shall  be  the  duty  of  the  bureaus,  offices  and  divisions  of  the  Treasury 
Department  to  ascertain  in  each  case  whether  the  name  of  one  appearing 
before  them  in  a  representative  capacity  appears  on  the  roll  of  those  entitled 
to  practice.  In  any  case  where  such  enrollment  does  not  appear,  the  require- 
ment therefor  shall  be  brought  to  the  attention  of  such  representative.  The 
head  of  such  bureau,  office,  or  division  may,  in  his  discretion,  temporarily 
recognize  such  r^reseutative  pending  application  for  enrollment,  provide<l 
his  name  does  not  appear  on  the  list  of  those  whose  applications  for  enrollment 
have  been  rejected  or  on  the  list  of  those  who  have  been  suspended  or  disbarred. 

4.  Complaints  and  disbcurment  proceedinffs, — If  the  head  of  a  bureau,  office, 
or  division  has  reason  to  believe,  or  if  the  complaint  is  made  to  him,  that  an 
enrolled  attorney  or  agent  has  violated  any  of  the  provisions  of  these  laws  and 
regulations  or  otherwise  engaged  in  any  impn^oer  practice,  he  shall  forthwith 
make  report  thereof  to  the  committee  on  enrollment  and  disbarment.  The  com- 
mittee shall  thereupon  mail  to  the  usual  address  of  such  attorney  or  agent 
notice  thereof,  detailing  briefly  the  charge  or  charges  made,  and  giving  the 
time  and  place  of  hearing,  which  shall  be  not  less  than  30  nor  more  than  40 
days  from  the  date  of  mailing  the  notice.  The  respondent  may  file  an  answer 
with  the  committee  at  or  before  the  time  of  the  hearing,  in  which  case  the  com- 
plainant shall  be  entitled  to  reply  within  10  days  thereafter.  If  the  answer 
is  verified,  the  reply  must  also  be  verified.  The  committee  may,  in  its  discre- 
tion, extend  the  time  for  answer  or  reply,  or  postpone  the  date  of  hearing.  It 
may  also  initiate  charges  against  any  enrolled  attorney  or  agent. 

The  committee  shall  conduct  the  hearing  ac(*orc!ing  to  such  rules  of  procedure 
as  it  shall  determine.  The  respondent  may  be  represented  by  counsel.  The 
testimony  of  witnesses  may  be  required  to  be  under  oath,  and  shall  in  all  cases 
be  stenographically  transcribed.  Depositions  for  use  at  the  henrlng  may  be 
taken  by  either  party  before  an  officer  duly  authorized  to  administer  an  oath 
for  general  purposes,  upon  10  days*  written  notice  if  the  deposition  is  to  be 
taken  within  the  District  of  rohimbla  and  upon  20  days'  written  notice  if  it  is 
to  be  taken  elsewhere.  Kxpenses  incurred  In  the  taking  of  depositions  shall  be 
borne  by  the  party  at  whose  instance  the  deposition  Is  taken. 

The  committee  shall,  within  80  days  from  the  date  of  the  conclusion  of  the 
hearing,  or,  if  the  respondent  does  not  appear  in  person  for  the  hearing,  within 
30  days  from  the  date  set  therefor,  submit  to  the  Secretary  of  the  Treasury  a 
copy  of  the  notice  of  hearing,  the  complaint,  answer,  and  reply,  if  any,  the 
record  of  the  hearing,  and  the  written  findinsrs  of  fact  of  a  majority  of  the  com- 
mittee, together  with  a  recommendation  either  that  the  charges  be  dismissed, 
or  that  the  respondent  he  reprimanded,  suspended  for  a  given  period  of  time,  or 
disbarred.  The  findings  anil  recommendation  shall  he  signed  by  all  members  of 
the  committtH*  agreeing  thereto.  Members  of  the  committee  dissenting  there- 
fnmi  shall  submit  statements  of  their  reasons  therefor.  If  any  members  of  the 
committee  were  not  present  at  the  hearings  the  fact  shall  be  stated. 

Upon  the  suspension  or  disbarment  of  an  attorney  or  agent,  notice  thereof 
shall  be  given  to  the  heads  of  bureaus  of  the  Treasury  Department  and  to  the 
other  branches  of  the  Government,  and  thereafter  imtil  duly  reinstated  such 
person  shall  not  be  recognized  as  an  attorney  or  agent  in  any  claim  or  other 
matter  before  the  Treasury  Department  or  any  offi(*e  thereof.  All  records  of 
proceedings  shall  be  filed  under  the  direction  of  the  committee,  and  access 
thereto  for  inspection  or  for  the  making  of  copies  thereof  shall  be  under  its 
control. 

Upon  notification  that  an  attorney  or  agent  enrolled  in  the  Treasury  Depart- 
ment has  been  disbarred  from  practice  before  some  other  branch  of  the  Got- 
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emment,  the  committee  shall  forthwith  send  to  such  attorney  or  agent,  In  the 
same  manner  as  prescribed  for  notice  of  hearing,  an  order  signed  by  the  Sec- 
retary of  the  Treasury  to  show  cause  within  30  days  why  he  should  not  be 
disbarred  from  practice  before  the  Treasury  Department;  and  thereafter  the 
committee  stiall  proceed  in  such  case  in  tlie  same  manner  as  if  a  notice  of  hear- 
ing had  been  sent.  I 

5.  Causes  for  disbarment, — ^The  Secretary  of  the  Treasury  will,  in  his  dis- 
cretion, suspend  or  disbar  any  enrolled  attorney  or  agent  shown  to  be  Incom- 
petent, disreputable,  or  who  refuses  to  comply  with  these  rules  and  regulations, 
or  who  shall,  with  intent  to  defraud,  In  any  manner  willfully  and  knowingly 
deceive,  mislead,  or  threaten  any  claimant  or  prospective  claimant,  by  word, 
circular,  letter,  or  by  advertisement.  It  shall  be  the  duty  of  an  attorney  or 
agent  to  use  the  utmost  diligence  in  furnishing  evidence  required  by  the  Treas- 
ury Department  or  the  heads  of  offices,  and  the  withholding  of  such  evidence 
by  such  attorney  or  agent,  or  the  use  of  any  other  means  whereby  the  final 
settlement  of  a  pending  claim  is  unjustifiably  delayed,  may  be  sufficient  cause 
for  disbarment  If  any  mirolled  attorney  or  agent  sliall  knowingly  employ 
as  correspondent  or  8ut)agent  in  any  matter  pending  before  the  Treasury  De- 
partment a  person  who  may  at  the  time  be  denied  enrollment,  or  suspended  or 
disbarred  from  practice  before  the  department,  such  attorney  or  agent  may  be 
himself  disbar r^.  An  enrolled  attorney  or  agent  who  without  authority  de- 
livers over  to  a  party  other  than  his  principal  a  draft,  warrant,  or  check  placed 
in  his  possession  as  such  attorney  or  agent  upon  the  pretext  of  a  transfer  or 
assignment  of  the  whole  or  of  an  interest  therein  as  collateral  security  or  other- 
wise, may  be  disbarred  from  pracj:ice  before  the  Department  The  suspension 
or  disbarment  of  an  attorney  or  agent  may  be  cause  fbr  the  suspension  or  dis- 
barment of  any  firm  with  which  he  is  or  may  thereafter  become  associated  and 
the  members  thereof. 

The  Secretary  of  the  Treasury  regards  a^  ttnethical  advertising  in  any  form 
tohich  represents  the  fact  of  enrollment  as  a  soUoitation  for  employment,  and 
particularly  any  suggestion  of  acquaintance  with  officials  of,  or  prior  connection 
with,  the  Treasury  Department. 

The  above  enumeration  of  causes  for  disbarment  shall  not  exclude  such  other 
causes  as  ti^  Secretary  may  deesa  proper. 

6.  Authority  to  prosecute  claims;  delivery  of  checks,  drafts^  and  warrants, — 
A  power  of  attorney  from  the  principal  in  proper  form  may  be  required  of 
attorneys  or  agents  by  heads  of  bureaus,  offices,  and  divisions  in  any  case. 
In  the  prosecution  of  claims  involving  payments  to  be  made  by  the  United 
States,  proper  powers  of  attorney  s/mU  always  be  filed  before  an  attorney  or 
agent  is  recognized.  No  power  of  attorney  shall  be  recognized  which  is  file<l 
after  settlement  made  by  the  accounting  officers,  even  though  the  settlement 
certificate  may  not  yet  have  issued,  unless  such  power  of  attorney  recites  that 
the  principal  is  fully  cognizant  of  such  settlement  and  of  the  balance  found  due. 

In  all  cases  originally  filed  in  the  Department  and  audited  and  allowed  by 
the  accounting  officers,  payable  from  appropriations  thereafter  to  be  made  by 
Congress,  the  drafts,  warrants,  or  checks  issued  for  the  proceeds  of  such  claim.s 
shall  be  made  to  the  order  of  the  claimant,  and  may  be  delivered  to  the  attorney 
or  ag^nt  legally  authorized  to  prosecute  the  same,  upon  his  filing  in  the  Depart- 
ment, after  the  allowance  of  the  claim,  the  ascertainment  of  the  amount  due, 
and  its  submission  to  CJongress  for  an  appropriation,  written  authority  exe- 
cuted in  proper  legal  form  for  such  delivery  of  such  draft,  warrant,  or  check. 
The  authority  so  filed  shall  describe  the  claim  by  the  numb^*  of  certificate  of 
settlement,  the  amount  allowed,  the  title  of  appropriation  from  which  to  be 
paid,  the  date  when  submitted  to  Congress,  and  the  number  of  the  executive 
document  in  which  it  is  contained.  Drafts,  wan-ants,  or  checks  issued  for 
the  proceeds  of  other  like  cases  audited  and  allowed  by  the  accounting  officers, 
but  whidi  are  to  be  paid  from  appropriations  available  at  the  time  of  allowance, 
shall  also  be  made  to  the  order  of  the  claimant  and  may  be  delivered  to  the 
attorney  or  agent  filing  written  authority,  executed  in  proper  legal  form,  to 
receive  the  same.  The  Secretary  of  the  Treasury  reserves  the  right  however, 
in  any  case  to  send  any  draft  warrant,  or  check  to  the  claimant  direct  (See 
also  par.  9  hereof.) 

Drafts,  warrants,  or  checks  issued  in  payment  of  amounts  allowed  by  Con- 
gress in  favor  of  corporations  and  individuals  and  appropriated  for  in  private 
or  special  acts,  and  for  the  payment  of  all  other  claims  presented  directly  to 
Congress  and  prosecuted  before  its  committees,  shall  be  made  to  the  order  of 
claimants  and  delivered  to  them  in  person  or  mailed  to  their  actual  post-office 
addresses. 
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Drafts,  warrants,  or  checks  issued  in  payment  of  judgments  rendered  by  the 
Court  of  Claims,  United  States  courts,  or  other  courts  shall  be  made  to  the 
order  of  the  judgment  creditor  and  delivered  to  or  sent  in  care  of  the  attorney 
certified  by  the  court  to  be  the  attorney  of  record,  upon  his  filing  iji  the 
department  written  authority,  executed  In  proper  legal  form,  after  the  date  of 
the  rendition  of  the  judgment,  for  such  disposition  of  such  di*aft,  warrant,  or 
check. 

When  judgments  of  the  Court  of  Claims,  Uniteil  States  courts,  or  other 
courts  are  paid  by  the  United  States,  a  notice  of  such  payment,  giving  num- 
ber, class,  and  date  of  warrant  and  amount  paid,  shall  be  sent  forthwith  to  the 
clerk  of  the  court  in  which  the  judgment  was  enteretl  in  order  that  the  same 
may  be  entered  on  the  docket  of  the  court. 

7.  Substitutiofi  of  attorneys  and  revocation  of  authority. — Substitution  of  at- 
torneys or  agents  may  be  effected  only  on  the  written  consent  of  the  attorney 
or  agent  of  record,  his  principal,  and  the  attorney  or  agent  whom  it  is  desired 
to  substitute,  and  in  all  cases  subject  to  the  approval  of  the  head  of  the 
bureau,  office,  or  division  concerne<l  before  being  effective ;  provided  that  where 
the  power  of  attorney  under  which  nn  attorney  or  agent  of  record  is  acting 
expressly  confers  the  power  of  substitution,  such  attorney  or  agent,  if  in  good 
Btanding  before  the  department,  may,  by  a  duly  executed  instrument,  substitute 
another  in  his  st€^ad,  such  other,  however,  to  be  recognized  as  the  attorney  or 
agent  only  on  the  approval  of  the  head  of  the  bureau,  office,  or  division 
involved. 

If  a  finn  dissolve,  or  those  associated  as  attorneys  or  agents  by  virtue  of  a 
power  of  attorney  contest  the  right  of  eitlu?r  to  receive  a  draft,  warrant,  or 
check,  the  principal  only  shall  thereafter  be  recognized,  unless  the  members 
or  survivors  of  such  firm,  or  the  associates  in  such  power  of  attorney,  file  a 
proper  agreement  showing  which  of  such  members,  survivors,  or  associates  may 
continue  to  prosecute  the  matter  and  may  receive  a  draft,  warrant,  or  check; 
and  in  no  case  shall  a  final  settlement  of  the  matter  or  action  toward  the  trans- 
mission of  a  draft,  warrant,  or  check  to  the  principal  be  delaye<l  more  than 
60  days  by  reason  of  the  nonfiling  of  such  agreement. 

The  revocation  by  a  principal  or  his  legal  representatives  of  authority  to 
prosecute  a  matter  will  not  be  effective,  so  far  as  the  department  is  concerned, 
without  the  approval  of  the  administrative  officer  before  whom  the  matter  is 
pending.  Where  a  matter  has  been  suspended  pemllng  the  furnishing  of 
evidence  for  which  a  call  has  been  made  on  an  attorney  or  agent,  failure  to  take 
action  thereon  within  three  montlis  from  the  date  of  suspension  may  be  deemed 
by  the  administrative  officer  before  whom  the  case  is  pending  cause  for  revoca- 
tion of  the  authority  of  such  attorney  or  agent  without  further  notice  to  him. 

8.  In  the  settlement  of  claims  of  ofllcers,  soldiers,  sailors,  and  marines^  or  their 
representatives,  and  all  other  claims  for  pay  and  allowances  within  the  juris- 
diction of  the  Auditor  for  the  W^ar  Department  or  the  Auditor  for  the  Navy 
Department,  the  warrant  for  the  full  amount  found  due  shall  be  delivered  to  the 
payee  in  i)ers<>n  or  sent  to  his  bona  fide  post-office  address  (residence  or  place 
of  business)  in  accordance  with  the  provisions  of  the  act  of  June  6,  1900  (31 
Stat.,  637). 

9.  The  Secretary  of  the  Treasury  may  withdraw  or  amend  at  any  time  or 
from  time  to  time  all  or  any  of  the  foregoing  rules  and  regulations,  with  or 
without  previous  notice,  and  may  make  such  si^eclal  orders  as  he  may  deem 
proper  in  any  case. 

10.  These  regulations  shall  supersede  those  promulgate<l  by  Department  Cir- 
cular No.  13  of  February  6,  1886,  and  Department  Circular  No.  94  of  October 
14,  1890,  relating  to  the  recognition  of  attorneys,  agents,  and  others,  and  T.  D. 
32974  of  November  30,  1012,  relating  to  such  recognition  In  customs  matters 
before  the  Treasury  Department. 

11.  These  regulations  shall  be  effective  on  and  from  the  fifteenth  day  of 
February,  nineteen  hundi'ed  and  twenty-one;  and  shall  apply  to  all  unsettled 
matters  then  pending  in  this  D<^partment,  or  which  may  thereafter  he  presented 
or  referrefl  to  this  Department  or  offices  thereof  for  adjudication;  and  shall 
be  applicable  to  all  those  now  enrolled  to  practice  before  the  Treasury  Depart- 
ment Hs  attorney  or  agent:  Provided  that  nothing  herein  contained  shall  require 
'^■'-^e  now  enrolled  again  to  apply  to  be  enrolled.     Nothing  herein  contained 

be  construed  to  abrogate  any  rules  or  orders  of  the  accounting  officers 
?  to  the  fei'H  of  attorneys  or  agents  or  others. 

D.  F.  Houston, 
Secretary  of  the  Treasury. 
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TBBAStJRT   DBPARTUBNT, 

Chief  Clsrk. 
Form  28. 


Exhibit  A. 


APPLICATION  FOR  ADMISSION  TO  PRACTICE  BEFORE  THE  TREASURY 

DEPARTMENT. 

The  Honorable 

TuE  Secretary  of  the  TREA»rRY. 
Sir: 
I. . 

residing    at , 

with  my  office  at , 

hereby  apply  for  enrollment  to  bo  recoRnlzod  as to  reprosont  others 

(Attorney  or  agent.) 
before  the  Department  of  the  Treasury. 

1.  I  am  a  member  of  the  bar  of 

and  attach  hereto  a  certificate  to  that  effect  from  said  court. 

I  am  now  in  active  practice  and  in  good  standing  in  said  court. 

2.  ^  I  am  familiar  with  the  .laws,  rules,  and  regulations  of  the  Department  of   the 
Treasury*  and  am  qualified  to  act  as  the  representative  of  others  and  render  them  val- 

nable  service,  and  particularly  in  matters  relating  to 

because  of  my  education,  training,  and  business  experience,  which  have  been  ns  follows : 
(State  In  chronological  order,  giving  dates.) 


3.  I  have  never  been  rejected  or  suspended  or  disbarred  from  appearing  as  attorney  or 
agent,  or  in  any  other  representative  capacity,  before  any  branch  of  the  Federal  or  any 
State  Government  or  municipality,  or  court  thereof,  except 

4.  I  haye been  an  ofilcer  or  employee  of  the  United   States  as  follows: 

(State  name  of  office  or  nature  of  employment  and  dates.) 

6.  I  have  read  and  noted  paragraph  5  of  Treasury  Department  Circular  No.  280,  dated 
February  15,  1921,  and  particularly  the  following  clause  thereof: 

"  The  Secretary  of  the  Treasury  regards  as  unethical  advftriiaing  in  any  form 
which  represents  the  fact  of  ewrolkMnt  09  W  sodoitaticn  far  employment,  and 
particularly  any  suggestion  of  acquaintance  with  officials  of,  or  prior  connection 
with,  tlie  Treasury  Department." 

6.  I  have  made  no  previous  application  to  be  recognized  as  attorney  or  agent  before 
the  Treasury  Department,  except - 

7.  I, ,  do  solemnly  swear 

(or  affirm)  that  I  will  support  and  defend  the  Constitution  of  the  United  States  against 
all  enemies,  foreign  and  domestic ;  that  I  will  bear  true  faith  and  allegiance  to  the  same ; 
that  I  take  this  obligation  freely,  without  any  mental  reservation  or  purpose  of  evasion ; 
and  that  I  will  well  and  faithfully  discharge  the  duties  of  the  office  on  which  I  am  about 
to  enter.     So  help  me  Ood. 

(Name) 

(Address) 

Subserilied  and  sworn  to  before  me  this day  of ,  19 


^  Paragraph  2  should  be  filled  out  only  where  the  applicant  is  not  a  member  of  the  Ijar 
of  a  court  of  record. 
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CERTIFICATE  OF  CHARACTER.* 


(Date.) 

We  hereby  certtfy  that  we  have  known  th©  witbin-named 

since aiid ,  respectlFely ;  that  during  all  that  time  we  have  known  him  as 

{Tpar.)  (Year.) 

a  good  moral  character  and  worthy  of  the  tnnt  and  confidence  of  claimants  and  of  the 

Treasury  Departmeat. 


(Name  and  address  of  two  persons  not  related  to  apfdicaat. ) 
INDORSEMENT. 

Washington, _, ,   19 

The  attached  application  of 

for  enroHment  to  bo  recognized  as to  represent  others  before 

the  Department  of  the  Treasury  has  been  examined,  and  after  consideration  it  is  recom- 
mended  that  the  application  be 


.,  Chairman. 


Commiitee  on  Bnronmcnt  and  Disbarment, 

Treasury  DepartmenL 
Approved : 


Secretary  of  the  Treasury. 


C.  B.  4--1600B 
Dcpt.Cir,230(Supp.) 

Laws  and  REan^AxioNS  Govebning  the  REroGxiTiON  of  Atto&neys  and  Agents 
AND  Othkb  Peksons  Rkpresentino  Claimants  Befobe  the  Tskabuby  Depart- 
ment AND  Offices  Thereof. 

1921 — Supplement  to  Department  Circular  No.  230. — C!hlef  Clerk. 

TRiLvsinY  Department, 
Office  of  the  Secrrtart, 

Washinffton,  June  7,  I9SJI, 

The  regulations  governing  the  recognition  of  attorneys  and  agents 
and  other  persons  representing  claimants  before  the  I'reasury  De- 
partment and  offices  thereof,  as  published  in  Circular  230,  dated 
February  15,  1921,  are  supplemented  by  adding  to  paragraph  5, 
"  Causes  for  Disbannent,'*'  the  foUowing: 

No  attorney  or  a^ent  shall  be  permitted  to  appear  in  a  representative  capacity 
OR  attorney,  or  agent,  before  the  Treiisury  Department,  or  any  of  the  bureaus, 

departments,  divisions,  subdivisions,  units,  or  other  agencies  thereof,  in  regard 
to  nny  claim,  ai)plioation  for  re-audit,  refund,  abatement,  reduction  in  tax 
assessed,  or  any  other  matter,  to  which  he  gave  actual  i>ersonal  consideration, 
or  as  to  the  facts  of  which  he  had  actual  personal  Icnowledge,  while  in  the 
service  of  the  Treasury  Department. 


^  Leave  blank  if  a  member  of  the  iMir. 
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The  foregoing  is  in  addition  to  the  inhibition  contained  in  section  190  of  the 
ReTised  Statutes  of  the  United  States,  and  does  not  authorize  the  appearance 
of  an  attorney  or  agent  in  the  prosecution  of  any  claim  covered  by  that  section. 

A.  W.  MfiJLLON, 

A  Secretary  of  the  Treasury. 

Title  Xin— GENERAL  ADMINISTRATIVE  PROVISIONS. 
SECTION  1314.— MEDIUM  OF  PAYMENT  OF  TAX. 

Section  1314,  Article  1731 :  Payment  of  tax  by  9-21-1490 

certificates  of  indebtedness.  T.  D.  3115 

5^  Instructions  relative  to  acceptance  of  Treasury  certificates  of  in- 

debtedness for  income  and  profits  taxes,  supplementing  articles  1731 
and  1732,  Regulations  45,  revised,  and  sut)erseding  Treasury  I>eoi- 
sion  2973. 

1.  Collectors  of  internal  revenue  are  authorized  and  directed  to  re- 
ceive at  par  United  States  Treasury  certificates  of  indebtedness  of 
Series  TM-1921,  dated  March  15, 1920,  Series  TM2-1921,  dated  July 
15,  1920,  Series  TM3-1921,  dated  September  15,  1920,  and  Series 
TM4-1921,  dated  October  15,  1920,  all  maturing  March  16,  1921,  in 
payment  of  income  and  profits  taxes  payable  on  March  15,  1921. 
Collectors  are  authorized  and  directed  to  receive  at  par,  Treasury 
certificates  of  indebtedness  of  Series  TJ  1921,  dated  June  15,  1920, 
and  Series  TJ2-1921,  dated  December  15,  1920,  both  maturing  June 
15,  1921,  in  payment  of  income  and  profits  taxes  payable  on  June 
15,  1921;  Treasury  certificates  of  indebtedness  of  Series  TS-1921, 
dated  September  15,  1920,  maturing  September  15,  1921,  in  payment 
of  income  and  profits  taxes  payable  on  September  15,  1921,  and 
Treasury  certificates  of  indebtedness  of  Series  TD-1921,  dated  De- 
cember 15,  1920,  maturing  December  15,  1921,  in  payment  of  income 
and  profits  taxes  payable  on  December  15,  1921.  Collectors  are  fur- 
ther authorized  and  directed  to  receive  at  par,  in  payment  of  income 
and  profits  taxes  payable  at  the  maturity  of  the  certificates,  respec- 
tively, Treasury  certificates  of  indebtedness  of  any  other  series  which 
may  be  issued  maturing  on  March  15,  June  15,  September  15,  or  De- 
cember 15,  1921,  respectively,  and  expressed  to  be  acceptable  in  pay- 
ment of  income  and  profits  taxes.  Collectors  are  not  authorized 
hereunder  to  receive  m  paj'ment  of  income  or  profits  taxes  any 
Treasury  certificates  of  indebtedness  not  expressed  to  be  acceptable 
in  payment  of  income  and  profits  taxes,  nor  any  Treasury  certiiicates 
maturing:  on  a  date  other  than  the  date  on  which  the  taxes  are  pay- 
able. Collectors  are  authorized  to  receive  Treasury  certificates  of 
indebtedness  which  are  acceptable  as  herein  proviaed  in  payment 
of  income  and  profits  taxes,  in  advance  of  the  respective  dates  on 
which  the  certificates  mature.  Treasury  certificates  acceptable  in 
payment  of  income  and  profits  taxes  have  one  or  more  interest  cou- 
pons attached,  including  as  to  each  series  a  coupon  payable  at  the 
maturity  of  the  certificates,  but  all  interest  coupons  must  in  each  case 
be  detached  by  the  taxpayer  before  presentation  to  the  collector,  and 
collected  in  ordinary  course  when  due.  The  amount,  at  par,  of  the 
Treasury  certificates  of  indebtedness  presented  by  any  taxpayer  in 
payment  of  income  and  profits  taxes  must  not  exceed  the  amount  of 
the  taxes  to  be  paid  by  him,  and  collectors  shall  in  no  case  pay  interest 
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on  the  certificates  or  accept  them  for  an  amount  other  or  greater  than 
their  face  value. 

2.  Deposits  of  Treasury  certificates  of  indebtedness  received  in 
payment  of  income  and  profitsr  taxes  must  be  made  by  collectors, 
unless  otherwise  specifically  instructed  by  the  Secretary  of  the  Treas- 
ury, with  the  F'ederal  Reser\'e  Bank  of  the  district  in  which  the 
collector's  head  office  is  located,  or  in  case  such  head  office  is  located 
in  the  same  city  with  a  branch  Federal  Reserve  Bank,  with  such 
branch  Federal  Reserve  Bank.  Specific  instructions  may  be  given 
to  collectors  by  the  Secretary  of  the  Treasury  in  certain  instances 
for  the  deposit  of  the  certificates  with  Federal  Reserve  Banks  of 
other  districts  and  branch  Federal  Reserve  Banks.  The  term  "  Fed- 
eral Reserve  Bank,"  where  it  appears  herein,  unless  otherwise  indi- 
cated by  the  context,  includes  branch  Federal  Reserve  Banks.  Treas- 
ury certificates  accepted  by  the  collector  prior  to  the  dates  when  the 
certificates  respectively  mature  should  be  forwarded  by  the  collector 
to  the  Federal  Reserve  Bank  to  be  held  for  account  of  the  collector 
until  the  date  of  maturity,  and  for  deposit  on  such  date. 

3.  Collectors  of  internal  revenue  are  not  authorized,  unless  express 
instructions  otherwise  are  given  by  the  Secretary  of  the  Treasury,  to 
receive  in  payment  of  income  or  profits  taxes  interim  receipts  issued 
by  Federal  I^eserve  Banks  in  lieu  of  definitive  certificates  of  the  series 
herein  described. 

4.  Certificates  of  indebtedness  should  in  all  cases  be  indelibly 
stamped  on  the  face  thereof  as  follows  by  the  collectors,  and  when 
so  stamped  should  be  delivered  to  the  Federal  Reserve  Bank  in  per- 
son if  the  collector  is  located  in  the  same  city,  and  in  all  other  cases 
forwarded  by  registered  mail  uninsured : 

,  192—. 

This  certificate  has  been  accepted  in  payment  of  income  and 
profits  taxes  and  will  not  be  red(H'nie<l  by  the  Uniteil  States  except 
for  credit  df  the  undersljqied. 


Collector  of  Internal  Revenue  for  the Dietriet  of ....... 

5.  Collectors  should  make  in  tabular  form  a  schedule  in  duplicate 
of  the  certificates  of  indebtedness  to  be  forwarded  to  the  Federal  Re- 
serve Bank,  showing  the  serial  number  of  each  certificate,  the  date  of 
issue  and  maturity,  with  serial  designation  and  face  value.  Certifi- 
cates of  indebtedness  accepted  prior  to  the  date  of  maturity  must  be 
scheduled  separately.     At  the  bottom  of  each  schedule  there  should 

be  written  or  stamped  ''  Income  and  Profits  Taxes  $ ,"  which 

amount  must  affree  with  the  total  shown  on  the  schedule.  One  copy 
of  this  schedule  must  accompany  certificates  sent  to  the  Federal 
Reserve  Bank,  and  the  other  be  retained  by  the  collector.  The  income 
and  profits  tax  deposits  resulting  from  the  deposits  of  such  certificates 
must  in  all  cases  be  shown  on  the  face  of  the  certificate  of  deposit 
(National  Bank  Form  15)  separate  and  distinct  from  the  item  of 
miscellaneous  internal-revenue  collections  (formerly  called  Ordi- 
nary). Until  certificates  of  deposit  are  received  from  the  Federal 
Reserve  Banks,  the  amounts  represented  by  the  certificates  of  in- 
debtedness forwarded  for  deposit  must  be  carried  by  collectors  as 
cash  on  hand,  and  not  credited  as  collections,  as  the  dates  of  certificates 
of  deposit  determine  the  dates  of  collections. 

6.  For  the  purpose  of  saving  taxpayers  the  expense  of  transmitting 
cuch  certificates  as  are  held  in  Federal  Reserve  cities  or  Federal  Re- 
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serve  branch  bank  cities  to  the  office  of  the  collector  in  whose  district 
the  taxes  are  payable,  taxpayers  desiring  to  pay  income  and  profits 
taxes  by  such  i  reasury  certificates  of  indebtedness  acceptable  in  pay- 
ment of  taxes,  should  communicate  with  the  collector  of  the  district 
in  which  the  taxes  are  payable  and  request  from  him  authority  to  de- 
posit such  certificates  with  the  Federal  Reserve  Bank  in  the  city  in 
which  the  certificates  are  held.  Collectors  are  authorized  to  permit  de- 
iDosits  of  Treasury  certificates  of  indebtedness  in  any  Federal  Reserve 
Bank  with  the  distinct  understanding  that  the  Federal  Reserve  Bank 
is  to  issue  a  certificate  of  deposit  in  the  collector's  name  covering  the 
amount  of  the  certificates  of  indebtedness  at  par  and  to  state  on  the 
face  of  the  certificate  of  deposit  that  the  amount  represented  thereby 
is  in  payment  of  income  and  profits  taxes.  The  Federal  Reserve 
Bank  should  forward  the  original  certificate  of  deposit  to  the  Treas- 
urer of  the  United  States,  with  its  daily  transcript,  and  transmit  to 
the  collector  the  duplicate  and  triplicate,  accompanied  by  a  statement 
giving  the  name  of  the  taxpayer  for  whom  the  payment  is  made  in 
order  that  the  collector  may  make  the  necessary  record  and  forward 
the  duplicate  to  the  office  of  the  Commissioner  of  Internal  Revenue. 
7.  This  Treasury  decision  amends  and  supplements  the  provisions 
of  articles  1731  and  1732  of  Regulations  45,  revised,  and  supersedes 
Treasury  Decision  2973  (C.  B.  2,  p.  317). 


Section  1314,  Arttclk  1731 :  Payment  of  tax  13-21-1537 

by  certificates  of  indebtedness.  T.  D.  3143 

TREASrRY  CERTIFICATES  OF  INDEBTEDNESS. 

iNSTKUcnoNs  Relative  to  Acceptance  of  Theasvry  Certificates  of   Inuekt- 

EDNESS  FOB  INCOME  AND  PROFITS  TAXES. 

In  view  of  the  fact  that  Eegulations  45  (1&20  edition)  was  pro- 
mulgated as  of  a  date  later  than  that  of  Treasury  Decision  3115, 
and  in  order  to  remove  any  doubt  as  to  the  effect  of  the  Treasury 
decision,  it  is  declared  to  be  the  intention  that  Treasury  Decision 
3115  shall  supplement  articles  1731  and  1732  of  Regulations  45  (1920 
edition)  and  shall  supersede  any  provisions  therein  inconsistent  with 
the  Treasury  decision. 
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Cuban  moratorium,  when  bad  debts  deductible. . 
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357 
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55 
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D. 

Dsm  built  far  ice  lake^  abandoned > 

Bamagee — 

Loss  frcMB  "other  caflmltv'' 

Patent  infringement,  deduction  of  damages  and  profits  paid. . 
Debenture  bonds,  dividend  paid  in,  distingiushed  from  ffiock 

dividend 

Dftductionfl — 

Advances  to  salesmen  in  excess  of  commifwons  earned 

Advaneee  to  subsidiary,  1909  Act 

AmovntB  paid  by  executor  to  widow  of  decedent 

Assessment  on  bank  stock  paid  by  execntcv 

Bad  debts— 

Cuban  moratorium,  effect  of 

Bepadtsin  Russian  banks 

Installment  sales,  payments  defaulted 

Mortgage  on  real  estate 

Obligation  of  relative  wbo  loiged  indcnement 

Bonuses — 

Infli]7ance  compantes^  1909  Act 

OflScers  of  corporation,  not  based  on  stockholdings 

Business  expenses — 

Allocation  when  sales  on  iastallmeint  plan 

01asai£cation   of  executor's   expenses   in   continuing 
decedent '  s  business 

Contributors  of  articles  to  periodicalB. 

Magaoincs  and  trade  jourittls 

Offee  rent  and  clerical  ex|>eiiaB 

Oil  and  gas  wells,  exploration  and  drilling 

Operating  expense  of  school  erected  and  maintained  by 
trust 

Suit  for  damages 

Trip  to  Waehmgton  relative  to  tax  assessment 

Charitable  contributions — 

Citiasens  club 

Corporation  organized  to  distribute  incoine  to  <^aittable 
noBtitutions 

Ked  Crofls  and  other  war  organisations  by  cor|>eratio(ns. . 

Red  Cross,  penalty  for  ne^igence  by  corporations 

Commissions,  bonds,  sale 

Compensation — 

Additional,  paid  in  treasury  stock 

Authorized  aud  paid  after  close  of  taxable  year 

Emiployees  attending  part-time  schools 

Officers  of  corporation 

Offices  of  corporation,  not  based  on  stockholdingB 

Partner,  paid  to  employee  of  parina»hip 

Voted  suDsequent  to  close  of  taxable  year 

Contract,  services  of  base-ball  player *- 

Damages.    {See  Damages.) 
Depletion — 

Effect  on  invested  capital 

Lessor  of  mine 

Licensee,  limberland.     (West  Virginia.) 

Mines,  oil  and  gas  wells 

Mines,  reestimale  of  contents 

Mines,  revaluation  of  copper  and  zinc  deposits 

Stompage  1909  to  1913,  invested  capital 

Depreciation — 

Assets,  when  all  earnings  distributed  as  dividends 

Automobile 

Bank  records  for  tax  purposes 
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117 
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213 
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173 

1649 

173 

1427 

86 
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172 
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1612 

295 

1528 

27 

1508 

123 

1463 

119 

1446 

119 

1417 

130 

1576 

123 

14^4 

119 

1376 

262 

1527 

159 

1518 

123 

1435 

203 

1563 

264 

1385 

291 

1377 

322 

1704 

129 

1509 

137 

1662 

134 

1519 

130 

1487 

371 

1528 

27 

1686 

137 

1637 

131 

1494 

142 

1667 

385 

1418 

195 

1480 

201 

1388 

186 

1521 

193 

1620 

190 

1489 

390 

1497 

180 

1707 

215 

1415 

64 
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Exempt  corporations — Contmued. 

Estate  trust,  when  exempt 

Indemnity  exchange,  reciprocal 

Insurance  company,  fanners  mutual  life  and  lightning  ceBi- 
pany,  assessment  for  losses 

Insurance  organization,  ** inter-indemnity  "  or  "reciprocal" 

Military  school  conducted  for  profit ^ 

Operated  in  non^exempt  manner 

PensiQii  fund  organization  of  forei^  corporation 

Expatriation  and  repatriation,  naturalized  citizen 

F. 

Farmers — 

Accounting  method — 

Change  from  cash  to  accrual  baaiB 

Change  to  inventory  basis 

Federal  wnployees,  compensation,  annuities  under  Retirement 

Act 

Federal  ^nploveea  on  ofBdal  business,  traveling  expenses 

Fees^  pilots^  Florida 

Fishing  and  canning  industry,  board  and  lodnng 

Foreign  diplonoatic  representative,  servanta  oL 

Foreign  exchange — 

Asset  in  foreign  country^  effect  on 

Fluctuation,  effe<^!t  wlien  property  exchanged 

Inventories,  dealers  in 

RateB  applicable- 
Canadian  currency 

December  31,  1920 

Rio  de  Janeiro 

Shan^^iai,  China 

Foreign  money,  investments  in 

Foreign  trade,  coastwise  voyage 

Forgery,  indorsement  of  note,  loss  from 

G. 

Gain  or  loss — 

Capital  assets,  appreciation  since  Mar.  1,  1913,  realized  by 
sale,  taxability 

Contract  for  sale  by  decedent  completed  by  executor 

Exchange  of  property — 

Bonds  for  stock  of  another  corporation 

Foreign  country  when  exchange  rates  vary 

Stock,  exchange  of,  in  reorganization 

Stock  received  in  consolidation 

Exchange  rates,  effect  of  changes  in 

Property  requisitioned  by  Government 

Sale  of  property — 

Acquired  before  Jan.  1,  190^  (1909  Act) 

Automobiles,  part  pajinent — ^new  marliines 

Aiitx)mo})ileB  used  for  business  and  pleasure 

Bonds,  municipal,  amount  taxable 

Bonds,  municipal,  issued  at  discount 

Inherited  interest  sold  to  relative  at  sacrifice 

Isolated  transactions  and  sates  by  dealers 

Land  acquired  for  cash,  promise  of  support,  and  Kfe 
insurance 

Land  received  upon  liquidation  of  corporation,  value  for 
computing 

Real  estate  acquired  for  stock,  how  cost  computed 
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116 
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1570 

34 

1571 

38 
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40 
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41 
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224 

1528 

27 

1670 

46 

1414 

45 
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46 
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46 

1604 

43 

1532 

277 

1413 

31 
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45 
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34 

1682 

44 

1492 

32 

1699 

44 
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Gain  or  loss — Continued. 

Sale  of  propjerty— Continued. 

Securities  sold  to  incorporated  branch  of  business . . 
Stocky  ac(}uired  in  part  as  dividend,  partly  for  cash. 

Stock  dividend,  fractional  shares 

Stock  in  liquidation 

Value  of  proi)erty  March  1,  1913,  less  than  cost 


Ruling  No. 
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Germany,  subjects  of,  exemption  and  credits 

Gifts- 
Actual  and  colorable,  distinguished 

Donor  holding  in  trust  for  beneficiary 

Good  will — 

Acquired  for  stock,  invested  capital,  1917  Act 

Based  on  salesman's  experience,  stock  issued,  special  case.. 

Collateral  stock  transactions,  effect  on  invested  capital 

Invested  capital 

Gross  income — 

Annuities  received  by  Federal  employees  under  Retirement 

Act 

Army  officers,  commutation  of  quarters,  light,  and  heat 

Business  taken  over  by  Government,  title  to  income  in  dis- 
pute  

Capital  assets,  sale  of,  penalty  for  not  reporting  gain 

Compensation — 

Additional,  offset  by  overdrafts 

Board  of  United  States  General  Appraisers 

Clergyman,  use  of  parsonage 

Commissions  authorized  and  credited,  when  taxable. . . 

Dividends  on  stock  purchased  by  employees 

Federal  employees,  amount  withheld  under  Retirement 
Act 

Hospital  employees,  value  of  quarters  and  meals 

Judges,  territorial  courts 

Locking  and  sustenance,  fishing  and  canning  industry . 

National  Guard  officer 

Public  Health  Service  personnel 

Receiver,  lump  sum  for  several  years*  services 

Rental  value  of  quarters,  Indian  Service  employees. . . 

Services  rendered  prior  to  Mar.  1,  1913 

Vocational  Rehabilitation  Act 

Contracts,  basis  for  reporting  income j 

Discount  on  noninterest-beanng  warrants  issued  by  subdivi- 
sion of  a  State 

Dividends  (see  Dividends).  * 

Fees,  attorneys*,  for  term  of  yeais,  when  reported » . . 

Fees  paid  pilots  by  Pilot  Commissioneis,  State  of  Florida. . . 

Insurance  companies,  exclusions 

Insurance  policy,  security  for  loan,  proceeds 

Interest — 

Accrued  on  loans  to  sul^sidiary,  but  not  2)aid,  1909  Act. . 

Philippine  bonds,  exemption. 

Promissory  notes  issued  by  municipality 

Land,  sale  of,  parent  partly  in  cash,  partly  in  oil 

Obligations  of  railroad  outlawed,  written  off 

Passes,  railroad,  issued  to  employees 

Payments  deferred  by  United  States  Railroad  AdminL<^tra- 

tion 

Pensions — 

State  to  Confederate  veterans 

Widows  of  United  States  soldiers 

Royalties,  oil,  title  to  land  in  litigation 
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84 
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H. 

Hospital  employeee,  value  of  quarters  and  meals  aa  compenflation. 
Hungary,  sunjetts  of,  exemption  and  credits 

I, 

Illinois,  di^ddendfi  by  insolvent  corporation 

Improvements  b^  lessee,  how  taxea  to  lessor 

Income  from  Umted  States  sources — 

Defined 

Foreign  corporation  selling  bonds  in  United  States 

Foreign  estate  selling  securities  through  domestic  agent 

Sales,  contract,  delivery,  and  payment  outside  of  United 

Stetes 

Income  tax  clearance,  resident  aUen 

Indian  Service  employees,  rental  value  of  quarters 

Information  at  source.    (See  Returns,  information.) 
Installment  sales — 

Allocation  of  payments  received 

Allocation  of  selling  expenses 

Contracts,  unliquioated,  when  invested  capital 

Payments  defaulted,  how  treated 

Insurance  {see  also  Deductions) — 

Health,  accident  or  workmen's  compensation,  return  of  in- 
formation  

Policies- 
Security  for  loan 

Security  for  loan,  proceeds  to  creditor 

Premiums,  renewal,  commissions  on,  paid  to  estate,  how 
taxable 

Proceeds  left  with  company  by  nonresident  alien  l)eneficiary, 

withholding 

Insurance  companies — 

Bonuses,  1909  Act 

Gross  income,  exclusions 

Interindenmity  or  reciprocal  organization,  exemption 

Life,  health  and  accident,  combination,  deductions  allowed . 

Mutual  fire  and  lightning  company,  farmers'  exemption. . . . 

Reserv'e  funds,  invested  capital 

Reserve  funds,  losses  unpaid 

Intangil>les,  valuation,  A .  R.  M.  34  amplified 

Interest — 

Abatement  claim  allowed 

Accrued  prior  to  March  1, 1913,  taxability 

Philippine  bonds :•.•■••. 

Pronuseory  notes  issued  at  discount  by  municipality 

Promissory  notes  issued  by  municipality 

Salary  withheld,  ('ivil  Service  Retirement  law 

Tax,  additional  for  prior  year 

Interindemnity  insurance  organization,  exemption 

Interstate  Commerce  Commission  classification,  rental  charge  by 

railroad  company  on  own  equipment 

Inventories — 

Amended,  prior  years,  when  permitted 

Automobiles,  part  payment — new  machines 

Automobiles,  secondhand 

Dealers  in  foreign  exchange 

Dealers  in  securities,  1920 

Farmers,  change  in  basis  of  returns 

Goods  sold  subject  to  inspection 

Live-stock  raisers  and  other  farmers 
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Inventories — Continued . 

Losses,  selling  price  in  lieu  of  asking  i)rice 

Market  price 

Merchandise  sold  subject  to  acceptance  of  draft 

Metals 

Real  estate  dealers ^ 

Valuation  of 

Invested  capital — 
Adjustment — 

Baaed  on  appraisal 

Dividends  payable  as  convenient  to  funds  of  company. 

I.ieap  years *. . 

Mixea  aggregate  of  tangibles  and  intangibles 

Appreciation  of  assets '. 

Consolidated,  prewar  period 

Contracts,  brands  and  good  will 

Corporation,  domestic  organized  by  foreign  corporation 

Corporation  in  liquidation 

Depletion,  effect  of 

Depletion  of  stumpage  1909  to  1913 

Farm  land,  acquired  oy  homesteading,  etc. ,  value  of 

Good  will  oased  on  stock  sales 

Good  will,  trade-marks,  etc.,  acquired  for  stocky  1917  Act. . 
Husband  and  wife  when  income  from  community  property 

Improvements  by  lessee 

Iniulmissible  assets,  school  warrants 

Installment  sales  contracts,  unliauidated 

Intangibles,  valuation  when  paid  in  for  tangibles 

Patents — 

Acquired  for  stock  but  expired  before  taxable  year 

llow  valued 

Income  from  royalties 

Patterns,  actual  value  exceeding  book  value 

liental  on  company's  equipment  used  temporarily  for  con- 
struction purposes  charged  to  capital 

Reserve  funds  of  insurance  companies 

Surplus  and  undivided  profits — 

Bond  discount 

Depreciation  adjustments 

Tangible  property  paid  in,  bargain  purchase 

Treasury  demand  notes  of  corporation 

Valuation  of  assets  based  on  appraisals 

J. 

Jamaica,  subjects  of,  exemption  and  credits 

Judges,  territorial  courts,  salar>'  exemption 

L. 
I/oases — 

Improvements  by  lessee,  how  taxed  to  lessor 

Rentals  withheld  by  lessee,  payable  later 

Licensee,  timberland.    (West  Virginia) 

liquor  dealers,  obsolescence  of  inUngibles 

living  expenses.    (See  Deductions.) 

Lumber  industry,  invested  capital  overstated,  penalty 

M. 

Malta,  subjects  of,  exemption  and  credits 

Marginal  trading  in  stocks,  losses,  individuals,  1917  Act 

Massachusetts,  bank  stock  tax,  d^uction  of 

Military  service,  compensation  for,  termination  of  exemption. . . 
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373 
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405 
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385 
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390 

1423 

364 

1502 

379 

1512 

405 
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254 

1456 

366 

1656 

363 

1428 

87 

1698 

395 

1536 

392 

1471 

369 

1394 

14 

1615 

391 

1453 

276 
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398 

1472 

391 
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390 

1457 

384 

1602 

362 
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217 
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83 
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141 
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201 

1465 

178 
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157 
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112 
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Mines  (see  also  Oil  and  gas  wells) — 

Copper  and  zinc»  revaluation  for  depletion  purposes 

Reeetiiiiate  of  contents  for  depletion  purposes 

Minnesota  corporation  in  liquidation,  status  of  trustees 

Missouri  corpmtions,  stock  dividends 

Montana  classification  tax 

Munitions  manufacturer's  tax — 

Computation  when  accounts  on  accrual  basis 

Overpayments,  claim  for  credit 

Profits  divided  pursuant  to  contract 

Return,  deduction  of  interest  and  tax 

N. 

National  Guard,  compensation  of  officers 

Ket  income — 

Computation  when  commission  based  on  installment  re- 
ceipts  

Consolidated,  prewar  period  for  war  profits  purposes 

Net  losses — 

Deduction  before computingprofits  tax 

Deduction  subsequent  to  1920 

Partnership  and  successor  corporation 

New  Jersey,  merger  or  consolidation,  claims  for  credit 

Notice  and  demand,  effect  of  Forms  1123,  1-1 7A,  and  1-21A — 

O. 

Oil  and  gas  wells  (see  also  Mines) — 

Cost  of  drilling,  treatment  under  article  223,  Rc^gulations  45. 
Ownership  certificates — 

Address  of  banker  in  lieu  of  that  of  alien 

Alien  Propei'ty  Custodian,  interest  payments  to 

Bonds  upon  conversion  to  stock 

Executed  improperly 

Interest  coupons  on  Donds  sold  between  interest  dates 

P. 

Piartner,  compensation  paid  to  employee  of  partnership,  deduc- 
tion   

Partnership — 

Dissolved,  collection  of  tax  due  from 

Incorporating,  returns  required 

Incorporation  of,  net  loss  oy  both 

Limited,  Penns\'lvania  typo 

Partner's  distrilJutive  share,  fiscal  year,  how  reported,  Form 

1099 

Passes,  railroad,  issued  to  employees 

Patents — 

Acquired  for  stock,  expired,  invested  capital 

Infringement,  deduction  of  profits  and  damages  paid 

Royalties  on,  effect  on  personal  service  classification 

Penalties — 

Bank  stock  tax,  deduction  of 

Failure  to  file  return — 

Corporations 

Refusal  or  negle<'t,  Act  of  1913 

Negligence,  contributions  to  Bed  Cross  deducted  by  corpora- 
tion   

Negligence,  when  to  be  applied 

Sale  of  capital  assets,  failure  to  report  gain 

Sale  of  capital  assets,  understatement  of  gain. 

Pension  fund  organization  of  foreign  corporation 
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PeDsions — 

State  to  Confederate  veteranSj  exemption 

Widows  of  United  States  scddiers 

Personal  service  corporatiwi — 

Brokerage  business  in  i&etftl». 

Income  mmi  obtaining  selling  contracts 

Merchandise  brokerage  business  and  trading  as  principal 

KoyaltieB  on  pat^its 

Trading  a»  principal,  income  partly  from 

Pidlippine  bonas,  exemption  of  interest 

Pliilippines^  United  States  citizen  residii^  in,  Mabitity  to  tax 

Pilots,  Florida,  fees  paid  to 

Poland,  subjects  of,  exemptions  and  credits 

Porto  Kico,  United  States  corporation,  taxaticm  of,  1917  Act 

Power  of  attorney,  when  required  in  connection  with  claims. . . . 

"Profits'^  defined,  aec.  5(a),  Act  of  1916 

Profits  of  corporation  taxable  to  stockhold^B,  real  estate  bu^ness. 
Public  Ilejdtn  Service,  exera|>tion  of  personnel 

K. 

Radium,  depreciation,  deduction 

Railroads — 
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PREFACE. 


Cumulative  Bulletin  No.  5  contains  in  full  the  ruling  of  the  De- 
partment relating  to  income  and  profits  taxes  published  in  the 
weekly  bulletins  of  income  tax  rulings  (27-21  to  62-21)  for  the  period 
July  1, 1921,  to  December  31,  1921.  It  should  be  retained,  as  its  con- 
tents will  not  be  reprinted  in  any  subsequent  volume.  Cumulative 
Bulletins  Nos.  1,  2,  3,  4,  and  5  contain  in  full  the  rulings  published 
in  the  income  tax  bulletin  service  from  its  inauguration,  April  1, 
1919,  to  December  31,  1921. 

The  rulings  are  grouped  imder  the  sections  of  the  Revenue  Act  of 
1918  and  the  articles  of  Reflations  45  to  which  they  relate.  The 
number  and  the  class  of  ea(Si  ruling  are  indicated  by  numerals  and 
abbreviations.  For  example,  36-20-1189;  Sol.  Op.  60,  means  Solici- 
tor's Opinion  60,  which  is  ruling  1189  and  was  first  published  in 
Bulletin  36  of  the  1920  income  tax  bulletin  service. 

The  following  abbreviations  are  used  in  this  volume : 

A,  B,  C,  etc.=The  names  of  Individuals. 

A.  R.  M.= Committee  on  Appeals  and  Review  Memorandum. 

A.  R.  R.=Committee  on  Appeals  and  Review  Recommendation. 

O.  B.=Cumulatlve  Bulletin. 

Ct.  D.= Court  Decision. 

Dept.  Clr.= Department  Circular. 

M,  N,  X,  Y,  eto.=The  names  of  corporations,  places,  or  businesses,  according 
to  context. 

Mlm.= Mimeograph  Letter. 

O.  D.= Office  Decision. 

O.  or  L.  0.= Solid  tor's  Law  Opinion. 

Op.  A.  G.=Oplnion  of  Attorney  General. 

S.= Solicitor's  Memorandum. 

Sol.  Op.=5olicltor*8  Opinion. 

T.  B.  M.= Advisory  Tax  Board  Memorandum. 

T.  B.  R.= Advisory  Tax  Board  Recommendation. 

T.  D.= Treasury  Decision. 

X  is  used  to  represent  a  certain  number,  and  when  used  with  the  word 
"  dollars  "  represents  a  sum  of  money. 

Rulings  of  any  particular  class  may  readily  be  located  by  referring 
to  the  Contents,  while  the  Index  will  enable  the  reader  to  locate  rul- 
ings on  any  particular  subject. 
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INCOME  TAX  RULINGS. 


TITLE  L— GENERAL  DEFINITIONS. 


SECTION  1.— GENERAL  DEFINITIONS. 

Section  1,  Article  1501 :  Person. 

(See  40-21-1851;  sec.  202,  art.  1567.)     Joint-stock  company  re- 
organized into  a  corporation. 


Section  1,  Article  1503 :  Association  distinguished  44r-21-1895 

from  partnership.  O.  D.  1083 

(Also  Section  218,  Article  321.) 

Certain  persons  entered  into  an  agreement  to  carry  on  a  private 
banking  business.  Each  member  is  liable  for  all  debts,  and  in  case  of 
failure  no  "  stockholder's  "  property  is  exempt.  Fronts  are  divided 
according  to  the  amount  each  member  hyis  contributed.  The  interests 
of  members  are  represented  by  certificates  which  can  not  be  disposed" 
of  without  the  consent  of  the  other  members.  It'  is  stated  that  the 
original  articles  of  agreement  are  not  available  and  that  they^  were 
never  followed.  The  bank  has  been  taxed  as  a  partnership  in  the 
State  where  located.  The  question  is  raised  as  to  the  taxable  status 
of  the  bank. 

Although  the  bank  issued  certificates  of  ownership,  the  individuals 
possessing  same  were  not  exempt  from  the  payment  of  debts  of  the 
Dank  out  of  their  individual  property.  The  fact  that  certificates  can 
not  be  transferred  without  the  consent  of  the  other  members  makes  it 
appear  that  new  members  can  only  get  into  the  organization  by  mu- 
tual agreement,  and  that  such  agreement  constituted  a  new  firm  upon 
every  change  of  certificate  ownership.  The  bank  must  be  treated  as 
a  partnership  for  the  purpose  of  taxation. 


Section  1,  Article  1503 :  Association  distinguished  45-21-1902 

from  partnership.  A.  E.  R.  652 

(Also  Section  218,  Article  321.) 

REVENUE  act  OF  1917. 

Reconiiueniled,  that  the  action  of  the  Income  Tax  Unit  in  re- 
quiring the  association  known  as  the  M  Company  to  pay  taxes  for 
the  taxable  year  1917  under  section  210  of  the  Revenue  Act  of 
1917  instead  of  under  section  209  of  the  Act,  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  requiring  pay- 

(9) 


i«  10 

ment  of  taxes  for  the  taxable  year  1917  under  section  210  of  the 
Revenue  Act  of  1917  instead  of  under  section  209  of  the  Act. 

The  M  Company,  of  Colorado,  filed  a  partnership  tax  return  for 
the  taxable  year  1917  and  computed  the  tax  thereon  under  the  pro- 
visions of  section  209  of  the  Revenue  Act  of  1917.  Subsequently,  the 
appellant,  through  its  attorneys,  requested  permission  to  withdraw 
the  partnership  return  (Form  1065),  so  that  each  of  the  partners 
might  file  individual  income  tax  returns.  The  Income  Tax  Unit 
denied  the  request  and  assessed  taxes  under  section  210  of  the  Act 
l)ecause  the  invested  capital  of  the  business  could  not  be  determined. 

The  Committee,  after  consideration,  referred  the  case  to  the  Solici- 
tor of  Internal  Revenue  to  pass  upon  the  questions  of  law  and  his 
opinion  is  now  quoted: 

It  appears  that  three  individuals,  A,  B,  and  C,  under  an  ajs^reement  procured 
a  mining  lease  from  the  O  Company  for  the  purpose  of  mining  and  sharing 
profits.  It  was  verbally  agreed  that  each  should  receive  one-third  of  the 
profits,  and  that  each  should  pay  one-third  of  any  deficit.  No  consideration 
was  paid  for  the  lease,  but  the  les8(»r  was  to  be  compensated  by  royalties  at 
definite  rates  per  ton,  varying  ncc<»rding  to  the  per-ton  value  of  the  ore. 

In  the  mining  operations  the  lessees  used  a  few  secondhand  plclcs,  shovels, 
and  hand  air  drills  owned  by  A  and  B,  with  the  understanding  that  they  were 
to  be  returned,  together  with  all  reimlrs  and  replacenientH  made  thereon  at  the 
expiration  or  termination  of  the  lease.  They  also  used  mine  cars,  tracks,  and 
equipment  furnished  by  the  lessor.  The  lessor  furnished  compressed  air  for 
the  operation  of  the  air  drills;  hoisted  the  ore  mined  by  the  lessees;  did  the 
necessary  surface  tramming ;  conveye<l  the  ore  to  smelters  of  its  selection ;  re- 
ceived i)ayment  for  the  ore  from  the  smelters ;  deducted  Its  royalty,  and  its  bill 
for  hoisting,  tramming,  compressed  air,  and  other  items,  and  paid  the  balance 
to  the  lessees.  During  the  first  month  of  operation  there  were  no  receipts,  but 
the  expense  amounted  to  3.r  dollars.  An  assessment  of  a?  dollars  was  levied 
against  each  of  the'  three  parties,  and  the  first  month's  expenses  were  paid 
with  the  money  so  obtaineil.  Thereafter  the  receipts  from  the  sale  of  ore 
covered  the  monthly  exi)enses  and  left  a  balance  of  profit.  During  the  year 
3917  B  was  the  only  lessee  who  actually  worked  on  the  premises,  the  others 
being  engaged  in  other  occupations.  While  engaged  In  mining  operations  B 
reielved  miner*s  pay.  He  died  during  the  year,  and  his  estate  succeeded  to  his 
interests. 

A  mining  partnership  exists  in  Colorado,  as  in  other  jurisdictions*  where 
co-tenants  of  mining  property  engage  in  working  a  mine,  {Butscll  v.  Foss,  114 
v.  S.  252;  Meagtier  v.  Reed,  14  Colo.  835,  24  Poc.  681;  Patrick  v.  Weat<m, 
22  Colo.  45,  43  Pac.  448;  Lyman  v.  Schwartz,  13  Colo.  App.  318,  57  Pac.  735; 
Lindley  on  Mines  (third  e<lition),  vol.  3,  sei*.  797;  Costlgan  on  Mining  Law, 
see.  135.)  The  three  lessees  share<l  equally  in  the  exi)ens(»s  and  net  profits. 
The  lessees  in  this  case  consequently  were  mining  partners.  The  fact  that  only 
one  of  them,  B,  actually  worke<l  on  the  mine  does  not  affect  this  conclusion. 
}K  worked  as  an  employee  of  the  firm  rather  than  as  a  proprietor.  He  received 
mining  wages  as  compensation  for  his  services,  and  the  amount  of  such  wages 
paid  him  was  deducte<l  from  gross  receipts  in  computing  the  net  profits,  of 
which  he  received  a  third.  The  other  lessees  were  engaged  with  him  in  the 
mining  enterprise,  although  they  took  no  physical  part  in  the  mining  operations. 
{Hatckina  v.  (Spokane  Hydraulic  .\fining  Co.,  3  Idaho  (Hash.)  650.  33  Pac.  40. 
42).  It  is  concluded,  therefore,  that  the  lessees  were  associated  In  a  mining 
partnership. 

Mining  partnerships  in  Colorado  have  substantially  the  same  characteristics 
as  in  other  Jurisdictions.  There  is  no  delectus  personarum;  the  organization 
has  continuity  of  existjence,  not  being  dissolved  by  the  withdrawal,  death,  or 
bankruptcy  of  a  member.  A  member  may  sell  his  interest  to  a  stranger  or  to 
another  member,  and  the  purchaser,  If  a  stranger,  becomes  a  member;  the  right 
of  a  member  to  bind  the  other  partners  by  his  contract  is  restricted.  (Patriek  v. 
Weston,  22  Colo.  45,  43  Pac.  446;  Meaffhvr  v.  Reed,  14  Colo.  335,  24  Pac.  681). 
The  members  owning  a  majority  of  the  shares  or  interests  have  power  to  bind 


J 


11  til 

and  control  the  partnersbip.  Although  there  are  no  decisions  in  Colorado 
courts  directly  upon  this  i)oint,  the  law  is  well  settled  in  other  jurisdictions, 
and  there  is  nothing  to  indicate  that  a  mining  partnership  in  Colorado  would 
diiter  in  this  respect.  The  rule  results  from  the  fact  that  the  shares  are  trans- 
ferable, and  it  is  difficult  to  see  how  any  other  would  be  practicable.  {Dougherty 
V.  Creary,  30  Cal.  290;  Childers  y.Weely,  47  W.  Va.  70,  34  S.  E.  828,  49  L.  R.  A. 
468;  Hawkins  v.  Spokane  Hydraulic  Mining  Co,,  3  Idaho  (Hash.)  650,  33  Pac. 
40).  A  mining  partnership  in  Colorado  differs  in  no  material  respect  from  a 
mining  partnership  in  Idaho,  except  that  it  is  not  formed  under  statutory  pro- 
vision. It  is  an  organization  sui  generis  and  is  not  to  be  treated  as  a  partner- 
ship. As  said  in  the  last  case  above  cited,  such  an  organization  "in  all  its 
essential  elements  is  precisely  like  a  corporation."  In  Law  Opinion  399  (not 
published)  it  was  held  that  a  mining*  partnership  in  Idaho  must  make  a  return 
us  a  corporation.  The  reason  for  this  rule,  that  a  mining  partnership  is  not  a 
*'  partnership  "  within  the  meaning  of  the  statute  but  an  "  association,"  applies 
to  mining  partnerships  in  Colorado.  The  fact  that  in  Colorado  such  partner- 
ships are  formed  Independently  of  any  statute  is  immaterial  (Chicago  Title  d 
Trust  Company,  as  Trustee,  v.  Smietanka,  Collector,  decided  by  the  United 
States  District  Court  for  the  Northern  District  of  Illinois,  Eastern  Division, 
March  14,  1921,  T.  D.  3193,  C.  B.  5,  page  12).  The  M  mining  partnership 
should  therefore  be  treated  as  a  corporation  for  the  purpose  of  the  income  and 
excess-profits  taxes  of  the  year  1017. 

The  association  both  had  invested  capital  and  u.sed  more  than  a  nominal 
capital  in  its  business.  Each  lessee  contributed  his  leasehold  interest,  and 
this  constituted  a  payment  on  the  part  of  each  of  tangible  property  for  his  one- 
third  interest.  Leaseholds  were  held  to  be  tangible  property  under  the  Rev- 
enue Act  of  1917  (article  47,  Regulations  41).  It  is  true  that  the  lessees  paid 
nothing  for  the  lease,  but  it  was  property  and  of  some  value.  The  considera- 
tion for  the  lease  was  the  promise  of  the  lessees  to  work  the  mine  and  pay 
royalty  to  the  lessor,  and  by  this  promise  the  lessor  obtained  valuable  rights. 
The  leasehold  was  a  valuable  privilege  to  the  lessees,  which,  when  they  turned 
it  in  for  their  respective  interests  in  the  association,  constituted  Invested  cap- 
ital in  some  amount.  The  lessees,  moreover,  contributed  cash  to  the  enterprise. 
In  equal  portions.  Each  paid  in  x  dollars  as  his  portion  of  the  first  month's  ex- 
penses. This  payment  was  small  in  amount,  but  absolutely  necessary  to  start 
the  business.  The  conclusion  is  inevitable  that  the  association  had  invested 
capital. 

The  association  used  a  comparatively  large  amount  of  capital  in  its  business. 
It  used  cars  and  tracks  and  hoists  and  compressed-air  power.  These  facilities 
were  hired,  it  is  true,  and  paid  for  out  of  current  receipts.  They  constituted 
capital,  nevertheless,  within  the  nreaning  of  the  statutory  phrase  "  more  than  a 
nominal  capital."  The  term  **  capital,"  as  used  in  that  phrase,  has  been  con- 
strued to  mean,  not  invested  capital,  hut  income-producing  capital,  whether  or 
not  included  in  statutory  invested  capital. 

The  association,  moreover,  was  engaged  in  trading  as  a  principal.  It  pro- 
duced an<l  marketed  ore.  As  was  said  in  ^iratton's  Independence  v.  Howbert, 
231  U.  S.  399,  415,  the  process  of  mining  is  *'  equivalent  in  Its  results  to  a  manu- 
facturing process.'*  Although  the  lease  was  not  a  conveyance  of  the  ore  In  the 
place,  the  ore  became  the  property  of  the  lessees  upon  its  severance  from  the 
earth,  constituting  rents  and  profits  of  the  land.  The  royalty  payments  to  the 
lessor  were  rents,  not  payments  for  the  ore.  {Von  Baumbach  v.  Sargent  Land 
Co,,  242  U.  S.  503,  518;  United  States  v.  Biicabik  Mining  Co,,  247  U.  S.  116, 
123,  124;  T.  D.  2721.)  The  proceeds  of  the  .sale  of  the  ore  came  to  the  lessees 
in  payment  for  ore  sold  by  them. 

It  is  my  opinion,  therefore,  that  the  association  known  as  the  M  Company  is 
not  entitled  to  the  benefit  of  section  209,  Revenue  Act  of  1917. 

The  Committee  concurs  in  the  opinion  of  the  Solicitor  and  accord- 
ingly recommends  that  the  action  of  the  Income  Tax  Unit  in  requir- 
ing the  association  known  as  the  M  Company  to  pay  taxes  for  the 
taxable  year  1917  under  section  210  of  the  Revenue  Act  of  1917  in- 
stead of  under  section  209  of  the  Act,  be  sustained. 
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Section  1,  Articues  1604:  Association  distin-  30-21-1741 

guished  from  trust.  T.  D.  3193 

INCOME  TAX— ACT  OF  OCTOBER  3,  1913— DECISION  OF  COtrRT. 

1.  StATITTOBT  Ck>N6TBUCTI0N — WOBDS  **  No  MaTTES  HOW  GbEATED  OB  ORGAN- 
IZED " — ^Relation  Back  to  Wobds  "  Evebt  Gorpobation,  Joint-Stock 
Company  ob  Association.*' 

The  words  **  no  matter  how  created  or  organized  "  in  section  II,  paragraph 
O  (a),  of  the  Act  apply  not  only  to  insurance  companies  but  relate  back  to  the 
words  '*  every  corporation.  Joint-stock  comt)any  or  association,"  so  that  what  is 
meant  is  that  all  such  concerns  (not  including  partnerships)  are  included  and 
are  taxable. 

2.  Trusts — Organization    Indirectly    Controlled    by    Shareholders — ^Asso- 

ciation. 

An  organization,  in  form  a  trust,  created  by  an  agreement  of  the  stockholders 
of  several  street  railway  corporations  desiring  to  effect  a  unitary  control  of 
the  properties  of  such  corporations  is  an  association  within  section  II,  para- 
graph G  (a),  of  the  Act,  where  the  agreement  uses  language  that  reads  much 
like  the  State  corporation  law,  and  sui)erinipo8e8  that  organization  upon  the 
several  corporations  by  placing  the  legal  title  to  the  capital  stock  of  those 
corporations  in  the  trustees  named,  who  are  to  do  certain  specified  things  only, 
and  by  providing  for  a  committee  which  controls  even  the  power  of  the  trustees 
to  vote  the  capital  stock  of  the  corporations,  and  which  is  elected  and  controlled 
by  what  are  called  participating  shareholders,  who  hold  certificates  of  common 
and  preferred  participating  shares  issued  by  the  trustees  in  lieu  of  the  capital 
stocks  of  the  corporations. 

3.  Association — Organization   not   Under   Statute — Effect  on   Taxability. 

An  association  may  be  organized  independently  of  any  statute,  and  when  so 
organized  is  nevertheless  subject  to  income  tax  as  such. 

4.  Same — ^Exemption  from  Tax  as  Partnership. 

The  association  is  not  an  ordinary  partnership,  hence  is  not  exempt  as  a 
partnership  from  the  income  tax  on  corporations,  Joint-stock  companies,  and 
associations  imposed  by  section  II,  paragraph  G  (a),  of  the  Act 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washington^  D.  G. 
To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  District  Court  of  the  United  States, 
Northern  District  of  Illinois,  Eastern  Division,  rendered  March  14, 
1921,  in  the  case  of  Chicago  Title  cfe  Trust  Co.^  as  trustee^  v.  Smie- 
tanka^  collector^  is  published  for  the  information  of  internal  revenue 
officers  and  others  concerned. 

D.  H.  Blair, 
Commissioner  of  Internal  Revenue, 
Approved  July  1,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury.  J| 
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District  Coubt  ov  the  Unitisd  States,  Northern  District  of  Illinois,  Eastern 

Division. 

Chicago  Title  d  Trust  Co.,  as  trustee  of  the  Chicago  City  d  Cdnnecting  Railtoays 

Collateral  Trust,  v.  Smietanka,  collector, 

[Mar.  14,  1921.] 

Page,  District  Judge : 

Persons  owning  capital  stock  of  five  street  railways  in  Chicago,  desiring  to 
effect  a  unitary  control  of  the  properties,  executetl  the  agreement  out  of  which 
grows  the  question  here,  viz.  Did  that  agreement  create  a  Joint-stock  company 
or  association,  taxable  under  section  II,  G  (a)  of  the  Federal  Revenue  Act 
of  1913?  Such  a  tax  was  paid  by  the  plaintiff  under  protest,  and  it  brings  this 
(and  four  similar  suits)  against  the  defendant,  a  former  internal-revenue  col- 
lector, to  recover  the  money  paid,  on  the  ground  that  it  was  an  illegal  tax. 

Again — 

To  invest  at  any  time  ♦  ♦  ♦  any  sum  or  sums  ♦  ♦  ♦  which  the 
committee  may  approve. 

And  again,  in  (i),  to— 

Vote  upon  any  of  the  shares,  constituting  any  part  of  the  deposited  securities, 
In  favor  of  any  lawful  consolidation,  merger,  or  reorganization  of  the  properties, 
franchises,  or  shares  of  any  of  the  companies  ♦  •  ♦  upon  such  terms  and 
conditions  as  shall  be  approved  by  both  the  committee  and  the  trustees. 

In  Crocker  v.  Ualley,  the  Supreme  Court  does  not  undertake  to  say  whether 
there  could  be  such  a  thing  as  an  association  not  organized  under  some  law ;  but 
I  am  of  the  opinion  that  tliere  can  be  such  an  association  and  that  the  organiza- 
tion here  shown  is  within  the  statute. 

It  is  claimed  by  counsel  that  if  any  organization  ever  becomes  an  association 
it  thereby  necessarily  becomes  a  partnership,  but  there  are,  in  my  opinion,  cer- 
tain limitations  and  conditions  that  prevent  the  agreement  here  from  creating 
an  ordinary  partnership. 

The  demurrer  Is  sustained. 


Section  1,  Articus  1507 :  Joint  ownership  and 
joint  adventure. 

(See  33-21-1772;  sec.  301,  art.  711.)  Joint  contributors  in  the  de- 
velopment of  oil  lands. 

Section  1,  Article  1507 :  Joint  ownership  and  .40-21-1860 

joint  adventure.  A.  R.  R.  629 

(Also  Section  218,  Article  321;  Section  301, 
Article  711.) 

REVENUE  ACT  OF  1917. 

Recommendeil,  in  the  appeal  of  A  that  the  action  of  the  Income 
Tax  Unit  in  holding  that  the  relationship  which  existed  between 
A  and  B  during  a  business  venture  in  1917  constituted  a  partner- 
ship and  that  the  profits  derived  from  the  purchase,  feeding  and 
sale  of  certain  cattle  during  that  year  are  subject  to  excess  profits 
tax  under  the  Revenue  Act  of  1917  in  the  name  of  the  partner- 
ship, be  sustained. 

Under  date  of  March  28.  1921,  the  Committee  received  the  appeal 
of  A  from  the  action  of  the  Income  Tax  Unit  in  holding  that  the 
relationship  which  existed  between  A  and  B  during  a  business  venture 
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in  1917  constituted  a  partnership  and  that  the  profits  derived  from 
the  purchase,  feeding,  and  sale  of  certain  cattle  during  that  year  are 
subject  to  excess  pronts  tax  under  the  Revenue  Act  of  1917  in  the 
name  of  the  partnership. 

As  the  question  at  issue  was  one  of  law  rather  than  of  fact,  all 
the  papers  in  the  case  were  forwarded  to  the  Solicitor  for  his  con- 
sideration and  the  expression  of  an  opinion. 

The  opinion  of  the' Solicitor  is  now  before  the  Committee  and 
reads  as  follows : 

The  attaclied  papers  raise  the  question  whether  a  certain  arrangement  be- 
tween A  and  B  constitutes  a  partnership  for  the  purposes  of  the  excess  profits 
tax  law  of  October  3,  1917.  Upon  the  facts  and  evidence  submitted,  this  office 
Is  of  the  opinion  that  the  arrangement  is  a  partnership  and  should  be  taxed 
accordingly.    The  facts  are  as  follows : 

A  was  In  1017  engaged  in  business  as  a  ranchman  and  cattle  raiser.  In  that 
year  B  came  to  him  and  Informed  him  that  he  knew  where  they  could  pur- 
chase a  herd  of  cattle  at  a  bargain  if  A  could  get  the  money.  A  was  known  to 
have  credit  with  the  M  Company,  commission  merchants,  and  applied  to  them 
for  fund^  with  which  to  purchase  the  cattle.  B*8  wife  also  placed  x  dollars 
in  the  venture.  B  was  to  purchase  the  cattle,  pasture  them,  care  for  them,  and 
sell  them.  A  agreed  that  the  profits  should  be  divided  equally  between  himself 
and  B.  It  is  stated  in  the  affidavit  of  A  that  this  portion  of  the  profits  was 
considered  to  be  compensation  for  services  rendered  by  B.  Inmiedlately  after 
the  loan  was  made  the  M  Company  hearing  of  B*s  interest  In  the  transaction 
took  the  joint  note  of  A  and  B  for  the  purchase  money  secured  by  a  chattel 
mortgage  on  the  cattle.  The  evidence  shows  that  when  advances  were  required 
to  bind  the  contract  at  the  time  of  purchase,  such  payments  were,  with  two 
exceptions,  made  with  A*s  personal  check.  The  cattle  were  sold  in  the  fall  of 
1917  and  the  commission  merchants,  after  deducting  the  grazing  fees  and  their 
loan  and  commission,  paid  50  i)er  cent  of  the  profits  to  B  and  the  other  50  per 
cent  to  A. 

Clearly  there  is  no  express  partnership  agreement,  and  if  a  partnership 
existed  it  must  have  been  a  fact  resulting  from  the  circumstances  In  the  case. 
"  Partnership  is  a  fact  which  like  any  other  fact  may  be  established  by  circum- 
stances, and  it  is  not  essential  to  its  existence  that  there  should  be  a  partner- 
ship name  or  a  formal  partnership  agreement"  {Ruggl€8  v.  Buckley,  158  Fed. 
950).  The  law  will  regard  the  conduct  of  the  parties,  rather  than  their  lan- 
guage, in  determining  whether  their  voluntary  association  in  a  business  enteiTirist* 
amounts  to  a  partnership  or  not ;  and  where  they  do  all  that  Is  In  law  necessary 
to  constitute  a  partnership,  they  are  a  partnership  inter  se,  though  they  do  not 
expressly  intend  to  create  such  a  relationship.  iChapm4in  v.  Hughea  (Cal.) 
37  Pac.  1048.) 

In  many  jurisdictions  all  that  in  law  is  necessar>'  to  constitute  a  partnership 
is  that  there  be  a  voluntary  agreement  between  two  or  more  competent  persons 
to  place  their  money,  effects,  labor,  and  skill  or  some  one  or  all  of  them  in 
lawful  commerce  or  business  with  the  understanding  that  there  should  be  a 
commimton  of  the  profits  thereof  between  them.  {Berthold  v.  Goldsmith,  24 
How.  536.) 

The  courts  of  Texas,  however,  have  not  adhered  to  the  strict  rule  that  a 
participation  in  the  net  profits  will  necessarily  constitute  a  partnership.  They 
have  held  that  where  there  is  a  sharing  of  both  profits  and  losses,  it  is  sufficient 
to  create  such  a  relationship.  {Buzard  v.  First  National  Bank  (Tex.)  2  S.  W. 
54;  Kellep  Island  Lime  d-  T.  Co.  v.  Masterson  (Tex.)  93  S.  W.  427.)  This  view 
has  been  held  in  many  Federal  cases.  In  Tibbatts  v.  Tibbatts  (23  Fed.  14020) 
the  court  stated : 

**  A  person  may  become  a  member  of  a  partnership  without  contributing 
equally  to  the  capital  or  even  without  advancing  any  portion  thereof.  If  he 
agrees  to  furnish  his  labor  to  the  management  of  the  business  and  shares  in 
the  profits  and  losses,  this  is  sufficient  to  make  him  a  partner." 

See  also  United  States  v.  Cuerber,  124  Fed.  823 ;  Overton  Bank  v.  Thompson, 
118  Fed.  798;  Bybee  v.  Haukett,  12  Fed.  649;  Fleming  v.  Leigh,  109  Fed.  952; 
Miller  v.  O^Boyle,  89  Fed.  140. 
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The  question  now  arises  as  to  whether  a  partnership  may  exist  for  a  single 
venture  or  undertalcing.  The  courts  have  agreed  that  there  may  be  a  partner- 
ship between  persons  who  contemplate  but  a  single  business  transaction,  such 
as  the  shipment  and  sale  of  but  one  lot  of  goods  or  the  Joint  purchase  and  sale 
of  one  chattel  or  one  piece  of  land.  In  the  case  of  Spenoer  v.  Jone8  (Tex.) 
(50  S.  W.  118)  it  was  held  that  a  partnership  may  exist  in  a  single  transaction 
of  purchasing  land  with  a  view  of  selling  it  for  profit.  This  case  cites  many 
others  holding  to  the  same  effect.  The  same  view  is  stated  in  Colly er's  book 
on  Partnership,  page  58: 

*'  Persons  without  l)eing  partners  generally  -in  trade  may  be  partners  in  a  par- 
ticular adventure." 

To  the  same  effect  was  the  ruling  In  A.  R.  R.  257.     (C.  B.  3,  p.  15.) 

In  the  instant  case  there  was  no  express  agreement  that  a  partnership  should 
be  formed.  The  parties,  however,  united  in  a  Joint  enterprise  for  the  purpose  of 
sharing  in  the  profits  of  the  transaction  and  B  requested  A  to  furnish  the  neces- 
sarj-  capital.  B  signed  the  note  with  A  and  consequently  would  share  in  any 
loss  that  might  occur. 

It  is  contended  that  B  was  the  agent  for  A  and  that  as  compensation  for  his 
services  he  was  to  receive  50  per  cent  of  the  profits  and,  therefore,  according  to 
the  general  weight  of  authority,  the  relationship  did  not  constitute  a  partnership. 
However,  B  was  the  originator  of  the  transaction.  He  called  on  A  to  help  him. 
He  influenced  his  wife  to  invest  money  in  it.  He  was  not  subject  to  A  in  the 
purchase  of  the  cattle,  but  had  unrestricted  authority  in  the  purchase,  care,  and 
disposition  of  the  same.  In  other  words,  he  was  the  principal  trader  and  was 
not  subject  to  A*s  orders.  He  was  clothed  with  the  powers,  rights,  duties,  and 
liabilities  of  a  partner.  He  was  equally  liable  for  any  losses  that  might  occur, 
and  where  one  person  is  to  furnish  the  property  or  the  money  with  which  to 
procure  it,  and  the  other  is  to  give  his  services  in  disposing  of  it  under  an 
agreement  by  which  they  are  to  divide  the  profit  and  loss,  it  is  a  partnership 
inter  se,  for  a  sharing  of  loss  is  generally  inconsistent  tmth  employment, 
(Bates  on  Partnership,  sec.  28.)  B  was  recognized  by  the  commission  mer- 
chants in  that  they  compelled  him  to  sign  the  note  and  mortgage  with  A.  If 
the  relationship  of  principal  and  agent  had  existed,  A*s  note  woufd  have  been 
sufficient.  In  fact,  they  admitted  that  they  were  willing  to  extend  credit  to  A 
alone  but  upon  hearing  of  B's  interest  in  the  transaction  requested  his  sig- 
nature to  the  note  and  mortgage  also.  When  the  cattle  were  sold  the  commis- 
sion merchants  paid  the  grazing  fees,  deducted  the  amount  of  A's  and  B's  notes 
plus  the  interest,  and  paid  each  one  his  percentage  of  the  profits,  instead  of 
turning  the  net  profit  over  to  A  for  his  settlement  with  B.  They,  apparently, 
I'ecognized  more  than  the  principal  and  agent  relationship  between  them. 

Upon  the  relationship  between  the  parties  is  also  based  one  of  the  distinc- 
tions between  a  Joint  adventure  and  a  partnership.  In  Keyes  v.  Ifims  (Gal.) 
( 184  Pac.  694 )  the  court  said : 

"There  are  other  features  which  differentiate  the  two  relations,  among 
which  may  be  mentioned  the  element  of  principal  and  agent  which  inheres  in 
the  partnership  relation,  each  partner  embracing  the  character  both  of  a 
principal  and  agent,  being  the  former  when  he  acts  for  himself  in  the  partner- 
ship. In  a  Joint  adventure  no  one  of  the  parties  thereto  can  bind  the  Joint 
adventure." 

In  the  present  case  each  party  stood  as  coprlncipal,  and  the  acts  of  each 
bound  the  other  in  the  transaction. 

The  principal  case  relied  upon  by  the  taxpayer  in  support  of  the  proposition 
that  a  partnership  was  not  created  is  Buzard  v.  First  National  Bank  (Tex.) 
(2  S.  W.  54).    The  facts,  briefly,  are  as  follows: 

A  having  employed  B  for  a  considerable  time  as  his  agent,  on  a  salary,  to 
carry  on  the  business  of  buying  and  selling  cattle  terminated  the  engagement. 
At  B*s  request  he  orally  agreed  to  advance  B  some  money  to  be  used  by  him 
to  buy  cattle,  keep,  and  take  care  of  them  and  sell  them  in  the  spring  or 
earlier,  the  expenses  of  buying,  keeping,  and  selling  to  be  paid  out  of  the  money, 
and  on  the  sale  of  the  cattle,  A  to  receive  back  from  the  proceeds  the  sum  ad- 
vanced by  him  and  the  net  profits,  if  any,  to  be  divided  equally  between  them. 
B  was  to  receive  one-half  of  the  net  profits  for  his  services  in  managing  the 
said  business  in  lieu  of  the  salary  he  received  In  the  prior  contract.  B  was 
not  to  share  in  any  possible  loss  beyond  his  services  and  labor.  B  was  to  use 
his  discretion  in  the  business  except  that  A  gave  certain  limitations  of  prlcea 
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for  baying?  and  selling.    A  did  not  intend  or  believe  that  be  was  entering  into  a 
partnership. 

That  case  is  clearly  distinguishable  from  the  one  under  consideration  in  that 
B  was  to  receive  one-half  of  tlie  net  profits  for  his  services  in  managing  such 
business  in  Ueu  of  the  salary  he  received  under  the  prior  contract.  The  rela- 
tionship of  the  parties  is  clear  from  their  previous  dealings.  The  same  super- 
vision over  the  business  remained  in  A  as  under  the  prior  contract.  B  did  not 
trade  as  a  coprincipal,  but  merely  as  A*s  agent,  whereas  in  the  instant  case  A 
and  B  were  coprincipals.  No  sharing  of  losses  existed  beyond  services  and 
labor,  which  fact  emphasizes  the « nonexistence  of  a  partnership  and  is  con- 
sistent with  the  principles  of  employment. 

In  Hunt  V.  Erickson  (Mich.)  (23  N.  W.  832)  the  court  held  that  where  two 
parties  entered  into  an  agreement  by  which  one  was  to  furnish  money  for 
the  buying  up  of  certain  lands  at  a  tax  sale  as  a  speculation  and  the  other  was 
to  furnish  his  personal  services  and  skill  in  the  buying  of  such  lands  and 
they  were  to  share  alike  in  the  lands  and  venture  and  in  the  balance  of  the 
proceeds  received  from  the  sale  of  the  lands,  there  is  a  partnership,  though  the 
title  to  the  land  was  taken  in  the  name  of  the  one  furnishing  the  money.  In 
the  case  of  Hi  Williamson  d  Company  v.  Nigh  (West  Va.)  (53  S.  B.  124) 
the  defendant,  T.  F.  Duncan,  in  1899,  entered  into  a  contract  with  J.  M.  and 
J.  H.  Fraley,  by  which  they  agreed  to  sell  and  deliver  on  Big  Creek  in  Pike 
County,  Kentucky,  a  certain  lot  of  oak  logs.  About  the  time  of  this  con- 
tract, Duncan  entered  into  a  contract  with  the  defendant,  Nigh,  by  which 
Duncan  was  to  have  the  management  and  do  all  the  work  in  looking  after 
the  logs  and  delivering  them  at  Catlettsburg,  Ky.,  and  Nigh  was  to  provide  the 
money  to  pay  for  them  and  they  were  to  share  equally  In  the  profits  and 
losses  resulting  from  the  transaction^  The  question  arose  as  to  whetlier 
there  was  a  partnership  between  Duncan  and  Nigh.  The  court  held  that  this 
contract  had  all  the  elements  of  a  partnership— one  to  make  the  purchases 
and  furnish  all  the  labor  necessary  to  conduct  the  business  and  the  other  was 
to  furnish  the  capital  with  the  understanding  that  they  should  share  equally 
in  the  profits  and  losses. 

In  the  case  of  Stratton  v.  0*Connor  (Tex.)  (34  S.  W.  158)  the  defendant 
furnished  cattle  to  another  under  an  agreement  that  the  latter  was  to  keep 
them  for  four  years,  at  the  end  of  which  time  they  were  to  be  sold,  then  the 
cost  repaid  to  the  plaintiff^  and  the  remaining  proceeds  equally  divided,  or  the 
loss,- if  any,  shared  equally.  Tlie  court  held  that  the  arrangement  constituted  a 
partnership  and  the  defendant  was  liable  for  an  indebtedness  made  by  his 
partner  in  keeping  the  cattle. 

In  view  of  the  fact,  therefore,  that  a  partnership  may  be  formed  without 
an  express  agreement,  if  the  acts  of  the  parties  are  sufficient  to  c/eate  such  a 
relationship,  that  there  was  to  be  an  equal  sharing  of  the  profits  and  losses 
and  that  a  partnership  may  exist  for  a  single  venture  or  undertaking,  this 
office  is  of  the  opinion  that  the  arrangement  between  the  parties  constituted 
a  partnership  and  is  taxable  as  such  under  the  excess  profits  tax  law  of 
October  3,  1917. 

Inasmuch  as  the  Committee  agrees  with  the  Solicitor  as  to  the 
point  at  issue  it  here  recommends  that  the  action  of  the  Income  Tax 
Unit  in  holding  that  a  partnership  existed  between  A,  the  appellant, 
and  one  B  during  the  year  1917  and  that  the  profits  derived  from 
a  cattle-feeding  venture  during  that  year  are  the  profits  of  the  said 
partnership  and  subject  to  excess-profits  tax  under  the  Revenue  Act 
of  1917  in  the  name  of  the  partnership,  be  sustained. 


Section  1,  Article  1507 :  Joint  ownership  and  42-21-1866 

joint  adventure-  A.  R.  M.  139 

Held,  that  the  M  Company,  organized  under  the  laws  of  the  State  of 
Arkansas,  may  not  become  a  member  of  a  partnership,  since,  under  the 
statutes  of  the  State  of  Arkansas,  there  is  no  provision  whereby  corpora- 
tions may  enter  into  a  partnership  agreement. 

The  Committee  has  had  under  consideration  a  request  for  advice 
as  to  whether  the  M  Company,  a  corporation  organized  under  the 
laws  of  Arkansas,  may  become  a  member  of  a  partnership. 
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Inasmuch  as  the  foregoing  inquu-y  submitted  by  the  Unit  raises  a 
question  of  law,  the  Committee  requested  an  opinion  of  the  Solicitor, 
and  under  date  of  July  29,  1921,  is  in  receipt  of  his  opinion,  which 
reads  as  follows: 

The  attached  file  raises  the  question  whether  the  M  Company,  a  coiporation  organ- 
ized under  the  laws  of  the  Stete  of  Arkansas,  may  become  a  member  oi  a  partnership. 
This  office  is  of  the  opinion  that  it  may  not. 

The  facts  are  as  follows:  The  M  Company,  the  owner  of  farm  lands  and  farm  equip- 
ment, entered  into  an  agreement  with  A,  whereby  A  was  to  operate  the  forms,  paying 
a  rental  of  x  dollars  to  the  M  Company,  and  each  was  to  advance  money  as  needed 
by  the  business.  A  advanced  Hx  dollars  to  tlie  business  during  the  year  1917  without 
interest,  which  was  repaid  to  him  during  the  same  vear.  No  advancement  was  made 
by  the  M  Company.  The  company  paid  A  a  salary  for  the  year  1917.  The  new 
business  enterprise  was  known  as  the  O  Company.  Fifty  per  cent  of  the  net  profits 
were  to  be  paid  to  the  M  Company  and  fifty  per  cent  to  A.  Partner^p  returns 
were  filed  for  the  years  1917  and  1918  by  the  O  Cfompany. 

The  facts  submitted  are  venr  meager  and  raise  only  the  question  whether  a  cor- 
poration organized  under  the  laws  of  the  State  of  Arkansas  may  become  a  member 
of  a  partnership.  Inasmuch  as  there  is  no  provision  in  the  Arkansas  statutes  per- 
taining to  the  question  as  to  whether  a  corporation  organized  under  its  laws  may 
become  a  partner,  the  principles  of  common  law  must  be  relied  upon  for  a  determination  ^ 
of  the  question  in  the  instant  case. 

As  a  general  rule,  corporations  can  not  enter  into  a  partnership  either  mth  indi- 
viduals or  other  corporations.  Cook  on  Corporations,  par.  678;  People  v.  North  River ^ 
etc.,  Co.,  121  N.  Y.  582;  Davis  v.  Savannah  Lumber  Co.  (Ga.),  75  S.  E.,  986;  Franz  v. 
William  Barr  Dry  Goods  Co.  (Mo.),  Ill  S.  W.,  636.  Such  a  contract  is  considered  as 
ultra  vires  whereby  a  corporation  seeks  to  enter  into  a  partnership  with  either  another 
corporation  or  a  natural  person,  because  the  stockholders  are  entitled  to  have  their 
directors  conduct  the  business  without  sharing  that  power  with  a  partner.  ( Thomas 
V.  West  Jersey  R.  Co.,  101  U.  S.,  71).  This  power  must  be  expressly  given  to  cor- 
porations, and  without  such  express  authorization  it  is  a  violation  of  mw  for  them  to 
enter  into  partnership  (Fechteler  v.  Palm  Bros.,  133  Fed.,  462). 

In  view  of  the  fact  that  the  statutes  of  Arkansas  do  not  grant  express  authority  for 
corporations  to  enter  into  a  partnership  fi^eement  and  that  at  common  law  corpora- 
tions may  not  enter  into  sucn  ^eements,  this  office  is  of  the  opinion  that  a  corpora- 
tion organized  under  the  laws  of  the  State  of  Arkansas  may  not  become  a  member  of  a 
partnership. 

In  view  of  the  foregoing  opinion  of  the  Solicitor,  in  which  the 
Committee  concurs,  it  is  held  that,  since  the  statutes  of  the  State  of 
Arkansas  do  not  grant  express  authority  for  corporations  to  enter 
into  a  partnership  agreement,  the  M  Company  may  not  be  considered 
as  a  member  of  the  partnership  of  the  O  Company,  and  that,  under 
the  laws  of  that  State,  it  may  not  become  a  member  of  a  partnership. 


Section  1,  Akticle  1507 :  Joint  ownership  and  52-21-1989 

joint  adventure.  O.  D,  1145 

(Also  Section  213(a),  Article  32.) 

A  taxpayer  has,  for  the  last  four  years,  carried  on  certain  experi- 
mental work.  He  has  had  no  income  from  any  source  other  than 
amounts  contributed  by  various  people,  who  have  financed  the  work 
he  is  doing,  and  who  will  share  in  any  benefit  which  accrues  from  a 
successful  consummation  of  his  experiments  in  proportion  to  the 
funds  that  they  have  put  into  the  work.  No  written  agreement  be- 
tween the-  taxpayer  and  those  who  have  contributed  to  the  work 
exists,  and  he  is  not  bound  in  any  legal  manner  to  give  an  accounting 
of  the  funds  which  pass  through  his  hands,  but  there  is  an  under- 
standing that  he  will  act  honorably  in  the  matter.     During  1920,  40a? 
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dollars  was  contributed  toward  his  experimental  work.  Ten  x  dollars 
of  this  amount  was  used  by  the  taxpayer  in  the  maintenance  of  his 
home  and  the  balance  was  used  in  the  work  and  for  traveling  expenses 
incidental  thereto. 

It  is  held  that  the  agreement  between  the  taxpayer  and  the  various 
contributors  constitutes  a  joint  adventure  and  that  the  amounts 
contributed  constitute  the  capital  of  the  project,  which  has  been  in- 
trusted to  the  care  and  management  of  one  of  the  members  of  the 
adventure.  It  does  not  follow,  however,  that  the  taxpayer  received 
no  income.  The  sum  of  lOo?  dollars  expended  for  living  expenses 
and  a  portion  of  the  traveling  expenses  incurred  in  the  transaction 
of  the  enterprise,  equal  to  the  ordinary  expenditures^  required  for 
meals  and  lodging,  which  would  have  been  incurred  had  he  stayed  at 
home,  are  in  the  nature  of  salary  or  compensation  for  services  rendered 
and  should  be  included  in  the  return  or  the  taxpayer  for  the  year  in 
which  received. 

Section  1,  Abtiole  1610:  Government  con-  42-21-1867 

tract.  O.  D.  1063 

(Also  Section  301,  Article  714.) 

Income  arising  from  a  contract  entered  into  subsequent  to  Novem- 
ber 11,  1918,  which  is  supplementary  to  an  original  contract  entered 
into  with  the  Government  between  Apnl  6,  1917,  and  November  11, 
1918,  is  taxable  under  section  301(c)  of  the  Revenue  Act  of  1918. 


TITLE  II.— INCOME  TAX. 


Part  I.— General  PROvisiONa 


SECTION  200.— DEFINITIONS. 

Section  200,  Article  1623:  Personal  service  28-21-1728 

corporation.  A.  R.  R.  564 

BSVBNUB  ACT  OP  1017. 

Recommended,  that  the  action  of  the  Income  Tax  Unit  in  denying 
assessment  of  taxes  of  the  M  Company  for  the  year  1917  under 
section  209  of  the  Revenue  Act  of  1917,  and  in  denying  a  separa- 
tion of  this  business  to  give  effect  to  the  income  whicti  it  is  claimed 
is  attributed  solely  to  the  personal  services  of  A,  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  denying  that 
corporation  the  privilege  of  assigning  a  portion  of  its  income  lor  the 
year  1917  to  its  president  as  principal  stockholder  based  on  personal 
services  of  this  officer. 

In  190-,  A  started  in  business  personally  as  a  sales  agent  and 
broker.  He  req^uired  no  plant  investment  and  his  time  was  spent 
mostly  in  traveling  and  in  interviewing  producers  and  sellers  on  the 
one  hand  and  buyers  on  the  other  hand.    Later  he  incorporated  the 
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business  with  an  authorized  capital  of  x  dollars  and  this  capital  was 
fully  paid  in  at  the  beginning  of  the  taxable  year  1917.  No  further 
contributions  to  capital  were  made,  but  the  company,  at  the  begin- 
ning of  1917,  also  had  a  book  surplus  of  about  2ci?  dollars.  Five  y 
shares  of  the  outstanding  capital  stock  were  in  the  name  of  A;  5y 
shares  minus  one  were  in  the  name  of  his  wife,  and  one  share  was  held 
by  the  treasurer  of  the  corporation.  The  certificates  owned  bv  A's 
wife  and  by  the  treasurer  of  the  corporation  were  assigned  in  blank 
and  held  by  A. 

In  view  of  this  situation  and  the  personal  services  which  A  as 
president  rendered  the  corporation  it  was  considered  that  the  cor- 
porate business  was  the  personal  business  of  A  and  accordingly  the 
excess  profits  tax  on  the  corporate  return,  as  filed  for  the  year  1917, 
was  computed  under  section  209  of  the  Revenue  Act. 

The  corporation  admits,  in  view  of  the  recent  decisions  of  the 
Department,  that  it  can  not  now  claim  the  benefit  of  section  209 
but  it  contends  that  a  large  portion  of  the  business  from  which  the 
earnings  were  reported  by  the  corporation  was  the  personal  business 
of  A  and  not  the  business  of  the  corporation.  The  income  Tax  Unit 
has  denied  this  contention  ^nd  has  assessed  the  tax  under  section  210 
of  the  Revenue  Act  of  1917  and  this  assessment  appears  to  have  been 
fairly  determined  on  proper  comparatives. 

It  is  stated  that  one  set  of  books  was  kept  to  reflect  the  income 
derived  from  A's  services  as  a  sales  agent  and  broker,  although  many 
of  his  contracts  were  personally  and  not  ofiicially  made.  An  appor- 
tionment of  the  business  has  now  been  made  by  the  treasurer  of  the 
corporation,  and  it  is  claimed  that  this  division  of  income  and  ex- 
penditures very  correctly  reflects  A's  personal.profit  and  commission 
on  sales  as  distinguished  from  the  profit  on  contracts  which  he  made 
as  pre^dent  of  the  M  Company. 

it  is  apparent  from  facts  submitted  that  many  corporations  in 
1917  preferred,  for  financial  reasons,  to  deal  with  A  on  his  own 
personal  responsibility  rather  than  to  deal  with  him  as  president  of 
the  corporation  because  these  companies  recognized  the  limited  capi- 
tal of  the  M  Company.  Accordingly,  it  is  contended  that  commis- 
sions from  such  business  were  commissions  that  properly  should 
have  been  credited  to  A  personally  and  not  to  the  corporation,  and 
were  erroneously  entered  into  the  books  of  account  ot  the  corpora- 
tion. It  developed  in  the  conference,  however,  that  when  such  in- 
voices were  maae  against  A  the  corporation  nevertheless  made  set- 
tlement with  the' vendor,  borrowing  funds,  if  necessary,  on  A's  en- 
dorsement. A,  in  many  instances,  advanced  money  to  the  corpora- 
tion so  that  it  could  meet  its  obligations,  and  in  doing  so  became 
its  creditor.  Such  transactions  were  duly  and  property  recorded 
in  the  books  of  account  of  the  corporation.  It  is  accordingly  recog- 
nized that  the  corporation's  capital  is  largely  borrowed  capital,  and 
without  its  use  it  could  not  have  carried  on  the  volume  of  the  busi- 
ness conducted  in  the  taxable  year  1917. 

The  Committee  has  given  very  careful  consideration  to  all  of 
these  facts,  but  it  can  not  reach  the  conclusion  that  a  personal  busi- 
ness subsequently  incorporated  can,  after  incorporation,  be  cohsid- 
ered  partly  the  personal  business  of  A  and  partly  his  official  busi- 
ness. A  carried  his  personal  bank  account,  and  it  was  from  this 
bank  account  and  his  securities  that  he  made  loans  to  the  corporation. 
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The  corporation  itself  filed  its  return,  including  all  income  for  the 
taxable  year  1917,  without  any  attempt  at  separation.  The  books 
of  the  company  were  kept  in  such  manner  that  all  of  the  business 
done  by  A  as  a  sales  agent  and  broker  was  considered  corporate 
business.  Any  separation  of  this  business  in  an  effort  to  give  a  net 
profit  to  A  would  be  more  or  less  arbitrary  and,  as  above  stated, 
since  it  was  A's  business  that  was  incorporated,  his  business  is  prop- 
erly reflected  through  the  corporate  accounts  of  the  M  Company. 
It  would  seem  that  by  the  very  purpose  of  the  incorporation  of  the 
M  Company  A  is  estopped  from  claiming  that  he  is  dealing  in  both 
an  official  and  a  personal  capacity  in  making  contracts.  In  fact,  it 
would  appear  that  no  such  distinction  was  drawn  by  A  or  the  cor- 
poration, out  only  by  certain  producers  who  preferred  to  recognize 
A's  financial  responsibility  rather  than  the  limited  responsibility  of 
the  corporation.  When  settlements  were  made  oh  such  personal 
contracts  they  were  made  by  the  corporation  and  not  by  A. 

The  Committee  accordingly  recommends  that  the  action  of  the 
Income  Tax  Unit  in  denying  assessment  of  taxes  of  the  M  Company 
for  the  year  1917  under  section  209  of  the  Revenue  Act  of  1917,  and 
in  denying  a  separation  of  this  business  to  give  effect  to  the  income 
which  it  is  claimed  is  attributed  solely  to  the  personal  services  of  A, 
be  sustained. 

Section  200,  Article  1523 :  Personal  service  corporation. 

(See  29-21-1740;  sec.  326,  art.  831.)  Corporation  having  earned 
surplus  used  in  the  business,  amounting  to  $2,000. 


Section  200,  Article  1523:  Personal  service  48-21-1939 

corporation.  A.  R.  R.  683 

REVENUE  ACTS  OF  1917  AND  1918. 

Recommended,  in  the  appeal  of  the  M  Company,  that  the  action 
of  the  Income  Tax  ITnit  in  denying  that  corporation  assessment  of 
excess  profits  tax  under  the  provisions  of  section  209  for  the  year 
1917  and  classification  as  a  personal  service  corporation  for  the 
years  1918  and  1919  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  denying  that 
corporation  assessment  of  excess  profits  tax  for  the  year  1917  under 
the  provisions  of  section  209  of  the  Revenue  Act  of  1917  and  classi- 
fication as  a  personal  service  corporation  for  the  years  1918  and  1919 
under  the  provisions  of  section  200  of  the  Revenue  Act  of  1918. 

The  records  in  the  case  show  that  the  M  Company  was  incorporated 
with  an  authorized  capital  stock  issue  of  y  shares  of  the  total  par 
value  of  X  dollars  of  which  A  and  B  eacn  owned  50  per  cent.  A 
died  in  190-,  since  which  time  his  shares  of  stock  have  been  held 
equally  by  his  four  children,  one  of  whom,  C,  is  the  treasurer  of  the 
company,  while  the  other  three  take  no  nctive  part  in  the  conduct 
of  the  corporation's  business.  The  corporation  is  engaged  in  teach- 
uig.  It  gathers  its  students  from  the  city  and  the  surrounding  ter- 
ritory, but  does  not  lodge  or  board  any  of  its  students.    The  institu- 
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tion  conducts  its  business  largely  on  a  credit  basis,  that  is,  any  de- 
serving person  who  desires  an  education  but  is  unable  to  pay  for  same 
is  accepted  as  a  student.  Upon  entering  he  sijgns  a  note  covering  his 
tuition,  which  note  he  is  to  pay  within  a  specified  time  after  comple- 
tion of  the  course.  This  note  is  enforcible  at  its  full  face  value 
whether  or  not  the  course  is  completed.  The  payment  of  such  notes 
is  not  secured  in  any  way,  and  inasmuch  as  their  makers  are  prin- 
cipally young  and  untried  persons  possessed  of  no  property  of  value 
their  notes  can  not  be  negotiated  and  many  prove  uncollectible. 

Among  the  items,  accounts,  -and  notes  receivable  listed  as  assets  are 
included  many  notes  and  accounts  due  from  students,  of  an  unde- 
terminable value.  They  were  accepted  without  surety,  are  not  bank- 
able, and  can  not  be  negotiated  or  used  to  secure  working  capital. 

Under  date  of  October  19,  1921,  the  Solicitor,  to  whom  the  appeal 
of  the  M  Company  had  been  referred  for  consideration,  rendered  the 
following  opinion  relative  to  the  matters  covered  by  the  said  appeal : 

It  is  not  believed  that  during  the  year  1917  the  corporation  had  "no  invested 
Cfq;)ital  or  not  more  than  a  nominal  capital"  as  is  required  for  an  assessment 
under  section  209  of  the  1917  Act.  Your  attention  is  invited  to  the  corporation's 
balance  sheet  as  of  December  31,  1916,  from  which  it  may  be  seen  that  on  that 
date  the  corporation  had  a  paid-in  capital  of  x  dollars  and  an  earned  sur- 
plus of  13 J?  dollars.  It  is  true  that  the  greater  part  of  this  surplus  consisted 
of  promissory  notes  given  by  students  in  payment  for  tuition  and  that  these 
notes  were  unsecured  and  would  not  be  discounteil  by  any  bank ;  nevertheless 
they  had  a  considerable  value,  and  to  that  extent  constituted  a  real  surplus. 
It  appears  further  that  the  policy  of  the  corporation  was  to  extend  credit  to 
its  students  for  the  purpose  of  increasing  its  business  and  overcoming  com- 
petition ;  it  seems  clear  that  by  pursuing  this  policy  the  corporation  employed 
its  surplus  in  the  business  and  that  the  surplus  thus  became  invested  capital. 
It  results,  therefore,  that  this  corporation  had  a  substantial  amount  of  Invested 
capital  during  1917. 

It  should  be  noted  also  that  the  corporation  borrowed  money  from  banks  in 
order  to  provide  ready  cash  for  its  business.  The  balance  sheet  for  1917  shows 
this  item :  "  Bills  payable,  2^0?  dollars."  This  is  explained  by  the  taxpayer  as 
follows : 

"Bills  payable  represent  a  note  given  by  this  institution  when  borrowing 
money  from  a  local  bank,  for  the  purpose  of  securing  ready  cash  to  carry  on 
the  business.  We  are  often  short  of  cash,  due  to  the  fact  that  we  accept  so 
many  notes  in  payment  of  tuition." 

Your  attention  is  invited  further  to  the  fact  that  during  the  year  the  cor- 
poration received  a  profit  of  ^x  dollars  from  the  sale  of  school  books  and  sup- 
plies to  its  students.  It  is  true  that  the  selling  of  books  is  merely  one  activity 
of  the  school,  yet  the  income  derived  therefrom  is  due  directly  to  the  use  of 
capital,  and  that  income  constituted  8.7  per  cent  of  the  total  net  Income  of  the 
corporation  for  the  taxable  year.  It  would  appear,  therefore,  that  the  handling 
of  books  is  not  an  incidental  factor  in  the  business. 

It  is  believed  that  all  of  these  facts  show  that  this  corporation  employed 
invested  capital  or  more  than  a  nominal  capital  in  its  business.  It  is  suggested, 
therefore,  that  this  taxpayer  should  not  be  granted  an  assessment  under  section 
209  of  the  Act  of  1917. 

The  reasons  previously  given  for  denying  an  assessment  under  section  209 
indicate  that  this  corporation  should  not  be  classified  as  a  personal  service 
corporation  for  the  years  1918  and  1919.  To  obtain  an  assessment  under  sec^ 
tion  209  of  the  Act  of  1917,  a  corporation  need  show  only  that  it  had  "  no 
invested  capital  or  not  more  than  a  nominal  capital  " ;  on  the  other  hand,  before 
a  corporation  can  be  classified  as  a  personal  service  corporation  it  must  show 
that  it  is  a  "  corporation  whose  income  Is  to  be  ascribed  primarily  to  the  activi- 
ties of  the  principal  owners  or  stockholders  who  are  themselves  regularly 
engageil  in  the  active  conduct  of  the  affairs  of  the  corporation  and  in  which 
capital  (whether  invested  or  borrowed)  is  not  a  material  income  producing 
factor."  It  is  not  believed  that  the  present  corporation  has  brought  itself 
within  the  requirements  for  such  a  classification. 
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Wliether  the  '*  principal "  stockholders  are  actively  engaged  in  the  business 
is  very  doubtful.  The  taxpayer's  attorney  states  that  persons  owning  624  per 
cent  of  the  stock  are  so  engaged.  Granting  this  to  be  true,  it  is  not  believed 
that  a  corporation,  37^  per  cent  of  whose  stock  is  owned  by  persons  taking  no 
part  in  the  business,  should  be  classified  as  a  personal  service  corporation.  To 
do  so  would  be  contrary  to  the  purpose  and  spirit  of  the  statutory  provisions 
which  deul  with  personal  service  corporations.  Furthermore,  the  stockholders 
who  own  621  per  cent  of  the  stock  and  who  are  said  to  be  active  in  the  coiT>orji- 
tion^s  affairs,  include  C,  who  owns  12^  per  cent  of  the  stock  and  who,  it  Is 
claimed,  acts  as  treasurer.  In  a  statement  filed  by  the  taxpayer's  attorney 
it  is  said  tiiat  0  is  "  regularly  employed  "  as  treasurer.  There  is  some  doubt, 
however,  whether  C  is  actively  engaged  in  the  business.  In  a  letter  from  the 
corporation's  president  to  the  attorney  for  the  corporation  it  wn.s  stated  that 
C  was  treasurer,  that  he  had  no  corporate  duties,  gave  no  time  to  the  corpora- 
tion's aflfuirs,  and  received  no  salary.  This  statement  seems  to  be  borne  out  by 
the  fact  that  none  of  the  corporation's  tax  returns  was  signed  by  C.  If  this 
stockholder  be  eliminated  from  the  active  stockholders,  it  will  result  that 
persons  owning  only  50  per  cent  of  the  stock  are  actively  engaged  In  the  cor- 
poration's business.  This,  of  course,  would  deprive  the  corporation  of  cln.ssifi- 
cation  as  a  personal  service  corporation. 

Moreover,  the  corporation  has  not  shown  that  its  capital  is  not  a  material 
income-producing  factor  in  the  business.  On  the  other  hand,  the  file  discloses 
that  during  1918  and  1919  the  corporation  had  a  large  surplus  which  cousiste<l 
chietly  of  promissory  notes  given  by  students  for  tuition.  Tliis  surplus  was 
used  in  extending  credit  to  students,  thereby  increasing  the  number  of  students 
and  the  amount  of  income  received  as  tuition.  Furthermore,  the  profits  from 
the  sale  of  school  books  and  supplies  constituted  a  material  part  of  the  cor- 
poration's income.  In'  1918  and  1919  those  profits  constituted  10.1  per  cent 
jind  42.4  per  cent,  respectively,  of  the  corporate  net  income. 

In  view  of  the  above  circumstances,  it  is  recommended  that  this  corporation 
he  denied  assessment  under  section  209  of  the  Act  of  1917,  and  that  it  be  denied 
classification  as  a  personal  service  corporation  for  the  years  1918  and  1919. 

In  view  of  the  foregoing  opinion  of  the  Solicitor,  in  which  the 
Committee  concurs,  it  is  recommended  that  the  action  of  the  Income 
Tax  Unit  in  denying  the  M  Company  assessment  of  excess  profits  tax 
under  the  provisions  of  section  209  of  the  Revenue  Act  of  1917  for  that 
year  and  classification  as  a  personal  service  corporation  for  the  years 
1918  and  1919  be  sustained. 


Section  200,  Article  1525:  Personal  services  41-21-1858 

rendered  by  personal  service  corporation.  A.  R.  R.  463 

Recommended  upon  reconsideration  of  the  appeal  of  the  M  Company 
that  the  decision  of  the  Income  Tax  Unit  in  denying  personal  service 
classification  for  1918  be  reveised  and  that  the  corporation  be  classified 
under  the  provisions  of  section  200  of  the  Revenue  Act  of  1918. 

The  Committee  on  Appeals  and  Review  has  had  under  consideration 
its  Recommendation  235  (not  published) ,  in  the  matter  of  the  appeal 
of  the  M  Company  in  which  the  action  of  the  Income  Tax  Umt  in 
denying  personal  service  classification  under  the  Revenue  Act  of  1918 
was  sustained. 

Upon  application  of  the  attorneys  for  the  corporation  a  rehearing 
was  granted  at  which  additional  facts  were  presented  which  rebut 
certain  presumptions  which  the  Committee  assumed  to  exist  at  the 
time  the  original  recommendation  235  was  drafted. 

It  appears  that  the  M  Company  was  organized  in  1917  with  an 
authorized  capital  stock  of  3/5x  dollars  and  was  the  successor  of  the 
N  Company,  a  copartnership.  This  corporation  since  the  date  of 
organization  has  been  engaged  in  the  stevedoring  business.  A,  B, 
and  C  each  own  l/5x  dollars  of  the  capital  stock  of  the  corporation. 
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It  also  appears  that  under  the  terms  of  the  contract  entered  into 
between  A  and  B  and. a  foreign  government  no  capital  was  required 
or  was  necessary  for  the  operation  of  this  business.  The  contract 
provided  for  advances  to  the  corporation  by  the  foreign  government 
through  its  fiscal  agent,  the  O  CJompany,  to  cover  the  weetly  pay  roll 
and  the  weekly  or  monthlv  rentals  of  machinery  used  in  loading  ves- 
sels. The  three  stockholders  are  actively  engaged  in  the  conduct  of 
the  business  and  devote  their  entire  tmie  and  attention  to  such 
business. 

The  cor{>oration  for  1918  earned  a  net  income  amounting  to  125x 
dollars,  which  has  been  equally  divided  among  the  three  stockholders, 
and  each  has  included  in  his  return  one-third  as  representing  his  share 
of  the  net  income  from  a  personal  service  corporation. 

An  affidavit  submitted  by  D,  formerly  assistant  manager  of  the 
liner  department  of  the  foreign  government,  shows  that  A,  B,  and  C, 
the  sole  stockholders  of  this  corporation,  had  no  capital  when  they 
entered  into  the  employ  of  the  foreign  government.  It  appears  that 
capital  was  not  necessary  and  was  not  considered  at  the  time  the 
contract  was  entered  into.  The  affidavit  shows  further  that  at  the 
time  the  contract  was  entered  into  it  was  understood  that  the  foreign 
government  would  advance  to  the  stockholders  any  funds  necessary 
to  meet  the  weekly  pay  rolls.  This  arrangement  was  made  for  the 
purpose  of  securiug  we  skillful,  able,  and  experienced  services  of  the 
three  individuals  who  are  the  sole  stockholders  of  the  corporation. 
It  was  further  provided  that  the  basis  of  their  compensation  was  a 
certain  fixed  price  per  article  loaded  on  board  ship  and  was  based 
upon  the  rate  per  houi'  (day,  night,  Sunday,  and  hohday)  paid  by  the 
M  Company  to  their  employees.  This  price  was  fixed  only  after 
ascertaining  the  quantity  of  merchandise  the  employees  were  able  to 
load  on  board  the  ship  within  a  given  time,  and  was  so  worked  out 
as  to  allow  A,  B,  and  C  approximately  j/ per  cent  as  remuneration  for 
their  services.  The  foreign  government  also  agreed  to  pay  the 
employees  the  added  rate  for  overtime  and  also  for ''  detention  time." 
"Detention  time''  as  here  used  means  time  lost  by  the  laborers  after 
they  had  reported  for  work  waiting  for  the  switching  and  placement 
of  cars  or  vessels,  or  both. 

A  second  affidavit  was  submitted  by  D  in  which  it  was  stated  that 
the  experience,  skill,  and  reputation  of  the  owners  of  this  corporation 
in  the  loading  of  the  particular  product  on  steamers  for  transporta- 
tion overseas  were  the  governing  factors  in  the  selection  of  their  per- 
sonal service  and  supervision  for  the  foreign  government  of  shipping; 
that  the  compensation  paid  for  their  services  is  attributed  principally 
to  the  skill  and  experience  of  the  stockholders  and  is  evidenced  by 
the  efficient  and  prompt  service  rendered  in  every  instance.  In  the 
briefs  submitted  by  the  attorneys  for  this  corporation  it  is  urged 
(a)  that  capital,  whether  invested  or  borrowea,  is  not  a  material 
income-proQUcing  factor;  (b)  that  the  income  is  to  be  ascribed  pri- 
marily to  the  activities  of  the  principal  owners  or  stockholders;  and 
(c)  that  the  owners  and  stockholders  are  regularly  engaged  in  the 
active  conduct  of  the  business  and  the  affairs  of  the  corporation. 

At  the  hearing  which  was  panted  it  was  pointed  out  tnat  the  Com- 
mittee was  in  error  in  its  ormnal  recommendation  in  assuming  that 
the  corporation  made  a  profit  dealing  in  the  services  of  others.  It 
was  brought  out  at  the  hearing  that  me  corporation  did  not  make  a 
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profit  dealing  in  the  services  of  others  and  that  the  lon^horemen 
employed  by  the  corporation  received  the  full  amount  for  their  labor, 
which  was  received  by  the  corporation  by  way  of  advances  from  the 
foreign  government  to  meet  the  weekly  pay  roll. 

It  appears  that  the  foreign  government  tried  to  do  its  own  loading, 
but  soon  found  that  without  competent  supervision  the  vessels  could 
not  be  satisfactorily  loaded.  The  stockholders  of  this  corporation 
are  skilled  in  their  line;  that  is,  in  surveying,  planning,  and  loading 
vessels  to  the  best  advantage,  with  economy  and  safety  to  the  cargo. 
The  brief  submitted  by  counsel  for  the  corporation  points  out  the 
difference  between  the  work  performed  by  the  longshoremen  and  the 
work  performed  by  the  stocHiolders  and  owners  of  this  corporation. 
The  natiu'e  of  the  service  rendered  by  the  stockholders  is  that  of 
efficiency  engineers  in  the  stevedoring  line.  It  appears  that  in  order 
to  properly  load  perishable  products  it  is  necessary  to  so  load  them 
that  plenty  of  air  will  circulate,  and  also  that  the  proper  placing  of 
the  cargo  permits  a  larger  cargo  capacitv.  This  manner  and  method 
of  loadmg  differs  with  each  vessel  and  depends  largely  upon  the  con- 
struction. The  M  Company  acts  as  consultants  to  general  stevedores 
in  connection  with  special  work,  such  as  refrigerated  cargoes,  and 
also  makes  sm^veys  and  drawings  for  the  use  of  other  stevedores. 
The  survey  of  the  ship  and  the  drawings  prepared  by  the  corporation 
enable  "other  stevedores  to  so  load  the  vessel  as  to  prevent  it  frona. 
listing  and  so  that  it  may  cross  on  an  even  keel.  Manual  labor  is 
apparently  incidental  in  such  instances. 

In  order  to  pass  upon  this  question  it  is  necessary  to  refer  to  the 
provisions  of  law  and  regulations  with  respect  to  personal  service 
corporations  for  1918.  Section  200  of  the  Revenue  Act  of  1918  pro- 
vides that  when  used  in  this  title — 

The  term  ^'i)er8onal  eervice  corporation"  meanfi  a  corjsoration  whose  income  ia  to 
be  aacribed  primarily  to  the  activities  of  the  principal  owners  or  stodcholders,  who  are 
themselves  regularly  engaged  in  the  active  conduct  of  the  affairs  of  the  corporation 
and  in  which  capital  (whether  invested  or  borrowed)  i%  not  a  material  income  producing 
factor^  but  does  not  include  any  foreign  corporation,  nor  any  corporation  50  per  centum 
or  more  of  whose  gross  income  consists  eitner  (1)  of  gains,  profits,  or  income  derived 
from  trading  as  a  principal ,  or  (2)  of  gains,  profits,  commissions,  or  other  income,  derived 
from  a  Government  contract  or  contracts  made  between  April  6, 1917,  and  November 
11,  1918,  both  dates  inclusive. 

In  urging  the  appeal  the  attorneys  contend  that  there  is  no  element 
of  trade  involved  in  the  production  of  the  income  of  this  corporation; 
neither  is  there  any  capital  outlay  or  returns  in  the  future;  and  that 
the  income  of  this  corporation  is  derived  from  labor  as  distinguished 
from  capital.  This  contention  is  supported  by  affidavits  and  oy  oral 
argument. 

Article  1523,  Regulations  45,  reads  as  follows: 

The  term  "personal  service  corporation'*  means  a  corporation,  not  expressly  ex- 
cluded, the  income  of  which  is  derived  from  a  profeseion  or  businees  (a)  which  consists 
principally  of  rendering  personal  service,  (b)  tne  earnings  of  which  are  to  be  ascribed 
primarily  to  the  activities  of  the  principal  owners  or  stockholders,  and  (c)  in  which 
the  employment  of  capital  is  not  necessary  or  is  only  incidental.  No  definite  and  con- 
clusive test  can  be  prescribed  bi^  which  it  can  be  finally  determined  in  advance  of 
an  examination  of  the  corporation's  return  whether  or  not  it  is  a  personal-service 
corporation.     *    *    * 

Article  1525  deals  with  personal  services  rendered  by  personal 
service  corporations,  and  reads  as  follows: 

In  order  that  a  corporation  may  be  deemed  to  be  a  personal  service  corporation  its 
earnings  must  be  derived  principally  from  compensation  for  personal  services  rendered 
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by  the  corporation  to  the  penonfi  with  whom  it  does  buameeB.  Merchandising  or 
trading  either  directly  or  indirectly  in  commodities  or  the  services  of  others  is  not 
rendering  personal  service.  Conducting  an  auction,  agency,  brokerage,  or  commission 
business  strictly  on  the  basis  of  a  fee  or  commission  is  rendering  persoiud  service.  If. 
however^  the  corporation  assumes  any  such  risks  as  those  of  market  fluctuation,  baa 

•  debts,  failure  to  accept  shipments,  etc . ,  or  if  it  guarantees  the  accounts  of  the  purchaser, 

or  is  in  any  way  responsible  to  the  seller  for  the  payment  of  the  purchase  price,  the 
transaction  is  one  of  merchandising  or  trading,  and  this  is  true  even  though  the  goods 
are  shipped  directly  from  the  producer  to  the  consumer  and  are  never  actually  in  the 
possession  of  the  cori)oration.  The  fact  that  earnings  of  the  corporation  are  termed 
commissions  or  fees  is  not  controlling.  The  fact  that  a  commission  or  fee  is  based  on  a 
difference  in  the  prices  at  which  the  seller  sells  and  the  buyer  buys  raises  a  presump- 
tion that  the  transaction  is  one  of  merchandising  or  trading,  and  it  will  be  so  considered 
in  the  absence  of  satisfactory  evidence  to  the  contrary. 

Article  1528,  Regulations  45,  provides  in  part  as  follows: 

*  *  *  If  employees  contribute  substantially  to  the  services  rendered  by  a  cor- 
poration, it  is  not  a  personal  service  corporation  unless  in  every  case  in  which  services 
are  so  rendered  the  value  of  and  the  compensation  charged  for  such  services  are  to  be 
attributed  primarily  to  the  experience  or  skill  of  the  principal  owners  or  stockholders, 
and  such  fact  is  evidenced  in  some  definite  manner  m  the  normal  course  of  the  pro- 
fession or  business.    ♦    *    ♦ 

In  reading  the  above-<juoted  provisions  of  the  Revenue  Act  of  1918 
defining  a  personal  service  corporation  and  the  quoted  articles  of  the 
regulations  thereunder,  it  is  noted  that  the  word ''primarily''  is  used 
and  that  the  word  ''principally''  is  used  in  article  1525.  The  words 
"primarily"  as  used  in  the  Revenue  Act  of  1918  and  "principally" 
as  used  in  Regulation  45,  do  not  mean  that  100  per  cent  of  the 
earnings  of  the  corporation  must  be  derived  from  commissions  before 
the  corporation  can  be  classified  as  a  personal  service  corporation. 
If  all  the  earnings  of  a  corporation  must  be  derived  from  rendering 
personal  service  oef ore  sucn  corporation  can  be  classilSed  as  a  per- 
sonal service  corporation  under  the  Revenue  Act  of  1918,  the  word 
"primarily"  as  used  in  the  Act  and  the  word  "piincipally"  as  used 
in  the  regulations  are  meaningless. 

The  corporation  contends  that  no  part  of  its  business  is  trading 
and  submits  that  no  part  of  the  net  earnings  of  the  corporation  is 
derived  from  trading  m  the  servicer  of  others.  It  is  also  submitted 
that  the  capital  usea  in  the  business  for  1918  is  not  a  material  income- 
producing  factor  and  that  the  income  may  be  ascribed  primarily  to 
the  activities  of  the  sole  stockholders. 

It  appears  that  this  corporation  meets  every  test  laid  down  by  the 
regulations  and  that  it  is  entitled  to  personal  service  classification 
for  1918.  It  is  obvious  to  the  Committee,  after  careful  analysis  of 
all  the  facts  submitted  and  a  study  of  the  law  and  regulations,  that 
the  income  may  be  ascribed  primarily  to  the  activity  of  the  sole 
stockholders,  and  thai  capitdL,  whether  invested  or  horrcyioedj  is  not  a 
material  income-producing  factor. 

In  view  of  the  loregoinff  the  Committee  recommends  that  the  action 
of  the  Income  Tax  unit  oe  reversed  and  that  personal  service  classi- 
fication be  allowed  for  1918. 

Committee  Recommendation  235  holding  that  this  corporation  was 
not  entitled  to  personal  service  classification  for  1918  and  that*  the 
tax  be  determined  and  assessed  under  the  provisions  of  sections  327 
and  328  of  the  Revenue  Act  of  1918  is  hereoy  revoked. 
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SECTION  201.— DIVIDENDS. 

Section  201,  Article  1541:  Dividends: 

(See  34-21-1786;  sec.  325,  art.  813.)     Informal  agreement  among 
all  stockholders  to  credit  their  accounts.  -  ^^ 

■ 

Section  201,  Article  1541:  Dividends. 

(See  41-21-1861;  sec.  221,  art.  364.)     Payments  to  holders  of  de- 
bentures.    Debentures  defined. 


Section  201,  Article  1541 :  Dividends.  43-21-1878 

L.  0. 1078 

income  tax— sections  218.  201(a)    AND  202(b).  REVENUE  ACT  OP  1918. 

Profit  made  by  u  corporation  in  1918  or  subsequent  years  from  the 
realization  of  appreciation  of  corporate  assets  accrued  before  March 
1,  1913,  is  taxable  income  to  the  stockholder  when  distributed  as  a 
dividend  in  1918  or  subsequent  years. 

The  following  question  is  raised :  Is  the  profit  made  by  a  corpo- 
ration in  1918  or  subsequent  years,  from  the  realization  of  the  appre- 
ciation of  the  March  1st  value  of  property  (that  is,  the  profit  realized 
between  cost  and  March  1st  value  of  property  sold  in  1918  or  subse- 
quent years),  taxable  as  inconw^  when  distributed  as  a  dividend  to  a 
stockholder  in  1918  or  subsequent  years? 

To  illustrate  the  point,  the  M  corporation  purchased  capital  assets 
in  1910  for  $10,000.  ^  On  March  1,  1913,  these  assets  had  a  value  of 
$20,000.  In  the  year  1918  or  a  subsequent  year  the  M  corporation 
sells  these  assets  for  $20,000  and  distributes  the  $10,000  realized  gain 
to  its  stockholders  as  dividends.  The  question  asked  is  whether  the 
$10,000  thus  distributed  is  taxable  as  income  to  the  stockholders. 

It  was  held  in  Lynch  v.  Hornby,  247  U.  S.  339  (T.  D.  2731),  that 
such  increase  in  the  value  of  corporate  assets  accrued  prior  to  March 
1,  1913,  was  taxable  income  under  the  Income  Tax  Act  of  1913  when 
distributed  as  a  dividend  in  the  ordinary  course  of  business.  The 
court  stated : 

Hence  we  construe  the  provision  of  tlie  Act  that  "  the  net  income  of  a  taxable 
person  shall  include  gains,  profits,  and  income  derived  from  ♦  ♦  ♦  interest, 
rent,  dividends,  *  *  *  or  gains  or  profits  and  income  derived  from  any 
source  whatever"  as  including  (for  the  purposes  of  the  additional  tax)  all 
dividends  declared  and  paid  in  the  ordinary  course  of  business  by  a  corporation 
to  its  stockholders  after  the  taking  effect  of  the  Act  (March  1,  1913),  whether 
from  current  earnings  or  from  the  accumulate<l  surplus  made  up  of  past  earn- 
ings or  iiurease  in  value  of  corporate  assets,  notwithstanding  it  accrued  to  the 
corporation  in  whole  or  in  part  prior  to  March  1,  1913.     (Italics  mine.) 

The  definition  of  income  contained  in  section  213,  Revenue  Act  of 
1918,  is,  in  its  essentials,  the  same  as  the  definition  in  the  Act  of  1913, 
and  it  follows,  therefore,  that  unless  Congress  has  by  other  statutory 
provisions  exempted  such  income  it  is  taxable. 

Pertinent  provisions  in  the  Revenue  Act  of  1918  bearing  on  this 
point  are  section  201(a)  and  (b)  which  provide  as  follows: 

(a)  That  the  term  "dividend"  when  used  in  this  title  (except  in  paragraph 
(10)  of  subdivision  (a)  of  section  234)  means  (1)  any  distribution  made  by 
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a  corporation,    ♦    •    •    to  Its  shareholders  or  members,    ♦    •    •    out  of  Its 
eurnings  or  profits  accumulated  since  February  28,  1913    ♦     ♦     •. 

(b)  ♦  ♦  •  any  distribution  made  in  the  year  1918  or  any  year  thereafter 
shall  be  deemed  to  have  been  made  from  earnings  or  profits  accumulated  slnc^e 
February  28,  1913,  or,  in  the  case  of  a  personal  service  corporation,  from  the 
most  recently  accumulated  earnings  or  profits;  but  any  earnings  or  profits 
accumulated  prior  to  March  1,  1913,  may  be  distributed  In  stock  dividends  or 
otherwise,  exempt  from  the  tax,  after  the  earnings  and  profits  accumulated 
since  February  28,  1913,  have  been  distributed. 

It  seems  clear  that  the  distribution  here  in  question  is  a  "divi- 
dend'' within  the  meaning  of  section  201(a),  which  defines  a  divi- 
dend as  "  any  distribution  made  by  a  corporation,  *  *  *  out  of 
its  earnings  or  profits  accumulatea  since  February  28,  1913."  Mere 
increase  of  capital  assets  unrealized  is  not,  in  our  judgment,  "  earnings 
or  profits."  Obviously  it  is  not  an  earning.  Is  it  a  "  profit,"  as  that 
term  has  come  to  be  understood  in  income  tax  parlance?  In  Lynch 
V.  Turrish^  247  U.  S.  221,  the  Supreme  Court  quoted  with  approval 
the  following  from  Gray  v.  Darlington^  15  Wall.  63  : 

Mere  advance  In  value  In  no  sense  constitutes  the  gains,  profits,  or  income 
specified  by  the  statute. 

In  Eisner  v.  Maxiomher^  252  U.  S.  189,  the  court  in  commenting  on 
the  meaning  of  income  states: 

Here  we  have  the  essential  matter:  tfot  a  gain  avvrxting  to  capltj^l,  not  a 
growth  or  increment  of  value  in  the  investment,  but  a  gain,  a  profit,  something 
of  exchangeable  value  proceeding  from  the  property,  severed  frotn  the  capital 
however  Invested  or  employed,    ♦    ♦    ♦.  * 

Here  profit  is  made  synonymous  with  income,  aind  income  is  held 
not  to  include  mere  appreciation  of  capital.  Hence  the  word 
^'  profit "  can  not  include  mere  appreciation  of  capital.  The  statdte, 
section  213,  defines  income  as  including  ^^  profits."  Surely  a  part  can 
not  be  said  to  be  greater  than  the  whole  as  that  whole  has  been  de- 
fined by  the  Supreme  Court.  See  also  article  23,  Regulations  45, 
holding  appreciation  of  capital  is  not  income. 

Such  appreciation  becomes  income,  or  profit,  however,  when  real- 
ized through  sale  of  such  assets  {Mercha/iits  Loan  cfc  Trust  Co.  v. 
SrnietanJca^  decided  by  the  Supreme  Court,  Mar.  28,  1921;  T.  D. 
3173,  C.  B.  4,  p.  34).  It  is  clear,  therefore,  that  this  increase  did  not 
become  "  earnings  and  profits  "  to  the  corporation  until  after  Febru- 
ary 28j  1913.  Therefore  any  distribution  out  of  it  must  have  been 
a  distribution  out  of  the  earnings  and  profits  accumulated  after  Feb- 
ruary 28,  1913.  That  such  increase  when  realized  is  not  taxable  to 
the  corporation  because  accrued  prior  to  March  1. 1913,  is  immaterial. 
The  dennition  of  a  dividend  does  not  confine  itself  to  taxable  or  non- 
taxable earnings  or  profits.  It  is  concluded,  therefore,  that  the  dis- 
tribution is  a  dividend  within  the  meaning  of  section  201(a). 

It  remains  to  be  determined  whether  this  distribution  falls  within 
the  express  exemption  of  section  201(b) ,  which  provides  in  part : 

Any  distribution  made  in  the  year  1918  or  any  year  thereafter  shtrll  be 
deemed  to  have  been  made  from  earnings  or  profits  accumulated  since  February 
28,  1913  *  *  ♦ ;  but  any  earnings  or  profits  accumulated  prior  to  March  i, 
19 IS,  may  be  distributed  in  sto<*k  dividends  or  otherwise,  exempt  from  the  tax. 
after  earnings  and  profits  accumulated  since  February  28,  1913,  have  been  dis- 
tributed. 

This  section,  .read  in  connection  with  the  definition  of  a  dividend, 
makes  manifest  the  intention  of  Congress  to  exempt  '^  earnings  and 
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grofits  "  which  would  otherwise  be  taxable  under  the  doctrine  of  the 
[ornby  case.  It  will  be  noted,  however,  that  the  statute  is  pecul- 
iarly silent  as  to  the  increase  of  capital  assets  accrued  prior  to  March 
1, 1913.  At  the  time  the  Revenue  Act  of  1918  was  passed  by  Congress 
the  case  of  Lynch  v.  Hornby  had  been  decided  and  it  must  be  assumed  • 
that  Congress  knew  that  under  that  decision  increase  of  corporate 
assets  as  well  as  earnings  and  profits  accumulated  prior  to  March  1, 
1913,  but  distributed  later  in  the  ordinary  course,  were  taxable  as 
income.  Whatever  may  be  conjectured  as  to  the  intention  of  Con- 
gress to  reverse  by  statute  the  entire  ruling  laid  down  in  the  Hornby 
case,  the  fact  remains  that  it  did  not  use  language  which  in  our 
judgment  is  sufficient  to  accomplish  that  result,  and  it  can  not  be 
assumed  by  an  executive  department  that  Congress  intended  to  ex- 
tend the  exemption  beyond  the  clear  import  of  the  words  used.  The 
express  exemption  applies  to  "earnings  and  profits"  accumulated 
prior  to  March  1,  1913,  and  as  has  already  been  demonstrated,  these 
terms  do  not  include  unearned  increment.  A  distribution  like  that 
under  consideration  in  this  case  is  not,  therefore,  within  the  ex- 
emption. 

For  the  reasons  above  stated  it  is  concluded  that  profit  made  by  a 
corporation  in  1918  or  subsequent  years  from  the  realization  of  ap- 
preciation of  corporate  assets  accrued  before  March  1,  1913,  is  tax- 
able income  to  the  stockholder  when  distributed  as  a  dividend  in 
19.18  or  subsequent  years. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenue. 


Section  201,  Article  1542:  Presumption  as  38-21-1824 

to  source  of  distribution.  A.  R.  R.  577 

REVENUE  ACT  OP  1917. 

Recommended,  in  the  appeal  of  A  against  the  assessment  of  4x  dollars, 
additional  tax  for  the  ^ear  1917,  that  the  action  of  the  Income  Tax 
Unit  in  reallocating  dividends  reported  in  the  taxpayer's  original  return 
as  paid  out  of  1916  accumulated  earnino^  of  the  M  Company  as  having 
been  paid  out  of  most  recently  accumulated  earninas  of  the  corporation 
to  the  extent  of  such  earnings  to  date  of  payment,  and  taxable  at  the  1917 
rates  in  accordance  with  tne  provisions  of  article  107,  Regulations  33, 
revised,  Revenue  Act  of  1917,  be  sustained,  and  the  appeal  of  the  tax- 
payer accordingly  be  denied. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  assessing  an  aaaitional  tax  for 
the  year  1917  by  the  reallocation  of  dividends  which  were  reported 
on  tne  original  return  of  the  taxpayer  as  paid  out  of  accumulated 
earnings  of  1916  of  the  M  Company  showing  such  dividends  as  being 
paid  out  of  most  recently  accumulated  earnings  of  the  corporation 
and  taxable  at  the  1917  rates  under  the  provisions  of  article  107, 
Regulations  33,  revised.  Revenue  Act  of  1917. 

A,  president  of  the  M  Company,  received  dividends  from  the  com- 
pany during  the  year  1917  in  the  following  amounts: 

January I62;  dollars 

^January ifix      ** 

March 9a;      " 

June lix      ** 

July .162      " 


• 
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The  taxpayer  states  in  his  affidavit  that  the  M  Company  has  a 
fiscal  year  commencing  July  1  and  ending  June  30  of  the  following 
year;  that  said  corporation  has  consistently  closed  its  books  on 
March  31,  June  30,  September  30,  and  December  31  of  each  year,  and 
that  the  books  of  said  corporation  as  balanced  on  the  31st  day  of 
December,  1916,  showed  a  surplus  and  undivided  profits  balance  of 
70x  dollars ;  that  said  corporation  declared  dividends  on  January  — , 
1917,  of  which  he  received  16x  dollars;  that  said  corporation  also 
declared  dividends  March  — ,  1917,  of  which  he  received  9x  dollars; 
that  said  corporation  did  not  have  any  method  of  bookkeeping,  nor 
has  any  balance  of  its  books  been  made  prior  to  March  30,  1917,  by 
which  it  could  be  determined  whether  saia  corporation  had  made  any 
profits  during  the  year  1917,  up  to  the  time  it  declared  said  dividends 
m  January  and  March,  1917. 

Article  107,  Regulations  33,  revised.  Revenue  Act  of  1917,  provides: 

Any  distribution  made  to  shareholders  in  the  year  1917  or  subsequent  years  *  *  * 
shall  be  deemed  to  have  been  made  from  the  most  recently  accumulated  undivided 
surplus  or  profits,  and  shall  constitute  income  of  the  distributee  for  the  year  in  which 
received,  and  shall  be  taxed  to  such  distributee  at  the  rates  prescribed  oy  law  for  the 
years  in  which  such  surplus  or  profits  were  earned  by  the  distributing  corporation. 

Thus  if  a  corporation  oistributed  dividends  in  1917,  such  dividends  will  oe  deemed 
to  have  been  paid  from  the  earnings  of  1917,  and  the  recii)ient,  if  an  individual,  will 
be  liable  to  additional  tax,  if  any,  and  if  a  corporation,  to  income  tax,  at  the  rates  for 
the  year  1917,  unless  it  is  shown  to  the  satisfaction  of  the  Commissioner  of  Internal 
Revenue  that  at  the  time  such  dividends  were  paid  the  earnings  up  to  that  time  were 
not  sufficient  to  cover  the  distribution,  in  which  ca^e  the  excess  over  the  earnings  of 
the  taxable  year  wiU  be  deemed  to  have  been  paid  from  the  most  recently  accumu- 
lated surplus  of  prior  years,  and  will  be  taxed  at  the  rate  or  rates  for  the  year  or  years 
in  which  earned. 

The  Committee  has  examined  the  computation  of  the  revenue 
agent  and  concurs  in  the  opinion  of  the  Income  Tax  Unit  that  the 
allocation  has  been  made  in  accordance  with  the  provisions  of  article 
107,  Regulations  33,  revised,  and  with  the  consistent  practice  of  the 
Bureau. 

The  Committee  therefore  recommends  in  the  appeal  of  A  against 
the  assessment  of  4x  dollars  additional  tax  for  the  year  1917  that  the 
action  of  the  Income  Tax  Unit  in  reallocating  dividends  reported  in 
the  taxpayer's  original  return  as  paid  out  of  1916  accumulated  earn- 
ings of  the  M  Company,  as  being  paid  out  of  most  recently  accumu- 
lated earnings  of  the  corporation  to  the  extent  of  such  earnings  to 
date  of  payment,  and  taxable  at  the  1917  rates  in  accordance  with 
the  provisions  of  article  107,  Regulations  33,  revised,  Revenue  Act 
of  1917,  be  sustained,  and  the  appeal  of  the  taxpayer  accordingly  be 
denied. 

Section  201,  Article  1543 :  Distributions  which  33-21-1767 

are  not  dividends.  T.  D.  3206 

Articles  *  *  *  1543  *  *  *  of  Regulations  45  (1920  edi- 
tion) are  hereby  amended     *     *     *. 

Abt.  1543.  Distributions  tchich  are  not  dividends, — A  distribution  by  a  corpo- 
ration out.  of  earnings  or  profits  accumulated  prior  to  March  1,  1913,  or  out  of 
any  assets  except  earnings  or  profits  accumulated  since  February  28,  1913,  is 
not  a  dividend  within  the  meaning  of  the  statute.  A  distribution  by  a  personal 
service  corporation  out  of  earnings  or  profits  accumulated  since  December  31, 
1917,  is  not  a  dividend.    A  distribution  out  of  earnings  or  profits  accumulated 
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before  March  1,  1918,  is  free  from  tax  as  a  dividend ;  out  of  assets  other  than 
earnings  or  profits  accumulated  since  February  28,  1913,  may  or  may  not  be 
free  from  tax,  according  as  each  stockholder  receives  more  or  less  than  he 
paid  for  his  stock.  However,  if  such  stock  was  acquired  prior  to  March  1, 
1913,  and  the  fair  market  value  as  of  such  date  was  greater  than  the  cost  there- 
of and  less  than  the  sum  received  in  distribution,  the  amount  which  is  taxable  ^ 
is  the  excess  over  such  market  value  as  of  March  1,  1913,  of  the  sum  received  ^H 
in  the  distribution,  but  no  gain  is  recognized  if  the  amount  received  In  distri-  ^^ 
bution  is  more  than  the  cost  but  less  than  the  fair  market  value  of  the  stock  on 
March  1,  1913.  In  the  case  of  a  personal  service  corporation  a  distribution  out 
of  earnings  or  profits  accumulated  since  December  31,  1917,  is  taxed  to  the 
stockholders  as  though  they  were  partners.  See  section  218  of  the  statute  and 
articles  328-335.  In  determining  whether  a  distribution  is  made  out  of  earn- 
ings or  profits  accumulated  after  or  before  March  1,  1913,  due  consideration 
must  be  given  to  the  facts  nnd  mere  lM>ok  entries  Increasing  or  decreasing  the 
surplus  will  not  be  conclusive. 


Section  201,  Article  1544 :  Dividends  paid  in  43-21-1879 

property.  T.  D.  3232 

INCOME   TAXES— ACT  OF   OCTOBER  3,    1913— DECISION   OP  COURT. 

1.  Dividends — Income — Assets  Sold  fob  Stock  in  New  Corporation. 

Where  an  oil  company  owning  pipe  line  and  oil  properties  caused 
the  organization  of  a  pipe-line  company  to  which  it  contracted  to 
convey  its  pipe-line  property,  in  consideration  of  which  the  pipe- 
line company  promised  to  distribute  its  stock  to  the  stockholders 
of  the  oil  company  in  the  same  proportion  as  their  existing  hold- 
ings, the  pipe-line  property  representing  a  surplus  above  the  par 
value  of  the  oil  company's  stock,  the  shares  of  the  pipe-line  com- 
pany received  by  the  oil  company  stockholders  in  carrying  out  the 
contract  constituted  gross  income  for  the  year  in  which  the  shares 
were  issued. 

2.  Sams. 

Where  an  oil  company  owning  pipe  line  and  oil  properties 
caused  the  organization  of  a  pipe- line  company  to  which  it  made  a 
contract  to  convey  its  pipe-line  property,  in  consideration  of  which 
the  pipe-line  company  promise<l  to  transfer  its  stock  to  the  oil  com- 
pany, and  the  resolution  of  the  oil  company  directors  which  ac- 
cepted the  contract  declared  as  a  dividend  all  the  shares  to  be  re- 
received  from  the  pipe-line  company  and  directed  them  to  be  dis- 
tributed among  its  stockholders  in  accordance  with  their  existing 
holdings,  and  the  pipe-line  property  represented  a  surplus  above 
the  par  value  of  the  oil  company  stock,  the  shares  of  the  pipe-line 
company  received  in  carrying  out  the  contract  constituted  gross  in- 
come of  the  oil  company  istockholders  for  the  year  in  which  the 
shares  were  issued. 

Treasury  Department, 
Office  qf  Commissioner  of  Internal.  Revenue, 

Washdnffton^  D,  C. 
To  collectors  of  internal  revenvs  and  others  concerned: 

The  appended  decision  of  the  United  States  District  Court  for  the 
Southern  District  of  New  York,  rendered  August  3,  1921,  in  the 
cases  of  Neiv  York  Trust  Co.  et  d,  v.  Edwards^  collector^  and  United 
States  V.  John  D.  Rockefeller^  is  published  for  the  information  of         m 
internal  revenue  officers  and  others  concerned.  ^' 

D.  H.  Blair, 
Commissioner  of  Internal  Rev&n/ue. 
Approved  September  28,  1921 : 
A.  W.  Mellon, 

Secretary  of  "the  Treasury, 


• 
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TJKTTED  States  District  Court,  Southern  District  of  New  York. 

New  York  Trust  Co.  et  al.,  as  executors  of  William  L.  Harkness,  v.  William  H. 
Edicards,  collector,  and  UnHed  States  v.  John  D,  Rockefeller. 

[August  3,  1921.] 

These  cases  involve  the  legality  of  the  income  tax  levied  upon  the  plaintiff  in 
the  Harkness  case  and  the  defendant  in  the  Rockefeller  case.  The  question 
turns  on  the  effect  of  certain  corporate  actions  taken  by  the  Prairie  Oil  &  Gus 
Co.  and  the  Ohio  Oil  Co.  during  the  winter  of  1914-15. 

The  Prairie  Oil  &  Gas  Co.  was  the  owner  of  pipe-line  property  and  oil  prop- 
erty and,  for  reasons  not  here  relevant,  felt  itself  forced  to  separate  these  two 
into  separate  corporations.  In  pursuance  of  that  purpose  it  caused  a  corpora- 
tion to  be  organized  known  as  the  Prairie  Pipe  Line  Co.  It  then  made  a  contract 
with  the  pipe-line  company  by  which  it  was  to  convey  all  its  pipe-line  property 
to  it,  in  consideration  of  which  the  pipe-line  company  promised  to  distribute  all 
its  own  stock  to  the  stockholders  of  the  oil  company  in  the  same  proportion  as 
their  existing  holdings.  This  was  carried  out,  and  the  shares  of  the  pipe-line 
company  so  received  by  Harkness  and  Rockefeller  were  taxed  as  part  of  their 
incotne  for  the  year  in  which  the  shares  were  issued. 

The  transaction  in  the  case  of  the  Ohio  Oil  Co.  was  similar  except  that  the 
agreement  between  it  and  the  Illinois  Pipe  Line  Co.,  which  it  organized,  required 
the  shares  to  be  transferre<i  direct  to  the  oil  company.  However,  the  resolution 
of  the  directors  of  the  oil  company  which  accepted  the  contract  declared  as  a 
dividend  all  the  shares  to  be  received  from  the  pipe-line  company  and  directed 
them  to  be  distributed  among  its  stockholders  in  accordance  virith  their  exist- 
ing holdings.  This  agreement  was  carried  out  as  well,  and  the  shares  so  de- 
clared were  also  taxed  as  income  against  Harkness  and  Rockefeller  as  in  the 
case  of  the  Prairie  Oil  &  Gas  Co.  In  both  cases  the  pipe-line  properties  repre- 
sented a  surplus  above  the  par  value  of  the  oil  companies'  stock;  the  convey- 
ances therefore  left  the  oil  companies'  capital  unimpaired  and  required  no  re- 
duction in  their  authorized  issues. 

Learited  Hand,  District  Judge:  Neither  the  Prairie  Gas  &  Oil  Co.  nor  the 
Ohio  Oil  Co.  for  any  moment  of  time  owned  the  pipe-line  shares  as  free  assets. 
This  is  very  clear  in  the  case  of  the  Prairie  Co.,  the  transaction  in  which — ob- 
serving now  the  most  scrupulous  formality — was  this:  The  pipe-line  company 
offered  to  buy  the  oil  company's  pipe-line  assets  for  $27,000,000 — adjusted  to 
actual  values — and  to  give  in  payment  its  own  shares  to  be  directly  distributed 
by  the  pipe-line  company  pro  rata  among  the  oil  company's  stockholders.  This 
offer  the  oil  company  accepted,  and  the  contract  of  January  21,  1915,  bound  the 
buyer  sb  to  distribute  the  stock,  which  it  did.  This  was  a  contract  made  for 
the  sole  benefit  of  the  oil  company's  stockholders  and  could  probably  have  been 
directly  enforced  by  them  at  law — Hendrick  v.  Lindsay  (93  U.  S.  143)  ;  ^'a- 
tional  Bank  v.  Grand  Lodge  (98  U.  S.  123,  124  [semble]).  Yet  it  was  the  only 
contract  by  which  the  oil  company  ever  got  any  conceivable  interest  in  the  pipe- 
line shares,  and  it  gave  that  company  no  such  interest.  It  had  given  away  its 
property  for  a  consideration  moving  directly  to  third  persons. 

In  the  case  of  the  Ohio  Co.,  formally  the  contract  bound  the  pipe-line  com- 
pany to  deliver  its  shares  to  the  oil  company  and  they  thus  would  have  become 
free  assets,  if  there  had  been  nothing  more.  However,  in  the  very  resolution  of 
the  oil  company's  board  of  directors  by  which  the  offer  of  the  pipe-line  company 
was  accepted  the  board  declared  a  pro  rata  distribution  of  the  pipe-line  shares 
among  its  own  stockholders.  Thus  as  the  moment  of  concluding  the  contract 
by  which  alone  the  oil  company  got  any  Interest  in  the  shares,  the  property 
so  acquired  was  declared  as  a  dividend.  That  declaration  gave  the  stockholders 
of  the  oil  company  an  Immediate  vested  right  to  the  dividend  so  declared — 
Staats  V.  Bioffraph  Co.  (235  Fed.  454  [C.  C.  A.  2nd])  ;  Hopper  v.  Sage  (112 
N.  Y.  530)  ;  Raynolds  v.  Diamond  Mills  Paper  Co.  (69  N.  J.  Eq.  299,  300). 

Therefore,  I  think  that  Peabodp  v.  Eisfier  (247  U.  S.  347)  does  not  apply.  I 
agree  that. had  these  shares  been  once  free  treasury  assets  it  would  be  Im- 
possible to  distinguish  that  case;  the  dividend  would  have  been  declared  in 
specific  property.  But  since  the  shares  even  in  the  case  of  the  Ohio  Co.  were 
always  the  property  of  the  stockholders  the  transactions  must  be  taken  as  a 
whole,  and  the  case  determined  from  their  effect  upon  the  rights  of  the  stock- 
holders. 

A  dividend  may  be  income  to  the  stockholder  though  declared  out  of  property 
which  has  long  since  become  a  part  of  the  economic  capital  of  the  corporation — 
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Peabody  v.  Ei-mer,  supra ;  Lynch  v.  Hornby  (247  U.  S.  839).  True,  it  must  net 
be  a  dividend  in  liquidation  {Lynch  v.  Turrish,  247  U.  S.  221),  and  perliaps  it 
must  on  that  account  be  from  a  corporate  surplus,  since  otherwise  it  is  hard 
to  avoid  regarding  it  as  in  liquidation.  But  it  makes  no  difference  that  it  dis- 
tributes to  tlie  stoclcholder  property  which  is  not  current  profit,  but  the  means 
of  producing  current  profit.  He  must  still  pay  an  income  tiix  upon  it,  though 
in  his  eyes  it  is  a  part  of  his  capital.  Therefore,  in  the  cases  at  bar  the  only 
question  is  of  the  completeness  of  severance  of  the  property  declared,  i.  e^ 
the  control  of  it  acquired  by  the  stockholder  and  lost  by  the  corporation. 

In  Eisner  v.  Macomber  (252  U.  S.  189)  the  case  was  of  a  mere  stock  divi- 
dend, which  was  held  to  be  no  more  than  new  evidence  of  the  stockholder's 
original  ownership.  Had  the  shares  been  without  par  value,  that  would  have 
been  literally  the  case,  but  they  were  not.  The  stock  dividend  did  change  the 
relation  of  the  corporation  and  the  stockholder  to  the  surplus,  by  permanently 
impoimding  it,  as  it  were,  in  the  business,  and  giving  the  stockholder  a  right 
to  insist  upon  it  as  an  investment,  should  his  fellows  later  wish  to  realize  it  as 
profit.  Yet,  though  he  thus  got,  and  the  cori)oration  lost,  this  element  of  con- 
trol over  the  surplus  so  declared,  it  was  not  regarded  as  a  severance  of  the 
property.  So  far,  therefore,  Eisner  v.  Macomber y  supra,  helps  the  taxpayers 
here;  it  shows  that  there  may  be  some  changes  in  the  relation  of  the  stock- 
holders to  the  surplus  which  do  not  amount  to  the  severance  of  income. 

Nevertheless,  the  cases  at  bar  go  further  than  that  case  because  in  them  the 
surplus  was  transferred  to  a  new  corporation  altogether,  and  the  question  is 
whether  that  distinction  changes  the  result.  The  taxpayers  insist  that  if  one 
looks  at  the  very  truth  of  the  matter,  disregarding  corporate  forms,  this  is  no 
difference  at  all.  Although  the  argument  is  plausible.  It  still  seems  to  me  that, 
even  when  viewed  with  the  corapletest  disregard  of  forms,  the  pipe-line  prop- 
erties were  completely  severed  from  the  oil  companies  ancl  that  the  resulting 
shares  were  new  property  derived  from  the  ol<l  shares. 

A  corporation,  stripped  of  its  fictitious  personality,  is  an  association  of  per- 
sons mutually  agreed  upon  the  execution  of  more  or  less  definitely  expressed 
purposes,  publicly  registered  as  the  law  requires.  In  the  case  of  industrial 
corporations  the  personnel  of  the  membership  is  an  immaterial  matter;  the 
original  members  leave  as  they  please  and  their  substitutes  enter  merely  by 
purchase.  Even  the  number  of  members  changes  from  time  to  time.  If  so,  it 
is  the  common  purposes  and  their  execution  alone  that  determine  the  corpora- 
tion and  whatever  substantially  changes  these  changes  the  corporation  itself 
and  the  rights  of  its  stockholders.  "• 

The  result  of  the  conveyance  of  the  pipe-line  property  was  to  put  it  under 
the  control  of  an  association  committed  exclusively  to  Its  operation  as  a  sepa- 
rate enterprise  from  that  of  the  oil  company.  Indee<l,  this  severance  In  man- 
agement was  the  sole  motive  of  the  transaction,  unless  there  were  a  surrepti- 
tious agreement  between  the  two  groups  which  nullified  the  dissolution,  which 
Is  not  suggested.  Accepting,  therefore,  the  taxpayers'  argument  that  forms 
should  be  disregarded,  the  question  Is  whether  a  group  mutually  agreeing  to 
manage  the  pipe-line  property  Independently  of  the  oil  property  is  a  different 
group  from  one  agreeing  to  manage  the  pipe  line  and  the  oil  property  jointly. 
If  the  association  does  not  depend  upon  the  number  or  make-up  of  Us  mem- 
bership but  upon  its  charter,  there  can  be  no  question  that  the  difference  be- 
tween the  two  is  substantial,  because  to  conduct  two  businesses  as  a  unity 
has  practical  results  very  different  from  conducting  them  in  complete  inde- 
pendence. 

For  illustration,  let  me  assume  that  the  pipe-line  property  had  been  conveyed 
in  specie  to  the  stockholders  as  coowners  and  that  they  had  incorporated  for 
convenience.  The  original  conveyance  to  them  would  have  fallen  directly  with- 
in Peahdy  v.  Eisner,  supra,  and  Lynch  v.  Hornby,  supra.  It  would  have  made 
no  difference  that  they  had  later  incorporated.  Yet  Judged  by  results,  this  is 
exactly  what  happened;  the  pipe  line  was  broken  from  an  association  com- 
mitted to  its  joint  management  with  the  oil  properties  and  consigned  to  an 
association  which  must  manage  it  alone. 

Or  suppose  that  the  Prairie  Pipe  Line  Co.,  for  example,  had  been  a  going  con- 
cern with  property  of  its  own.  Upon  its  acquisition  of  the  pipe  line  and  the 
Issue  of  its  new  shares  to  the  oil  company  stockholders  they  would  have  an  in- 
terest in  an  association  operating  two  properties.  These  new  shares  would 
certainly  be  income  in  their  hands  to  some  extent.     Would  they  be  altogether 
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income  or  only  in  the  proportion  to  which  by  taking  the  new  shares  they  gave 
up  their  rights  in  the  old  pipe  line  and  got  in  exchange  an  interest  in  the  origi- 
nal property  of  the  Prairie  Pipe  Line  Co.?  I  scarcely  think:  that  any  one  would 
urge  that  the  new  shares  were  not  altogether  income.  Yet,  if  so,  they  would 
become  such  only  because  the  pipe  line  was  being  conducted  in  a  new  joint 
enterprise  by  the  Prairie  Pipe  Line  Co.  Unquestionably  the  oil  company  stock- 
holders would  to  some  extent  be  still  holding  their  old  pipe  lines  and  in  the 
same  relative  proportions. 

Or  consider  again  the  analogy  of  many  of  the  dissolutions  under  the  Sherman 
Act.  These  consisted  in  no  greater  separation  than  was  accomplisheil  here,  yet 
it  was  thought  enough  to  serve  the  enterprise  and  create  new^  rights  in  the  new 
corporations.  Nor  was  it  thou^t  to  be  an  answer  that  the  stockholders  started 
out  the  same.  Because  the  members  might  join  or  leave  the  new  group  which 
conducted  only  a  part  of  the  old  business,  it  was  considered  that  the  old  group 
was  effectively  broken  up. 

Disregarding,  therefore,  all  formalities,  it  appears  to  me  that  the  pipe-line 
properties  were  as  effectually  severed  from  the  old  corporations  as  though  they 
had  been  distributed  in  kind.  Indeed,  the  form  adopted  was  the  only  practicable 
way  in  which  they  could  be  so  distributed.  It  is  only  when  one  fastens  one^s 
attention  upon  the  momentary  identity  of  the  two  resulting  groups  that  there 
can  be  any  question  of  the  result.  But,  as  I  have  perhaps  too  often  said*  that 
identity  is  nothing  unless  its  continuance  is  insured  for  the  future  by  some  com- 
mon agreement  between  the  two.  I  think  that  the  new  shares  were  income 
under  the  law  and  that  the  tax  was  legal. 

Southern  Pacific  Co,  v.  Lowe  (247  U.  S.  330)  Is  not  to  the  contrary;  there  the 
assets  taken  over  had  always  been  in  the  actual  possession  and  under  the  con- 
trol of  the  corporation.  All  the  shares  of  the  subsidiary  were  owned  by  it  and 
the  two  were  treated  as  merged.  Nothing  of  the  sort  is  true  in  the  cases  at  bar. 
In  Oulf  Oil  Co.  V.  Lewellyn  (248  U.  S.  71)  It  is  indeed  true  that  the  property  of 
the  subsidiaries  was  not  in  the  possession  of  the  parent  corporation,  but  it 
otvned  all  their  shares,  and  they  were  all  "  a  single  enterprise,"  controlled  by  it. 
In  no  sense  did  the  pipe-line  companies  and  the  oil  companies  here  remain  in 
•*  a  single  enterprise.**  They  might  in  fact  be  so  conducted  for  a  period,  but  If 
so  it  would  only  be  by  the  spontaneous  assent  of  two  independent  groups  of 
persons.  If  they  remained  In  fact  "  a  single  enterprise,"  the  whole  plan  was  a 
mere  cover. 

PhelliB  V.  United  States  (Court  of  Claims,  March,  1921)  was  a  case  where 
all  the  assets  were  sold  to  another  corporation,  which — omitting  irrelevant  de- 
tails— gave  its  own  shares,  two  for  one,  to  the  old  stockholders  and  conveyed  its 
debenture  shares  to  the  old  company  par  for  par.  The  result  was  that  the  old 
stockholders  bad  their  old  shares  now  represented  by  the  assets  of  the  old  corpo- 
ration, i.  e.,  the  debenture  shares  in  the  new  corporation,  and  double  their 
original  holdings  in  common  shares  of  the  new  corporation.  Whatever  may  be 
the  proper  answer  to  the  case,  with  the  greatest  deference  I  can  not  follow  the 
reasoning  of  the  learned  judge,  now  urged  upon  me  as  authoritative.  That 
reasoning  is  that  because  the  joint  value  of  the  old  and  new  shares  after  the 
transfer  was  the  same  as  that  of  the  old  shares  before,  there  can  have  been  no 
income  to  the  stockholder.  It  may,  of  course,  happen  that  In  the  case  of  the 
distribution  of  the  dividends  the  value  of  the  old  shares  does  not  fall  as  much 
as  the  value  of  the  dividend,  though  generally  the  correspondence  is  pretty 
close.  It  does  not  make  any  difference  for  taxing  purposes  whether  it  does  or 
not.  The  surplus  declared  as  dividend  may  or  may  not  be  represented  in  the 
value  of  the  shares,  but  even  though  it  be  fully  represented,  the  dividend  be- 
comes income  as  soon  as  the  stockholder  gets  it.  On  his  books  it  may  appear 
as  a  capital  distribution,  depending  on  whether  he  carries  his  investment  at  par. 
That  is  not  to  the  point.  It  was  not  his  property  before ;  it  has  become  such  by 
the  declaration  of  the  dividend. 

Demurrers  sustained ;  Judgment  absolute  on  the  demurrers,  dismissing  Hark- 
ness's  complaint  and  awarding  recovery  against  Rockefeller  as  prayed. 
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Secttion  201,  Article  1544 :  Dividends  paid  in  49-21-1956 

property.  (Ct.  D.  18)  T.  D.  3271 

IM  OMB  TAXES — ^BEVBNUB  ACT  OF  OCTOBER  8,  1018— DECISION  OF  SUPREME 

COURT. 

1.  Inoomb — ^Dividends — Stock  Distribution. 

Where  the  stockholders  of  an  oil  company  owning  pipe-line  and  oil  properties 
cuused  the  organization  of  a  pipe-line  company  to  which  it  contracted  to  convey 
Its  pipe-line  property,  on  consideration  of  which  the  pipe-line  company  agreed  to 
distribute  its  stock  to  the  stockholders  of  the  oil  company  in  the  same  propor- 
tion as  their  existing  holdings,  the  pipe-line  property  representing  a  surplus 
above  the  par  value  of  the  oil  company's  stock,  the  shares  of  the  pipe-line  com- 
pany received  by  the  oil  company  stockholders  in  carrying  out  the  contract 
constituted  income  to  such  stockholders  under  the  Revenue  Act  of  October 
3,  1913. 

2.  Same — Method  of  Distribution. 

Under  the  circumstances  cited  above,  the  effect  was  the  same  whether  the  stock 
was  distributed  directly  by  the  new  corporation  to  the  stockholders  of  the  old 
corporation  or  transferred  from  the  new  corporation  to  the  old  corporation, 
and  by  the  latter  distributed  to  its  stockholders. 

3.  Income — Surplus  of  Accumulated  Profits  Distribted  to  Stock holdebs  in 
the  form  of  Stock  of  Another  Corporation — Distinguished  prom  Stock 
Dividends. 

Where  a  corporation  having  a  surplus  of  accumulated  profits  exchanged  a 
part  of  its  assets  for  the  common  sto(*k  of  a  new  corporation,  organized  by  the 
stockholders  of  said  corporation  to  take  over  a  part  of  the  business  and  business 
assets  of  the  old  corporation,  and  then  distributed  said  shares  of  common  stock 
to  its  stockholders,  the  distribution,  whatever  its  effect  upon  the  aggregate 
interests  of  the  mass  of  stockholders,  constituted  in  the  case  of  each  individual 
a  gain  in  the  form  of  actual  exchangeable  assets  transferred  to  him  from  the 
old  corporation  for  his  separate  use  in  partial  realization  of  his  former  indi- 
visible and  contingent  interest  in  the  corporate  surplus.  It  was  in  substance 
and  effect,  not  merely  in  form,  a  dividend  of  profits  by  the  corporation,  and 
individual  income  to  the  stockholder.  United  States  v.  Fhellis  (decided  at  the 
same  time)  followed. 

4.  Corporations — Reorganization — Separate  Entity. 

Where  a  new  corporation  was  formed  by  the  stockholders  of  an  old  corpora- 
tion to  take  over  a  part  of  the  business  and  a  part  of  the  business  assets  of  the 
old  corporation,  with  the  same  officers  and  stockholders  for  the  time  being 
having  the  same  proportionate  holdings  of  the  common  stock  of  the  new  com- 
pany that  they  had  of  the  old  company,  held  that  the  new  corporation  was  not 
identical  with  the  old,  but  was  a  separate  and  distinct  corporate  entity. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Eevenue, 

W ashing touy  I),  C. 

To  collectors  of  irvtemal  revenue  and  others  concerned: 

The  appended  decision  of  the  Supreme  Court  of  the  United  States, 
rendered  November  21,  1921,  in  the  cases  of  John  D.  Rockefeller  v. 
United  Sta^es^  and  New  York  Tt*ust  Co,  et  al.  v.  Edwards^  collector^ 
is  published  for  the  information  of  internal-revenue  officers  and  others 
concerned.  This  decision  affirms  the  decision  of  the  United  States 
District  Court  for  the  Southern  District  of  New  York  (T.  D.  3232).       § 

D.  H.  Blair, 

Commissioner  of  Internal  Revenue. 

Approved  January  12,  1922 : 
A.  W.  Mellon, 

Secretary  of  the  T7^easury, 
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Supreme  Coubt  of  the  United  States.   Nos.  535  and  536.    October  Term,  ld21. 

535.  John  1).  RoekefeVeVy  plaintiff  in  error,  v.  United  titates.  536.  Nero  York 
Trust  Co.  and  Edith  Hale  HarknesSy  exeeutors  of  the  last  ^loill  and  testament 
of  WiUiam  L.  Harkness,  deceased j  plaintiffs  in  error,  v.  William'  H.  Edwards, 
collector  of  United  Steves  internal  revenue  for  tfie  second  district  of  New  York. 

Kkbor  to  the  District  Court  of  the  United  States  for  the  Southern  Enstrict  of  New  York. 

[Nov.  21, 1921.] 

Mr.  Justice  Pitney  delivered  the  opinion  of  the  court : 

These  two  cases  were  argued  together,  turn  upon  like  facts,  and  may  be 
disposed  of  In  a  single  opinion.  They  involve  the  legality  of  certain  income 
taxes  assessed  against  the  plaintiff  in  error  in  the  one  case,  and  against  the 
testator  of  plaintiffs  in  error  in  the  other,  under  the  income  tax  provisions  of 
the  Act  of  October  3,  1913  (ch.  16,  38  Stat.  114,  166-167).  by  reason  of  certain 
distributions  of  corporate  stocks  received  by  the  respective  taxpayers  under 
the  following  circumstances:  In  and  prior  to  the  year  1914  the  Prairie  Oil  & 
Gas  Co.,  a  corporation  of  the  State  of  Kansas,  was  engaged  in  producing,  pur- 
chasing, and  selling  crude  petroleum,  and  transiK)rting  it  through  pipe  lines 
owned  by  the  company  in  the  States  of  Kansas  and  Oklahoma,  and  elsewhere. 
At  the  same  time  the  Ohio  Oil  Co.,  a  corporation  of  the  State  of  Ohio,  was 
'  engaged  in  producing  and  manufacturing  petroleum  and  mineral  oil  and 
transporting  the  same  through  pipe  lines  owned  by  it  in  the  States  of  Ohio, 
Indiana,  Illinois,  and  Pennsylvania.  In  the  month  of  June,  1914,  it  was  judi- 
cially <letermined  by  this  court  (The  Pipe  Line  Cases,  234  U.  S.  548),  that  with 
respect  to  the  transportation  business  these  companies  were  common  carriers  in 
interstate  commerce,  subject  to  the  Act  to  regulate  commerce  as  amended  by 
Act  of  June  29,  1906  (ch.  3591,  34  Stat.  584),  and  as  such  subject  to  the  super- 
vision of  the  Interstate  Commerce  Commission.  By  Act  of  September  26,  1914 
<ch.  311,  38  Stat.  717),  the  remainder  of  their  business  became  subject  to  the 
supervision  of  the  Federal  Trade  Commission.  In  order  to  avoid  a  probable 
conflict  of  Federal  iiuthorlty  in  case  the  combined  business  of  production  and 
transportation  should  continue  to  be  carried  on  as  theretofore,  it  was  in  each 
case,  upon  advice  of  counsel,  determined  that  the  pipe-line  property  should  be 
owned  and  operated  by  a  separate  corporation.  In  the  case  of  the  Ohio  com- 
liany  an  added  reason  for  segregation  lay  in  the  fact  that  by  a  section  of  the 
Ohio  General  Code  its  entire  gross  receipts,  including  those  derived  from  busi- 
ness other  than  transportation,  were  subject  to  an  annual  assessment  of  4  per 
cent  chargeable  against  the  gross  receipts  of  companies  engaged  in  the  trans- 
portation business.  For  these  reasons,  the  stockholders  of  the  Prairie  Oil  & 
Gas  Co.  caused  a  corporation  to  be  orgsmized  under  the  laws  of  the  State 
of  Kansas,  by  the  name  of  the  Prairie  Pipe  Line  Co.,  to  which  all  the  pipe- 
line property  of  the  Prairie  Oil  &  Gas  Co.  was  transferred  in  consideration 
of  the  issue  and  delivery  of  the  entire  capital  stock  of  tlie  new  comimuy, 
to  be  distributed  pro  rata  to  the  stockholders  of  the  Prairie  Oil  &  Gas  Co. 
And  similarly,  the  stockholders  of  the  Ohio  Oil  Co.  caused  a  corporation  to 
be  formed  under  the  laws  of  that  State,  by  the  name  of  the  Illinois  Pil)e 
Line  Co.,  to  which  all  the  pipe-line  property  of  the  Ohio  Oil  Co.  was  trans- 
ferred in  consideration  of  the  issue  to  it  of  the  entire  capital  stock  of  the 
new  company,  which  was  to  be  dLstributed  at  once  by  the  old  company  to  its 
stockholders  pro  rata.  These  arrangements  were  carried  out  in  like  man- 
ner in  both  cases,  except  that  in  the  case  of  the  Kansas  companies  the  stock 
of  the  pipe-line  company  was  issued  directly  to  the  stockholders  of  the  oil 
company,  whereas  in  the  case  of  the  Ohio  companies  the  pipe-line  company 
issued  its  stock  to  the  oil  company,  but  in  the  same  resolution  by  which  the 
contract  was  made,  an  immediate  distribution  of  the  new  stock  among  the  oil 
company's  stockholders  was  provided  for,  and  in  fact  it  was  carried  out.  The 
aggregate  valuation  of  the  Prairie  pipe  lines  was  $27,600,000,  that  of  the  Ohio 
pipe  lines  $20,0(X),000,  and  the  total  capitalization  of  the  respective  pipe-line 
companies  equaled  these  amounts. 

In  each  case  the  oil  company  had  a  suri>lus  in  excess  of  the  stated  value 
of  its  pipe  lines  and  of  the  par  value  of  the  total  stock  of  the  corresponding 
pipe-line  company,  so  that  the  transfer  of  the  pipe  lines  and  the  distribution 
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of  the  stock  received  for  them  left  the  capital  of  the  respective  oil  companies 
unimpaired  and  required  no  reduction  in  their  outstanding  issues. 

Messers.  HockfeUer  and  Uarkness,  rt'Ki>ec't fully,  were  bohlers  of  large  auiouuts 
of  the  stock  of  both  the  Prairie  and  the  Ohio  oil  companies  and  in  the  dis- 
tributions each  received  an  amount  of  stock  in  each  of  tlie  pipe-line  companies 
proportionate  to  his  holdings  in  the  oil  companies.  This  occurred  in  the  year 
1915.  Neither  Mr.  Rockefeller  nor  Mr.  Harkness  nor  the  latter's  executors  sold 
any  of  the  stock  in  the  pip*»-line  companies. 

Income  tax  assessments  for  the  year  1915  were  imposed  upon  Messrs.  Rocke- 
feller and  Harkness,  baseil  upon  the  value  of  the  stocks  thus  received  as  divi- 
dends; and  tliese  assessments  are  in  question  in  the  present  suits,  both  of 
which  were  brought  in  the  District  Court  of  tlie  United  States  for  the  Southern 
District  of  New  York,  one  by  the  United  States  against  Mr.  Rockefeller,  the 
other  by  the  executors  of  Mr.  Harkness  against  the  collector.  In  each  case  the 
facts  were  specially  pleaded  so  as  to  present  the  question  whether  the  distribu- 
tion of  the  stocks  of  the  pipe-line  companies  among  the  stockholders  of  the  oil 
companies  constituted,  under  the  circumstances,  dividends  within  the  meaning 
of  the  Act  of  1913,  and  income  within  the  meaning  of  the  sixteenth  amend- 
ment. In  each  case  a  final  judgment  was  rendered  sustaining  the  assessment, 
and  the  judgements  are  brought  here  by  direct  writs  of  error  under  section  238, 
Judicial  Code,  because  of  the  constitutional  question. 

Under  the  facts  as  recited  we  deem  it  to  be  too  plain  for  dispute  that  In  both 
cases  the  new  pipe-line  ccmipany  shares  were  In  substance  and  effect  distributed 
by  the  oil  company  to  its  stockholders ;  as  much  so  in  the  case  of  the  Kansas 
company,  where  the  new  stock  went  directly  from  the  pipe-line  company  to  the 
stockholders  of  the  oil  company,  as  in  the  case  of  the  Ohio  company,  where  the 
new  stock  went  from  the  pipe-line  company  to  the  oil  company,  and  by  it  was 
transferred  to  Its  stockholders.  Looking  to  the  substance  of  things  the  dif- 
ference is  unessential.  In  each  case  the  consideration  moved  from  the  oil  com- 
pany in  its  corporate  capacity,  the  new  company's  stock  issued  in  exchange  for 
it  was  distributed  among  the  oil  company's  stockholders  in  their  individual 
capacity,  and  was  a  substantial  fruit  of  their  ownership  of  stock  in  the  oil  com- 
pany, in  effect  a  dividend  out  of  the  accumulated  surplus. 

The  facts  are  in  all  essentials  indistinguishable  from  those  presented  in  United 
States  V.  Phellis,  decided  this  day.  In  these  cases  as  ?n  that,  regarding  the 
general  effect  of  the  entire  transactions  resulting  from  the  combined  action  of 
the  mass  of  stockholders,  there  was  apparently  little  but  a  reorganization  and 
financial  readjustment  of  the  affiairs  of  the  companies  concerned,  here  a  sub- 
division of  companies,  without  immediate  effect  upon  the  personnel  of  the 
stockholders,  or  much  difference  In  the  aggregate  corporate  activities  or  proper- 
ties. As  in  the  Phellis  case,  the  adoption  of  the  new  arrangement  did  not  of 
itself  produce  any  increase  of  wealth  to  the  stockholders,  since  whatever  was 
gained  by  each  in  the  value  of  his  new  pi|)e-line  stock  was  at  the  same  moment 
withdrawn  through  a  corresponding  diminution  of  the  value  of  his  oil  stock. 
Nevertheless  the  new  stock  represented  assets  of  the  oil  companies  standing  in 
the  place  of  the  pipe-line  properties  that  before  had  constituted  |M)rtions  of  their 
surplus  assets,  and  it  was  capable  of  division  among  stockholders  as  the  pipe- 
line properties  were  not.  The  distribution,  whatever  its  effect  upon  the  agjpre- 
gate  interests  of  tlie  mass  of  stockholders,  constituted  in  the  case  of  each  indi- 
vidual a  gain  in  the  form  of  actual  exchangeable  assets  transferred  to  him  from 
the  oil  company  for  his  separate  use  in  partial  realization  of  his  former  indi- 
visible and  contingent  interest  in  the  corporate  surplus.  It  was  in  substance  and 
effect,  not  merely  in  form,  a  dividend  of  profits  by  the  corporation,  and  indi- 
vidual income  to  the  stockholder. 

The  opinion  just  delivered  in  United  States  v.  Phellis  sufficiently  indicates 
the  grounds  of  our  conclusion  that  the  judgment  in  each  of  the  present  cases 
must  be  affirmed. 

Mr.  Justice  Claske  took  no  part  in  the  consideration  or  decision  of  these  cases. 
Mr.  Justice  Van  Devanteb  and  Mr.  Justice  McReynolds  dissent. 
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Secjtion  201,  Article  1544 :  Dividends  paid  in  49-21-1957 

property.  (Ct  D.  19)  T.  D.  3270 

INCOME  TAXES— REVENUE  ACT  OF  OCTOBER  3,   1913— DECISION  OF  SUPREME 

COURT. 

1.  Income — Dr'idends — Income  in  Way  of  DmoENDs. 

Under  Section  II  (&)  of  the  Act  of  October  3,  1913,  declaring  that  income 
shall  Include,  among  other  things,  gains  derived  "  from  interest,  rent,  dividends, 
securities,  •  ♦  ♦  or  gains  or  profits  and  income  derived  from  any  source 
whatever,"  not  everything  in  the  form  of  a  dividend  must  be  treated  as  Income, 
but  income  in  the  tcay  of  dividends  shall  be  taxed. 

2.  Same — Surplus  of  Accumulated  Profits  Distributed  to  Stockholders 
IN  THE  Form  of  Stock  of  Another  Corporation — Distinguished  from  Stock 
Dividends. 

Where  a  stockholder,  as  the  result  of  a  reorganization  and  financial  readjust- 
ment of  the  business  of  the  corporation,  received  as  a  dividend  on  each  share  of 
common  stock  held  by  him  two  shares  of  the  common  stock  of  a  new  corpora- 
tion, the  dividend  so  receivetl  representing  the  surplus  of  accumulated  profits 
of  the  first  corporation,  and  the  shares  so  received  having  a  market  value  sepa- 
rate and  distinct  from  the  original  share  ,such  dividend  was  a  gain,  a  profit, 
derived  from  his  capital  interest  in  the  old  company,  and  constituted  individual 
Income  to  the  stockholder  within  the  meaning  of  the  income  tax  law  of  1913. 
The  rule  laid  down  in  Peabody  v.  FAsner  (247  U.  S.,  347),  followed;  Eisner  v. 
Maconiber  (252  U.  S.,  189)  distinguished. 

3.  Same — Effect  of  l^o  Change  in  Aggregate  Market  Value  of  Shares. 

That  a  comparison  of  the  market  value  of  the  stockholder's  shares  in  the  old 
corporation  immediately  before,  with  the  aggregate  market  value  of  those  shares 
plu^  the  dividend  shares  immediately  after  the  dividend  showed  no  change  in  the 
aggregate  is  immaterial  and  is  not  a  proper  test  for  determining  whether  indi- 
vidual income,  taxable  against  the  stockholder,  has  been  received  by  means  of 
the  dividend. 

4.  Same — Effect  of  Antecedent  Transfers  of  Stock. 

The  question  whether  a  dividend  made  out  of  company  profits  constitutes 
Income  of  the  stockholder  is  not  affected  by  antecedent  transfers  of  the  stock 
from  hand  to  hand. 

5.  Corporations — Reorganization — Separate  Entity. 

Where  a  new  corporation  was  formed  under  the  laws  of  another  Stafe  to  take 
over  the  business  and  business  assets  of  an  old  corporation,  having  authorize<l 
capital  amounting  to  nearly  four  times  the  aggregate  stock  issues  and  funded 
debt  of  the  old  company,  of  which  less  than  one-half  was  to  be  issued  at  once 
to  the  old  company  or  its  stockholders,  held  that  the  new  corporation  was  not 
identical  with  the  old,  but  was  a  separate  and  distinct  corporate  entity,  despite 
the  fact  that  both  corporations  had  for  the  time  being  the  same  personnel  of 
officers  and  stockholders,  having  the  same  proportionate  holdings  of  stock  in 
both  companies. 

6.  iNCOiiE — Effect  of  Reoro  a  nidation  of  Corporation  upon  Aggregate  Body 

OF  Stockholders. 

The  question  whether  an  individual  stockholder  derived  income  in  the  true 
and  substantial  sense  through  receiving  a  part  In  the  distribution  of  the  new 
shares  can  not  be  tested  by  regarding  alone  the  general  effect  of  the  reorganiza- 
tion upon  the  aggregate  body  of  stockholders;  the  liability  of  a  stockholder  to 
pay  an  individual  income  tax  must  be  tested  by  the  effect  of  the  transaction 
upon  the  individual. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washington^  D.  C. 
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To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  Supreme  Court  of  the  Uixited  States, 
rendei-ed  November  21,  1921,  in  the  case  of  United  States  v.  C.  W. 
Phellis^  is  published  for  vour  information.  The  decision  reverses  the 
judgment  of  the  Court  ot  Claims  in  the  case  of  C.  W,  Phellis  v.  United 
(States, 

D.  H.  Blair, 
(' ommissionsr  of  Internal  Retfemue. 
Approved  January  12,  1922 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury, 


SuPBKME  Court  of  thk  Tnitki)  States.    No.  260.     October  Term,  1921. 

United  ^tatea  of  America,  appeilant,  v.  C.  ^V.  Phellis. 
Appeal  from  the  Court  of  Claims. 

[Nov.  21,  1921.] 

Mr.  Justice  Pitney  delivered  the  opinion  of  the  court : 

The  court  below  Rustaine<l  the  claim  of  C.  \V.  PheUis  for  a  refund  of  certain 
moneys  paid  by  him  under  protest  in  discharge  of  an  additional  tax  assessed 
against  liim  for  the  year  1915,  base<l  upon  alleged  income  equivalent  to  the 
market  value  of  500  shares  of  stock  of  a  Delaware  corporation  calle<l  the  E.  I. 
du  Pont  de  Nemours  &  Co.,  received  by  him  as  a  dividend  upon  his  250  shares 
of  stock  of  the  E.  I.  du  Pont  de  Nemours  Powder  Co.,  a  New  Jersey  corporation. 
The  United  States  api)eal8. 

From  the  findings  of  the  Court  of  Claims,  read  in  connection  with  claim- 
ant's petition,  the  following  essential  facts  appear.  In  and  prior  to  September, 
1915,  the  New  Jersey  company  had  been  engaged  for  many  years  in  the  business 
of  manufacturing  and  selling  explosives.  Its  funded  del)t  and  its  capital  stock 
at  par  values  were  as  follows: 

5%  mortgage  bonds $1,230,000 

41%  30-year  bonds 14, 106, 000 

Preferred  stock   ($100  shares) 16,068,600 

Common  stock   ($100  shares) 29,427,100 

Total 60,891,700 

It  had  an  excess  of  assets  over  liabilities  showing  a  large  surplus  of  accumu- 
lated profits;  the  precise  amount  is  not  important,  except  that  it  should  be 
stated  that  it  was  sufiicient  to  cover  the  dividend  distribution  presently  to  be 
mentioned.  In  that  month  a  reorganization  and  financial  adjustment  of  the 
business  was  resolved  upon  and  carried  into  effect  with  the  assent  of  a 
sufiicient  proportion  of  the  stockholders,  in  which  a  new  corporation  was  formed 
under  the  laws  of  Delaware  with  an  authorized  capital  stock  of  $240,000,000 
to  consist  in  part  of  debenture  stock  bearing  6  i)er  cent  cumulative  dividends, 
in  part  of  common  stock ;  and  to  this  new  corporation  all  the  assets  and  good 
will  of  the  New  Jersey  company  were  transferred  as  an  entirety  and  as  n 
going  concern,  as  of  October  1,  1015,  at  a  valuation  of  $120,000,000,  the  new 
company  assuming  all  the  obligations  of  the  old  except  its  capital  stock  and 
funded  debt.  In  payment  of  the  consideration,  the  old  company  retained 
$1,4S4,100  in  cash  to  be  used  in  redemption  of  its  outstanding  5  per  cent  mort- 
gage bonds,  and  received  $59,661,700  par  value  in  debentui-e  stock  of  the  new 
company  (of  which  $30,234,600  was  to  be  used  in  taking  up,  share  for  share 
and  dollar  for  dollar,  the  preferred  stock  of  the  old  company  and  redeeming  its 
30-year  bonds),  and  $58,854,200  par  value  of  the  common  stock  of  the  new 
company  which  was  to  be  and  was  immediately  distributed  among  the  common 
stockholders  of  the  old  company  as  a  dividend,  paying  them  two  shares  of  the 
new  stock  for  each  share  they  held  in  the  old  company.  This  plan  was  carried 
out  by  appropriate  corporate  action ;  the  new  company  took  over  all  the  assets 
of  the  old  company,  and  that  company  besides  paying  off  its  5  i»er  cent  bonds 
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acquired  deb^tnre  Btock  of  the  new  company  aufBdent  to  liquidate  its  4}  per 
cent  3Q-year  bonds  and  retire  its  preferred  stock*  additional  debenture  stock 
.equal  in  amount  at  par  to  its  own  outstanding  common  stock,  and  also  two 
shares  of  common  stock  of  the  Delaware  corporation  for  each  share  of  the 
outstanding  common  stock  of  the  New  Jersey  corporation.  Each  holder  of  the 
New  Jersey  company *s  common  stock  (including  claimant)  retained  his  old 
stock  and  besides  received  a  dividend  of  two  shares  for  one  in  common  stock 
of  the  Delaware  company,  and  the  New  Jersey  corporation  retained  in  its 
treasury  6  per  cent  debenture  stock  of  the  Delaware  corporation  equivalent 
to  the  par  value  of  its  own  outstanding  common  stock.  The  personnel  of  the 
stockholders  and  officers  of  the  two  corporations  was  on  October  1,  1915,  iden- 
tical, the  new  company  having  elected  tlie  same  officers  as  the  old;  and  the 
holders  of  common  stock  in  both  corporations  had  the  same  proportionate 
stockholding  in  each.  After  the  reorganization  and  the  distribution  of  the 
stock  of  the  Delaware  corporation,  the  New  Jersey  corporation  continued  as 
a  going  concern,  and  stiU  exists,  but  except  for  the  redemption  of  its  outstand- 
ing bonds,  the  exchange  of  debenture  stock  for  its  preferred  stock,  and  the 
holding  of  debenture  stock  to  an  amount  equivalent  to  its  own  outstanding 
common  and  the  collection  and  disposition  of  dividends  thereon,  it  has  done 
no  business.  It  is  not,  however,  In  process  of  liquidation.  It  has  received 
as  income  upon  the  Delaware  company's  debenture  stock  held  by  it  dividends 
to  the  amount  of  6  per  cent  per  annum,  which  it  has  paid  out  to  its  own  stock- 
holders including  the  claimant.  The  fair  market  value  of  tlie  stock  of  the 
New  Jersey  corporation  on  September  30,  1915,  prior  to  the  reorganization,  was 
$795  per  share,  and  its  fair  market  value,  after  the  execution  of  the  contracts 
between  the  two  corporations,  was  on  October  1,  1915,  $100  per  share.  The 
fair  market  value  of  the  stock  of  the  Delaware  corporation  distributed  as 
aforesaid  was  on  October  1,  1915,  $347.50  per  share.  The  Commissioner  of 
Internal  Revenue  held  that  the  500  shares  of  Delaware  company  stock  acquired 
by  claimant  in  the  distribution  was  Income  of  the  value  of  $347.50  per  share 
and  assessed  the  additional  tax  accordingly. 

The  Court  of  Claims,  observing  that  from  the  facts  as  found  claimant's  250 
shares  of  stock  in  the  New  Jersey  corporation  were  worth  on  the  market,  prior 
to  the  transfer  and  dividend,  precisely  the  same  that  the  same  shares  plus  the 
Delaware  Company's  shares  received  by  him  were  worth  thereafter,  and  that 
he  did  not  gain  any  increase  in  the  value  of  his  aggregate  holdings  by  the  oper- 
ation, held  that  the  whole  transaction  was  to  be  regarded  as  merely  a  financial 
reorganization  of  the  business  of  the  company,  producing  to  him  no  profit  and 
hence  no  income,  and  that  the  distribution  was  in  effect  a  stock  dividend  non- 
taxable as  income  under  the  authority  of  Eisner  v.  Maoomber  (252  U.  S.  189), 
and  not  within  the  rule  of  Peabody  v.  Eisner  (247  U.  S.  347). 

We  recognize  the  importance  of  regarding  matters  of  substance  and  disregard- 
ing forms  in  applying  the  provisions  of  the  sixteenth  amendment  and  income 
tax  laws  enacted  thereunder.  In  a  number  of  cases  besides  those  just  cited  we 
have  under  varying  conditions  followed  the  rule. — Lynch  v.  Turrish  (247  U.  S., 
221) ;  Southern  Pacific  Co,  v.  Loiae  (247  U.  S.,  330)  ;  Oulf  Oil  Corporation  v. 
Lewellyn  (248  U.  S.,  71). 

The  Act  under  which  the  tax  now  in  question  was  imposed  (Act  of  Oct.  3, 
1913,  ch.  16,  38  Stat,  114,  166-167),  declares  that  income  shall  include,  among 
other  things,  gains  derived  "from  interest,  rent,  dividends,  securities,  or  the 
transaction  of  any  lawful  business  carried  on  for  gain  or  profit,  or  gains  or 
profits  and  income  derived  from  any  source  whatever."  Disregarding  the  slight 
looseness  of  construction,  we  interpret  "gains,  profits,  and  income  derived 
from  ♦  ♦  •  dividends,"  etc.,  as  meaning  not  that  everything  in  the  form 
of  a  dividend  must  be  treated  as  income,  but  that  income  derived  in  the  way  of 
dividends  shall  be  taxed.  Hence  the  inquiry  must  be  whether  the  shares  of 
stock  in  the  new  company  received  by  claimant  as  a  dividend  by  reason  of  his 
ownership  of  stock  in  the  old  company  constituted  (to  apply  the  tests  laid  down 
in  Ei4iner  v.  Macomber  [252  IT.  S.,  189,  207] ),  a  gain  derived  from  capital,  not  a 
gain  accruing  to  capital,  nor  a  growth  or  increment  of  value  in  the  investment, 
but  a  gain,  a  profit,  something  of  exchangeable  value  proceeding  from  the  prop- 
erty, severe<l  from  the  capital  however  invested,  and  coming  in — that  is,  received 
OP  drawn  by  the  claimant  for  his  separate  use,  benefit,  and  disposal. 

Claimant's  capital  investment  was  represented  by  his  New  Jersey  shares. 

'  Whatever  increment  of  value  had  accrued  to  them  prior  to  September  30,  1915, 

by  reason  of  the  surplus  profits  that  theretofore  had  been  accumulated  by  the 

company,  was  still  a  part  of  claimant's  capital,  from  which  as  yet  he  had  de- 
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rlvetl  no  actual  and  therefore  no  taxable  Income  so  far  as  the  surplus  remained 
undistributed.  As  yet  he  had  no  right  to  withdraw  it  or  any  part  of  it,  could 
not  have  such  right  until  action  by  the  company  or  its  proper  representatives, 
and  his  interest  still  was  but  the  general  property  Interest  of  a  stockholder  in 
the  entire  assets,  business,  and  affairs  of  the  company — a  capital  interest,  as  we 
declared  in  Eisner  v.  Macoinher,  supra  (p.  208). 

Upon  the  face  of  things,  however,  the  transfer  of  the  old  company's  assets  to 
the  new  company  In  exchange  for  the  securities  issued  by  the  latter,  and  the  di»- 
tribution  of  those  securities  by  the  old  company  among  its  stockholders,  changed 
the  former  situation  materially.  The  common  stock  of  the  new  company,  after 
its  transfer  to  the  old  compiiny  and  prior  to  its  distribution,  constituted  assets 
of  the  old  company  which  it  now  held  to  represent  its  surplus  of  accumulated 
profits — still,  however,  a  common  fund  in  which  the  individual  stockholders 
of  the  old  company  had  no  separate  interest.  But  when  this  common  stock  was 
distributed  among  the  common  stockholders  of  the  old  company  as  a  dividend, 
then  at  once — unless  the  two  companies  must  be  regarded  as  substantially  iden- 
tical— the  individual  stockholders  of  the  old  company,  including  claimant,  re- 
ceived assets  of  exchangeable  and  actual  value  severed  from  their  capital  inter- 
est in  the  old  company,  proceeding  from  it  as  the  result  of  a  division  of  former 
corporate  profits,  and  drawn  by  Uiem  severally  for  their  individual  and  st^pa- 
rate  use  and  benefit.  Such  a  gain  resulting  from  their  ownership  of  stock  in 
Che  old  company  and  proceeding  from  it  constituted  individual  income  in  the 
proper  sense. 

That  a  comparison  of  the  market  value  of  claimants  shares  in  the  New 
Jersey  corporation  immediately  before,  with  the  aggregate  market  value  of 
those  shares  plus  the  dividend  shares  immediately  after  tiie  dividend  showed 
no  change  in  the  aggregate — a  fact  relied  upon  by  the  Court  of  Claims  as 
demonstrating  that  claimant  neither  gained  nor  lost  pecuniarily  in  the  transac- 
tion— seems  to  us  a  circumstance  of  no  particular  importance  in  the  present 
inquiry.  Assuming  the  market  values  were  a  precise  reflex  of  intrinsic  values, 
they  would  show  merely  that  claimant  acquired  no  increase  in  aggregate 
wealth  through  the  mere  effect  of  the  reorganization  and  consequent  dividend, 
not  that  the  dividend  did  not  constitute  income.  There  would  remain  the 
presumption  tlmt  the  value  of  the  New  Jersey  shares  immediately  prior  to  the 
transaction  reflected  the  original  capital  investment  plus  the  accretions  wtiich 
had  resulted  through  the  company's  business  activities  and  constituted  its 
surplus;  a  surplus  in  which  until  dividend  made  the  Individual  stockholder 
had  no  property  Interest  except  as  it  increased  the  valuation  of  his  capital. 
It  is  the  appropriate  function  of  a  dividend  to  convert  a  part  of  a  surplus 
thus  accumulated  from  property  of  the  company  into  property  of  the  indi- 
vidual stockholders;  the  stockholder's  share  being  thereby  released  to  and 
drawn  by  him  as  profits  or  income  derived  from  the  company.  That  the  dis- 
tribution reduces  the  intrinsic  capital  value  of  the  shares  by  an  equal  amount 
is  a  normal  and  necessary  effect  of  all  dividend  distributions — whether  large 
or  small  and  whether  paid  in  money  or  in  other  divisible  assets — but  such 
reduction  constitutes  the  dividend  none  the  less  income  derived  by  the  stock- 
holder if  it  represents  gains  previously  acquired  by  the  corporation.  Hence, 
a  comparison  of  aggregate  values  immediately  before  with  those  immediately 
after  the  dividend  is  not  a  proper  test  for  determining  whether  individual 
income,  taxable  against  the  stockholder,  has  been  received  by  means  of  the 
dividend. 

The  possibility  of  occasional  instances  of  apparent  hardship  in  the  incidence 
of  the  tax  may  be  conceded.  Where,  as  in  this  case,  the  dividend  constitutes 
a  distribution  of  profits  accunmlated  during  an  extended  period  and  bears  a 
large  proportion  to  the  par  value  of  the  stock,  if  an  investor  happened  to  buy 
stock  shortly  before  the  dividend,  paying  a  price  enhanced  by  an  estimate  of 
the  capital  plus  the  surplus  of  the  company,  and  after  distribution  of  the  sur- 
plus, with  corresponding  reduction  in  the  intrinsic  and  market  value  of  the 
shares,  he  were  called  upon  to  pay  a  tax  upon  the  dividend  received,  it  mi^ht 
look  in  his  case  like  a  tax  upon  his  capital.  But  it  is  only  apparently  so. 
In  buying  at  a  price  that  reflected  the  accumulated  profits,  he  of  course  acquired 
as  a  part  of  the  valual)le  rights  purchased  the  prospect  of  a  dividend  from 
the  accumulations — bought  **  dividend  on,"  as  the  phrase  goes — and  neces- 
sarily took  subject  to  the  bunlen  of  the  income  tax  proper  to  be  assessed 
against  him  by  reason  of  the  dividend  if  and  when  made.  He  simply  stepped 
into  the  shoes,  in  this  as  in  other  respects,  of  the  stockholder  whose  shares 
he  acquired,  and  presumably  the  prospect  of  a  dividend  infiuenceil  the  price 
paid,  and  was  discounted  by  the  prospect  of  an  income  tax  to  be  paid  thereon. 
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In  short,  the  question  whether  a  dividend  made  out  of  company  profits  con- 
stitutes income  of  the  stockholder  is  not  affected  by  antecedent  transfers  of 
the  stock  from  hand  to  hand. 

There  is  more  force  in  the  suggestion  that,  looking  through  and  through 
the  entire  transaction  out  of  which  the  distribution  came,  it  was  but  a  financial 
reorganization  of  the  business  as  it  stood  before,  without  diminution  of  the 
aggregate  assets  or  change  in  the  general  corporate  objects  and  purposes, 
without  change  of  personnel  either  In  officers  or  stockholders,  or  change  in 
the  proportionate  interest  of  any  individual  stockholder.  The  argument,  in 
effect,  is  that  there  was  no  loss  of  essential  Identity  on  the  part  of  the  com- 
pany, only  a  change  of  the  legal  habiliments  in  which  the  aggregate  corporate 
Interests  were  clothed,  no  substantial  realization  by  individual  stockliolders 
out  of  the  previous  accumulation  of  corporate  profits,  merely  a  distribution  of 
additional  certificates  indicating  an  increase  in  the  value  of  their  capital 
holdings.  This  brings  into  view  the  general  effect  of  the  combined  action  of 
the  entire  body  of  stockholders  as  a  mass. 

In  sucli  matters,  what  was  done,  rather  than  the  design  and  purpose  of  the 
participants,  should  be  the  test.  However,  in  this  case  there  is  no  dif- 
ference. The  proposed  plan  was  set  out  in  a  written  communication  from 
the  president  of  the  New  Jersey  corporation  to  the  stockholders,  a  written 
assent  signetl  by.  about  90  per  cent  of  the  stockholders,  a  written  agree- 
ment made  between  the  old  company  and  the  new,  and  a  bill  of  sale 
made  by  the  former  to  the  latter,  all  of  which  are  in  the  findings.  The 
plan  as  thus  proposed  and  adopted,  and  as  carried  out,  involved  the  formation 
of  a  new  corporation  to  take  over  the  business  and  the  business  assets  of  the 
old;  it  was  to  be  and  was  formed  under  the  laws  of  a  difTcrent  State,  which 
necessarily* imports  a  different  measure  of  responsibility  to  the  public,  and  pre- 
sumably different  rights  between  stockholders  and  company  and  between  stock- 
holders Inter  se,  than  before.  The  articles  of  association  of  neither  company 
is  made  to  appear,  but  in  favor  of  the  asserted  identity  between  the  companies 
we  will  assume  (contrary  to  the  probabilities)  that  there  was  no  significant 
difference  here.  But  the  new  company  was  to  have  authorized  capital  stock 
aggregating  $240,000,000 — ^nearly  four  times  the  aggregate  stock  issues  and 
funded  debt  of  the  old  company — of  which  less  than  one-half  ($118,515,900)  was 
to  be  issued  presently  to  the  old  company  or  its  stockholders,  leaving  the  future 
disposition  of  a  majority  of  the  authorized  new  issues  still  to  be  determined. 
There  was  no  present  change  of  oflScers  or  stockholders,  but  manifestly  a  con- 
tinuation of  identity  in  this  respect  depended  upon  continued  unanimous  consent 
or  concurrent  action  of  a  multitude  of  individual  stockholders  actuated  by 
motives  and  infiuences  necessarily  to  some  extent  divergent^  In  the  light  of 
all  this  we  can  not  regard  the  new  company  as  virtually  identical  with  the  old, 
but  must  treat  it  as  a  substantial  corporate  body  with  its  own  separate  iden- 
tity, and  its  stockholders  as  having  property  rights  and  interests  materially  dif- 
ferent from  those  Incident  to  ownership  of  stock  in  the  old  company. 

The  findings  show  tliat  it  was  intended  to  be  established  as  such,  and  that  it 
was  so  created  in  fact  and  in  law.  There  is  nothing  to  warrant  us  in  treating 
this  separateness  as  imaginary,  unless  the  identity  of  the  body  of  stockholders 
and  the  transfer  in  solido  of  the  manufacturing  business  and  assets  from  the  old 
company  to  the  new  necessarily  have  that  effect.  But  the  identity  of  stock- 
holders was  but  a  temporary  condition,  subject  to  change  at  any  moment  at  the 
option  of  any  Individual.  As  to  the  assets,  the  very  fact  of  their  transfer  from 
one  company  to  the  other  evidenced  the  actual  separateness  of  the  two  com- 
panies. 

But  further,  it  would  be  erroneous,  we  think,  to  test  the  question  whether  an 
individual  stockholder  derived  income  in  the  true  and  substantial  sense  through 
receiving  a  part  In  the  distribution  of  the  new  shares,  by  regarding  alone  the 
general  effect  of  the  reorganization  upon  the  aggregate  body  of  stockholders. 
The  liability  of  a  stockholder  to  pay  an  individual  Income  tax  must  be  tested 
by  the  effe<it  of  the  transaction  upon  the  individual.  It  was  a  part  of  the  pur- 
pose and  a  necessai^  result  of  the  plan  of  reorganization,  as  carried  out,  that 
common  stock  of  the  new  company  to  the  extent  of  $58,854,200  should  be  turned 
over  to  the  old  company,  treated  by  it  as  assets  to  be  distrlbuteil  as  against  Its 
liability  to  stockholders  for  accrued  surplus,  and  thereupon  distributed  to  them 
**  as  a  dividend."  The  assent  of  the  stockholders  was  based  upon  this  as  a  part 
of  the  plan. 

In  thus  creating  the  common  stock  of  the  new  company  and  transferring 
it  to  the  old  company  for  distribution  pro  rata  among  its  stockholders,  the 
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parties  were  acting  in  the  exercise  of  their  rights  for  the  very  purpose  of 
plucin;;  the  eoninion  stockholders  individually  in  possession  of  new  and  sub- 
stiintial  property  rights  in  esse,  in  realization  of  their  former  contingent  right 
to  participate  eventually  in  the  accumulated  surplus.  No  question  is  made 
but  that  the  proceedings  taken  were  legally  adequate  to  accomplish  tlie  pur- 
pose. The  new  common  stock  became  treasury  assets  of  the  old  company,  and 
was  capable  of  distribution  as  the  manufacturing  assets  whose  place  it  took 
were  not.  Its  distribution  transferred  to  the  several  stockholders  new  indi- 
vidual pr4)iierty  rights  which  they  severally  were  entitled  to  retain  and  enjoy, 
or  to  sell  and  transfer,  with  precisely  the  same  substantial  benefit  to  each 
as  if  the  old  company  had  acquired  the  stock  by  purchase  from  strangers. 
According  to  the  findings  the  stock  thus  distributed  was  marketable.  There 
was  neither  express  nor  implied  condition,  arising  out  of  the  plan  of  reorgani- 
zation or  otherwise,  to  prevent  any  stockholder  from  selling  it;  and  he  could 
sell  his  entire  portion  or  any  of  it  without  parting  with  his  capital  interest 
in  the  parent  company,  or  affecting  his  proportionate  relation  to  the  interests 
of  other  stockholders.  Whether  he  sold  the  new  stock  for  money  or  retained 
It  in  preference,  in  either  case  when  he  received  it  he  received  as  his  separate 
proi^erty  a  part  of  the  accumulated  profits  of  the  old  company  in  which  pre- 
viously he  had  only  a  potential  and  contingent  interest. 

It  thus  appears  that  in  substance  and  fact,  as  well  as  in  appearance,  the 
<1ivl<lend  received  by  claimant  was  a  gain,  a  profit,  derived  from  his  capital 
interest  in  the  old  company,  not  in  liquidation  of  the  capital  but  in  distribu- 
tion of  accumulated  profits  of  the  company ;  something  of  exchangeable  value 
produced  by  and  proceeding  from  his  investment  therein,  severed  from  it  and 
drawn  by  him  for  his  separate  use.  Hence  it  constituted  individual  income 
within  the  meaning  of  the  income  tax  law,  as  clearly  as  was  the  case  in 
Peabody  v.  Einnei   (247  U.  S.,  347). 

Judgment  of  the  Court  of  Claims  reversed,  and  the  cause  remanded  with 
directions  to  dismiss  the  suit. 

DISSENTING  OPINION. 

Mr.  Justice  McIIeynoij>s:  In  the  course  of  its  opinion,  citing  Eisner  v.  M(h 
comber  (252  U.  S.,  189,  213),  the  Ck)urt  of  Claims  declared: 

"  We  think  the  whole  transaction  is  to  be  regarded  as  merely  a  financial  re- 
organization of  the  business  of  the  company  and  that  this  view  is  ju.stified  by 
the  power  and  duty  of  the  court  to  look  through  the  form  of  the  transaction  to 
its  substance."  And  further,  "  It  seems  Incredible  that  Congress  intended  to 
tax  as  income  a  business  transaction  which  admittedly  produced  no  gain,  no 
profit,  and  hence,  no  income.  If  any  income  had  accrued  to  the  plaintiff  by 
reason  of  the  sale  and  exchange  made  it  would  doubtless  be  taxable.'* 

There  were  perfectly  good  reasons  for  the  reorganization,  and  the  good  faith 
of  the  parties  is  not  questioned.  I  assume  that  the  statute  was  not  intended  to 
put  an  embargo  upon  legitimate  reorganizations  when  deemed  essential  for 
carrying  on  important  enterprises.  Eisner  v.  Afacotnbcr  was  rightly  decided, 
and  the  principle  which  I  think  it  announced  seems  in  conflict  with  the  decision 
just  announced. 

Mr.  Justice  Van  Devanteb  concurs  in  this  dissent. 


Section  201,  Article  1547 :  Sale  of  stock  received  33-21-1767 

as  dividend.  T.  D.  3206 

Articles  ♦  ♦  ♦  1547  *  *  *  of  Regulations  45  (1920  edi- 
tion) are  hereby  amended     ♦     *     *. 

Art.  1.M7.  Sale  of  stocfc  received  as  dividend. — Stock  issued  by  a  corporation 
as  a  dividend  does  not  constitute  taxable  income  to  a  stockholder  in  such  coriK>- 
ration,  but  gain  may  be  derived  or  loss  sustained  by  the  stockholder  from  the 
sale  of  such  stock.  The  amount  of  taxable  gain  derived  or  deductible  loss  sus- 
tained from  the  sale  of  such  stock,  or  from  the  sale  of  the  stock  with  respect 
to  which  it  is  issued,  shall  be  determined  as  provided  in  article  1561  as 
amended,  after  the  cost,  or  botli  the  cost  and  fair  market  value  as  of  March  1, 
1913,  if  acquired  prior  thereto,  of  both  the  old  and  the  new  shares  is  deter- 
mined in  accordance  with  the  f ullowiug  rules : 
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(1)  Where  the  stock  issued  as  a  cUvideiul  is  all  of  substantially  the  same 
character  or  preference  as  the  stock  upon  which  the  stock  dividend  is  paid,  the 
cost  of  each  share,  and  when  acquired  prior  to  March  1,  1913,  tlie  fair  market 
value  as  of  such  date,  will  be  the  quotient  of  the  cost,  or  such  fair  market  value 
of  the  old  shares  of  stock,  divided  by  the  total  number  of  the  old  and  new 
shares. 

(2)  Where  the  stock  issued  as  a  dividend  is  in  whole  or  in  part  of  a  char- 
acter or  preference  materially  different  from  the  stock  upon  which  the  stock 
dividend  is  paid,  the  cost,  and  when  acquired  prior  to  March  1,  1913,  the  fair 
market  value  as  of  such  date,  of  the  old  shares  of  stock  shall  be  divided  be- 
tween such  old  stock  and  the  new  stock,  in  i)roi>ortion,  as  nearly  as  may  be,  to 
the  respective  values  of  each  class  of  stock,  old  and  new%  at  the  time  the  new 
shares  of  stock  are  issued,  and  the  cost,  and  when  acquired  prior  to  March  1. 
1913,  the  fair  market  value  as  of  such  date,  of  each  shai*e  of  stock  will  be  the 
quotient  of  the  cost  or  such  fair  market  value  as  of  March  1,  1913,  of  the  class 
to  which  such  share  belongs  divided  by  the  number  of  shares  in  that  class. 

(3)  Where  the  stock  with  respect  to  which  a  stock  dividend  is  issued  was 
purchased  at  different  times  and  at  different  prices  and  the  identity  of  the  lota 
can  not  be  determined,  any  sale  of  the  original  stock  will  be  charged  to  the 
earliest  purchases  of  such  stock  (see  article  39  as  amended),  and  any  sale  of 
dividend  stock  issued  with  respect  to  such  stock  will  be  presumeil  to  have  been 
made  from  the  stock  lssue<l  with  respet^t  to  the  earliest  purchased  stock  to  the 
amount  of  the  divide^d  chargeable  to  such  stock. 


Section  201,  Article  1547 :  Sale  of  stock  received  44-21-1901 

as  dividend.  T.  D.  3238 

abticlb  1647,  regulations  45,  amended. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

WashiTigton^  D.  C. 
To  colhctors  of  internal  revenue  a/nd  others  concerned: 

There  shall  be  added  at  the  end  of  article  1647  of  Regulations  45, 
as  amended  by  T.  D.  3206,  a  new  paragraph  to  read  as  follows : 

(4)  Where  the  stock  with  roKtie^t  to  which  a  stock  dividend  is  declared  was 
purchased  at  difEereut  tluies  and  at  dlfft^rent  prices,  and  the  identity  of  the  lots 
can  or  can  not  he  determined,  hut  the  dividend  stock  issued  with  resi)ect  to  such 
stock  can  not  be  identifieil  as  having  been  issued  with  respect  to  any  {^articular 
lot  of  such  stock,  then  any  sale  of  such  dividend  stock  will  be  presumed  to  have 
been  made  from  the  stock  issue<l  with  respect  to  the  earliest  purchased  stock,  to 
the  amount  of  the  stock  dividend  chargeable  to  such  stock. 

D.  H.  Bi^4iR, 

Commissioner  of  Internal  Revenue. 
Approved  October  22,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury, 


Section  201,  Article  1547 :  Sale  of  stock  received  50-21-1969 

as  dividend.  T.  D.  3252 

(Also  Section  211,  Article  11.) 

income  taxes— revenue  act  of  1918— decision  of  court. 

1.  SuBTAx  OF  72  Per  Cent. — Confiscation  Within  ISIeaning  of  Fifth  Amend- 
ment TO  Constitution. 

A  graduated  income  tax  which  upplies  at  a  rate  of  72  per  cent  011 
a  portion  of  a  taxpayer's  net  income  and  at  an  average  rate  of  ;10 
I>er  cent  on  his  entire  net  income  is  not  confiscatory  within  the 
meaning  of  the  Fifth  Amendment  to  the  Constitution. 
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2.  PBOFiT  ON  Sale  of  Stock,  Which  Includes  in  Pakt  Stock  Received  as 

Stock  Dividend. 

Where  a  taxpayer  received  a  50  per  cent  stock  dividend  upon 
shares  of  stock,  part  of  which  were  purcliased  prior  to  Marcli  1, 
1913,  and  part  subsequent  thereto,  and  in  1918  sold  the  original 
certificates  held  on  March  1,  1913,  part  of  the  stock  purchased  after 
March  1,  1913,  and  part  of  the  stock  received  as  the  50  per  cent 
stock  dividend,  the  basis  for  computing  the  profit  from  such  sale 
shall  be  as  follows :  For  each  certificate  held  on  March  1,  1913,  two- 
thirds  of  Its  value  on  that  date ;  for  each  certificate  acquiretl  there- 
after, two-thirds  of  its  purchase  price;  and  upon  each  certificate 
for  stock-dividend  shares  If  Identified  as  issued  against  a  specified 
earlier  certificate,  one-third  of  the  value  on  March  1,  1913,  of  the 
stock  upon  which  the  dividend  was  declared  or  one-third  of  the  pur- 
chase price  of  the  stock  upon  which  the  dividend  was  declared,  as 
the  case  may  be.  If  the  stock  received  as  a  dividend  can  not  be 
identified  as  having  been  declared  upon  any  specific  lot  of  the  old 
stock,  the  sales  of  the  dividend  stock  should  be  applied  against  the . 
dividend  stock  chargeable  to  the  first  purchase  remaining  unsold 
when  the  stock  dividend  was  declared.     (See  T.  D.  3238.) 

Treasury  Department, 
OrncE  OF  Commissioner  of  Internal  Revenue, 

Washinffton^  Z>.  C. 

To  collectors  of  internal  revenue  and  others  concerned:  " 

The  appended  decision  of  the  United  States  District  Court  for 
the  Southern  District  of  New  York  in  the  case  of  Towne  v.  McElU- 
ffott^  acting  collector,  is  published  for  the  information  of  internal- 
revenue  oMcers  and  others  concerned. 

D.  H.  Blair, 
Comviissioner  of  Internal  Revenue. 
Approved :  Xovember  25,  1921. 

A.  W.  Mellon, 

Secretary  of  the  Treasury. 

Tnited  States  Distbict  Cottrt,  SorrHERN  District  of  New  York. 

Henry  R.   Toicne  against  Richard  J.  llcEVigott,  AcUnff  Collecfar  of  United 
States  Internal  Revenue  for  the  Third  District  of  the  State  of  New  York. 

This  case  arises  upon  demurrer  to  a  complaint  by  a  taxpayer  for  money  paid 
on  Income  taxes.  It  raises  two  questions :  First,  whether  the  profits  realized 
upon  the  sale  of  the  plaintiff's  shares  of  stock  were  correctly  computed ;  Seconal, 
whether  a  surtax  of  72  per  cent  on  such  profits  was  confiscatory. 

The  first  question  depends  upon  these  facts:  The  plaintiff  owned  shares  in 
a  corporation  before  March  1,  1913,  and  bought  other  shares  thereafter.  Later 
he  recelve<l  a  stock  dividend  of  50  per  cent  upon  aU  his  shares.  In  1918  he 
sold  some  of  bis  shares,  including  those  certificates  which  he  had  held  on 
March  1,  1913,  those  which  he  had  bought  later,  and  some  of  those  which  he 
had  received  as  a  stock  dividend.  The  tax  was  collecte<l  on  the  following 
basis:  The  plaintiff  was  charged  with  the  gross  sale  price  and  credited  on 
each  share  sold  with  the  average  cost  of  all  the  shares.  This  average  for  each 
share  was  computed  by  dividing  the  gross  cost  of  all  such  shares  by  the  num- 
ber of  the  shares,  including  the  shares  declared  as  a  stock  dividend.  The  plain- 
tiff argues  that  he  should  be  credited  with  the  actual  cost  of  each  certificate, 
computing  the  cost  of  the  shares  declared  as  a  stock  dividend  at  nothing.  Thus 
the  difference  between  the  parties  is  whether  in  estimating  the  taxpayer's  credit 
on  each  share  sold,  the  stock  dividend  shares  should  be  brought  into  hotch-pot 
with  the  shares  on  which  the  stock  dividend  was  declared. 

Learned  Hand,  D.  J. :  I  shall  take  up  the  second  point  first,  since  if  it  were 
sound  it  would  dispose  of  the  whole  case.  In  brief  it  comes  to  this,  that  a  tax 
of  72  per  cent  on  the  last  increment  of  the  piaintifTs  income,  and  a  tax  of  50 
per  cent  upon  his  whole  income,  is  confiscatory,  and  if  so,  void  under  the 
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Fifth  Amendment.  The  term  "confiscatory,"  when  so  nsed,  is  clearly  one  of 
degree,  becanse  literally  all  taxes  are  pro  tanto  confiscatory.  Except  as  it  Im- 
ports some  inequality  of  bunlen,  not  here  suggested,  It  can  mean  nothing  but 
that^  there  is  a  measure  to  the  amount  which  the  Government  may  seize  in 
taxes  for  its  own  purposes.  The  plaintiff  relies  on  certain  language  in 
Bnishaber  v.  Union  Pac.  Ry.,  240  U.  S.  1,  24,  25,  which,  broken  from  its  context, 
he  thinks  helps  his  contention.  The  meaning  of  that  language  is  only  that  there 
may  be  inequalities  in  the  rates  of  levy  great  enough  to  become  a  confiscation 
of  the  income  which  suffered  the  highest  rates.  The  Chief  Justice  identified 
possible  confiscation  with  a  tax  *^so  wanting  in  bases  for  classification  as  to 
produce  such  a  gross  and  patent  inequality  as  to  inevitably  lead  to  the  same 
conclusion,"  i.  e.,  the  conclusion  that  the  property  was  confiscated.  I  do  not 
read  this  language  as  giving  any  color  for  arguing  that  when  the  inequalities 
are  lawful  the  rates  may  be  confiscatory  as  a  whole,  nor  is  there  any  such  sug- 
gestion in  the  books  that  I  have  seen. 

In  fact,  our  war  taxes  are  not  out  of  relation  to  the  sums  levied  by  other 
civilized  nations  faced  with  the  same  exigencies  as  the  Great  War  imposed 
upon  us.  In  critical  perlotls  of  a  nation's  life  the  power  to  tax  may  be  necessary 
to  preserve  it,  and  perhaps  there  is  no  limit  beyond  which  it  may  not  subject 
the  property  within  its  reach  to  contribution.  '  I  need  not  go  so  far  as  that 
in  tjiis  case;  it  is  enough  that  the  powers  of  Congress  are  to  be  interpreted, 
not  by  dialectical  ingenuity  but  by  the  current  practices  of  nations  in  the 
exercise  of  similar  powers.  It  is  true  that  these  powers  are  limited  and 
that  those  limits  must  be  observed,  however  little  they  circumscribe  the 
analogous  powers  of  other  legislatures.  Yet  when  the  question  is  of  the  inter- 
pretation of  those  broad  counsels  of  moderation  contained  in  the  Fifth; 
Amendment,  we  must  interpret  the  limitations  themselves  with  an  eye  to  the 
practices  which  have  become  tolerated  elsewhere  among  civilized  nations. 
Were  it  not  so,  we  should  be  limited  forever  to  the  political  usages  of  1789, 
and  those  amendments  which  were  intended  to  protect  the  individual  against 
extravagant  or  invidious  discrimination  would  become  a  strait-jacket  upon  the 
Nation's  freedom. 

The  second  point  is  raised  by  Eisner  v.  Macomher,  252,  U.  S.  180,  and  must 
be  ruled  by  its  implications.  Under  the  doctrine  of  that  case  a  stock  dividend 
is  not  regarded  as  new  property  at  all.  The  old  certificate  represented  precisely 
the  same  property  as  the  old  and  new  do  thereafter.  The  old  shares  have 
proliferated,  as  it  were,  and  although  the  right  they  represented  has  now 
suffered  a  cellular  division  into  smaller  units  of  greater  number,  that  is  all 
that  has  happened.  In  view  of  this  it  seems  to  me  difficult  to  avoid  regarding  the 
old  and  new  shares  together  as  anything  more  than  the  evidence  of  a  right 
which  has  persisted  unchanged  through  the  declaration  of  the  dividend.  It 
might  have  been  possible  to  look  at  the  new  shares  as  declared  from  the  surplus 
and  the  surplus  as  not  included  in  the  old  shares  (at  least  not  in  the  same 
sense  as  the  new  shares  comprise  it),  but  all  such  notions  were  expressly 
repudiated  in  the  prevailing  opinion.  If  so,  each  of  the  new  shares  whether 
contained  in  the  old  or  the  new  certificates  represents  a  part  of  the  original 
property  purchased  and  in  selling  the  first  certificate  the  stockholder  has  not 
sold  the  whole  of  what  he  originally  bought  and  should  not  be  credited  with 
the  whole  purchase  price.  Judge  Hose,  in  Safe  Deposit  etc.  Co.  v.  Miles  (273 
Fed.  822),  has  adopted  the  same  theory  of  computing  an  income  tax  in  a 
stronger  case.  There  the  plaintiff  sold  some  "  rights"  declared  upon  his  stock, 
and  Judge  Rose  computed  his  profit  in  substantially  the  same  way  as  I  suggest 
here. 

The  plaintiff  answers  this  argument  by  saying  that  if  so,  all  shares  at  any 
time  held  by  a  stockholder  must  be  brought  into  hotchpot  and  averaged.  X 
scarcely  think  that  consistency  requires  me  to  go  ^far.  The  law  may,  and 
!n  fact  does,  recognize  an  identity  in  every  share  which  can  indeed  be  traced  upon 
the  books  of  the  company,  at  least  until  certificates  are  consolidated  and  later 
subdivided.  The  purchase  of  a  number  of  shares  can  be  earmarked  by  the 
certificate  and  it  is  an  enormous  convenience  to  keep  the  purchase  separate. 
Yet  it  is  possible  and  consistent  when  new  shares  are  declared  to  attribute 
them  ratably  In  subdivision  of  those  already  issued.  They  are  not  so  entered 
on  the  books,  it  is  true,  but  the  books  are  not  kept  in  accordance  with  the 
underlying  doctrine  of  Eisner  v.  Macomher,  supra,  in  any  event.  At  least  the 
earlier  certificates  need  not  lose  their  separate  identity  because  new  shares 
are  filiated  to  them  in  proper  proportion. 
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An  illuBtration  will  make  clear  what  I  mean.  Snppoae  a  man  has  certificate 
A  for  100  shares  bought  at  $100,  certificate  B  for  100  bought  at  $150,  and  cer- 
tificate C  for  100  bought  for  $200.  Suppose,  further,  that  a  stock  dividend  of 
50  per  cent  is  declared  and  he  gets  one  certificate  D  for  150  shares  without 
paying  anything.  If  he  sells  certificate  A  he  would  be  deemed  to  aeU  not  the 
whole  of  his  first  purchase  but  only  two-thirds  of  it,  and  he  could  credit  Mm- 
self  with  only  $6,666.  If  he  sold  certificate  B  he  would  credit  himself  with 
$10,000,  and  if  certificate  O  with  $13,333.  If  he  sold  certificate  D  he  could 
credit  himself  with  $15,000,  made  up  of  $3,333  from  his  first  purchase,  $5,000 
from  his  second,  and  $6,666  from  his  third.  If,  on  the  other  hand,  he  sold  only 
a  part  of  certificate  D,  some  arbitrary  rule  of  apportionment  most  be  adopted 
allocating  the  shares  sold  among  his  purchases.  The  most  natural  analogy  is 
with  payment  upon  an  open  account,  where  the  law  has  always  allocated  the 
earlier  payments  to  the  earlier  debts  in  the  absence  of  a  contrary  intention. 
Accordingly,  if  all  the  new  shares  were  not  sold  at  once,  I  think  the  first  sales 
would  be  attributed  to  the  first  purchases  still  remaining  unsold  when  the  stock 
dividend  was  declared.  I  do  not  see  that  this  method  will  result  in  confusion 
in  its  application,  and  It  carries  into  effect  the  underlying  theory  of  EUner  y. 
Afacomber^  supra. 

The  tax  at  bar  was  not  computed  quite  in  this  way,  because  all  the  purchases 
before  the  declaration  of  the  stock  dividend  were  brought  into  hotchpot.  Thi&. 
I  think,  was  inconsistent  with  the  theory  of  the  identity  of  the  shares  involved 
In  each  purchase.  It  must,  therefore,  be  recalculated,  which  the  parties  have 
kindly  consented  to  do  If  they  are  told  the  rule.  The  credits  will  l>e  computed 
as  follows :  Upon  each  certificate  held  on  March  1,  1913,  two-thirds  its  value  on 
that  day,  i.  e.,  $230.  Upon  each  certificate  bought  at  $100,  $66f .  Upon  each 
certificate  for  stock  dividend  shares  if  Issued  against  any  specified  earlier  cer- 
tificate the  same  credit  per  share  as  the  shares  of  that  certificate. .  If  the  certifi- 
cate of  new  shares  is  not  so  ear-marked,  or  if  but  one  certificate  waa  issued  for 
the  new  shares,  then  credit  will  be  allowed  of  two-thirds  the  value  of  the  shares 
on  March  1,  1913,  until  half  the  number  of  shares  have  been  sold  which  the 
plaintiff  held  on  March  1,  1913,  and  retained  the  stock  dividend. 

The  formal  disposition  of  the  demurrer  will  depend  upon  thia  calculation. 
If  the  tax  is  less  than  that  collected  the  demurrer  will  be  overruled  and  the 
plaintiff  will  take  Judgment  for  the  difference ;  if  it  is  greater,  or  the  same,  the 
demurrer  will  be  sustained  and  the  complaint  dismissed  with  costs. 


Section   201,   Article   1548:  Distribution   in  33-21-176T 

liquidation.  T.  D.  3206 

Articles  *  ♦  *  1548  •  *  ♦  of  Regulations  45  (1920  edi- 
tion) ai'e  hereby  amended    •     ♦    *. 

Abt.  1548.  Di8irihuiUm  in  liquidation. — So-called  liquidation  or  dlssolation 
dividends  are  not  dividends  within  the  meaning  of  the  statute,  and  amounts  so 
distributed,  whether  or  not  including  any  surplus  earned  since  February  28, 
1913,  are  to  be  regarded  as  payment  for  the  stock  of  the  dlssidved  corporation. 
Any  excess  so  received  over  the  cost  of  his  stock  to  the  stockhoid^  constitutes 
income  to  such  stockholder.  However,  if  such  stock  was  acquired  prior  to 
March  1,  1913,  and  the  fair  market  value  as  of  such  date  was  greater  than  the 
cost  but  less  than  the  amount  so  distributed,  the  taxable  income  is  the  excess 
over  such  fair  market  value  of  the  amount  received,  but  no  gain  is  recognised 
if  the  amount  received,  although  more  than  cost,  is  less  than  the  fair  market 
value  of  the  stock  on  March  1, 1913.^  A  distribution  in  liquidation  of  the  assets 
and  business  of  a  corporation,  whicH  is  a  return  to  the  stockholder  of  the  value 
of  his  stock  upon  a  surrender  of  his  interest  in  the  corporation,  is  distingruish- 
able  from  a  dividend  paid  by  a  going  corporation  out  of  current  earnings  or 
accumulated  surplus  when  declared  by  the  directors  in  their  discretion,  which 
is  in  the  nature  of  a  recurrent  return  upon  the  stock. 
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Section  201,  Article  1548:  Distribution  in  36-21-1797 

liquidation.  Sol.  Op.  115 

(Also  Section  202,  Article  1568.) 

INCOME  TAX— SECTIONS  201(c)  AND  a02(a)  AND  (b),  REVENUE  ACT  OF  191S. 

Capital  Gain — ^Partial  Liquidation — Consolidation  of  National  Banks. 

Where  two  or  more  national  banks  are  consolidated,  under  the  Act  of 
November  7.  1918  (40  Stat.  1043),  each  constituent  bank  contributing 
capital,  surplus  and  undivided  profits  in  an  aggregate  amount  less  than  its 
existing  capital,  surplus  and  undivided  profits,  the  remaining  capital,  sur- 
plus and  undivided  profits  of  each  constituent  bank  being  liquidated  by 
trustees  and  the  proceeds  thereof  distributed  pro  rata  among  the  stock- 
holders thereof,  so  that  each  stockholder  of  a  constituent  corporation 
receives  from  the  consolidated  corporation  new  shares  of  stock  therein 
upon  surrender  of  his  old  shares  and  also  receives  from  his  trustees  his 
pro  rata  share  of  the  proceeds  of  the  noncontributed  assets  when  liqui- 
dated, such  stockholder,  if  he  acquired  the  stock  on  or  after  March  1, 1913, 
is  required  to  pay  both  normal  tax  and  surtax  on  (1)  his  share  of  the  pro- 
ceeds of  the  liquidated  assets  in  excess  of  the  cost,  of  that  portion  of  his 
old  stock  representing  the  capital  assets  so  liquidated:  and  (2)  any  profit 
derived  from  the  sale  of  his  new  stock,  such  profit  to  be  computed  by  de- 
ducting from  the  selling  price  of  the  new  stock  the  cost  of  that  part  of  the 
old  stock  represented  by  the  new  stock  which  he  sold.  If  the  old  stock 
was  acquired  prior  to  March  1,  1913,  however,  any  gain  accrued  prior  to 
that  date  is  not  taxable. 

Opinion  is  requested  as  to  the  application  of  the  income-tax  pro- 
visions of  the  Revenue  Act  of  1918,  to  the  stock  and  trustee  certilS- 
cates  received  by  the  stockholders  of  the  M  National  Bank  and  the  N 
National  Bank  at  the  time  of  the  consolidation  of  those  banks  in  1919. 

It  appears  that  under  the  terms  of  an  agreement  formally  executed 
in  1919,  and  xmder  the  authority  of  an  Act  of  Congress  entitled  '*  An 
Act  to  provide  for  the  consoliaation  of  National  Banking  Associa- 
tions''  approved  November  7,  1918  (40  Stat.,  1043),  the  two  banks 
were  consolidated  in  1919,  under  the  title  and  charter  of  the  O  National 
Bank.  Although  a  similar  combination  of  corporations  other  than 
national  banks  would  probably  be  termed  a  merger,  the  term  consoli- 
dation has  been  used  by  Congress,  by  the  b^tnfe,  and  by  the  Comp- 
troller of  the  Currency.  Each  constituent  bank  contributed  to  the 
consolidated  bank  2\x  dollars  capital,  2^x  dollars  surplus,  and  x  dollars 
undivided  profits,  and  also  sufficient  assets  to  pay  their  known  debts, 
the  imknown  debts  being  assumed  by  the  consolidated  bank.  The 
consolidated  bank,  therefore,  had  5x  dollars  capital,  bx  dollars  surplus, 
and  2x  dollars  undivided  profits.  Under  the  agreement,  which  was 
duly  ratified  by  the  stockholders  and  approved  by  the  Comptroller  of 
the  Currency,  lOOy  shares  of  stock  of  the  consolidated  bank,  par  value 
of  $100  each,  were  apportioned  to  each  of  the  constituent  banks  and 
issued  by  the  consolidated  bank  to  the  shareholders  of  the  constituent 
banks  pro  rata  upon  the  surrender  of  their  certificates  of  stock  in  those 
banks.  Since  tne  capital  stock  of  the  M  National  Bank  comprised 
240y  shares,  par  value  $100  each,  and  the  N  National  Bank  400j/ 
shares  of  the  same  par  value  each  stockholder  of  the  former  received 
5  shares  of  new  stocK  for  12  shares  of  old,  while  each  stockholder  of  the 
latter  received  1  share  of  new  stock  for  4  shares  of  old. 

The  agreement  of  consolidation  also  provided  that  the  remaining  or 
noncontributed  assets  of  each  constituent  bank  should  be  transferred 
to  separate  trustees  chosen  by  the  directors  of  each  bank  independ- 
^itly,  to  be  liquidated  independently  and  the  proceeds  in  each  case 
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applied  (1)  to  pay  the  expenses  of  the  trust;  (2)  to  pay  to  the  consoli- 
dated bank  the  excess,  if  any,  of  unknown  or  af ter-aiscovered  debts  of 
one  constituent  bank  over  those  of  the  other  in  order  to  preserve 
equality  of  contributions;  and  (3)  to  distribute  the  balance  pro  rata 
among  the  shareholders  of  the  constituent  banks.  There  were  thus  ^ 
two  separate  and  independent  trusts.  Each  g[roup  of  trustees  repre-  ^ 
sented  the  shareholders  of  one  of  the  constituent  banks  and  any 
vacancy  in  the  office  of  trustee  was  to  be  filled  by  the  other  members  of 
that  trust  subject  to  the  approval  of  the  holders  of  the  trust  certificates 
which  were  issued  to  evidence  the  title  of  the  shareholders  in  the  dis- 
tributive assets. 

The  nature  and  effect  of  this  consolidation  were  thus  described  by 
the  Comptroller  of  the  Treasury  in  a  letter  to  the  Commissioner  of 
Internal  Kevenue: 

When  two  national  banks  are  conBolidated  neither  hank  is  placed  in  liquidation, 
hilt  the  continuing  bank  is  the  successor  of  the  two  banks  that  were  consolidated. 
In  this  case  the  consolidation  was  effected  under  the  title  and  charter  of  the  O  National 
Bank,  and  the  O  National  Bank  represents  the  M  National  Bank  just  as  fully  as  it 
represents  tlie  N  National  Bank. 

This  office  advised  the  O  National  Bank  that  in  making  report  of  eamings  and 
dividends  for  June  30, 1919,  they  must  cover  the  entire  six  months  period  from  January 
1, 1919,  to  June  30, 1919,  and  the  earning  and  di\'idend  return  of  tneO  National  Bank 
was  made  on  this  basis.  Immediately  prior  to  the  consolidation  of  these  two  banks 
a  portion  of  the  assets  of  each  bank  were  withdrawn  and  trusteed  for  the  benefit  of 
the  shareholders  of  the  banks  of  record  at  that  period.  The  trustees  who  took  over 
the  property  transferred  to  them  by  the  M  National  Bank  were  not  trustees  of  the 
M  bank  ana  in  no  way  represented  such  bank,  they  were  merely  trustees  for  certain 
assets  of  the  M  National  Bsmk  transferred  to  its  shareholders  prior  to  the  consolida- 
tion. In  like  manner,  the  tnistees  to  whom  the  assets  of  the  N  National  Bank  were 
trusteed,  were  not  in  any  way  trustees  of  the  N  National  Bank. 

Section  201(c)  of  the  Revenue  Act  of  1918  provides  in  part: 

*  *  *  Amounts  distributed  in  the  liquidation  of  a  corporation  shall  be  treated 
as  payments  in  exchan^  for  stock  or  shares,  and  any  gain  or  profit  realized  thereby 
shall  oe  taxed  to  the  distributee  as  other  gains  or  profits. 

Section  202  of  the  statute  provides  in  part: 

(a)  That  for  the  piupoee  of  ascertaining  the  gain  derived  or  losS'Sustained  from  the 
sale  or  other  disposition  of  property,  real,  personal  or  mixed,  the  basis  shall  be — 

(1)  In  the  case  of  property  acquired  before  March  1,  1913,  the  fair  market  price 
or  value  of  such  property  as  of  that  date;  and 

(2)  In  the  case  of  property  acquired  on  or  after  that  date,  the  cost  thereof;  <Hr  the 
inventory  value,  if  the  inventory  is  made  in  accordance  with  section  203. 

(6)  When  property  is  exchanged  for  other  property,  the  property  received  in 
exchange  shall  for  the  purpose  of  determining  gain  or  loss  be  treated  as  the  equivalent 
of  cash  to  the  amount  of  its  fair  market  value,  if  any;  hut  when  in  connection  with  the 
reoraanization,  merger ^  or  comolidation  of  a  corj)oration  a  person  receives  in  place  of 
stock  or  securities  owned  by  him  new  stock  or  securities  of  no  greater  aggreaale  par  or  face 
value,  no  gain  or  loss  shall  be  deemed  to  occur  from  the  exchange,  ana  the  neto  stoaa  or 
securities  received  shall  be  treated  as  taking  the  place  of  the  stock,  securities,  or  property 
exchanged. 

Article  1548  of  Regulations  45  provides: 

So-called  liquidation  or  dissolution  dividends  are  not  dividends  within  the  meaning 
of  the  statute,  and  amounts  so  distributed,  whether  or  not  including  any  surplus 
earned  since  Febniary  28,  1913,  are  to  be  regarded  as  payments  for  the  stock  of  tiie 
dissolved  corporation.  Any  excess  so  received  over  the  cost  of  his  stock  to  the  stock- 
holder, or  over  its  fair  market  vfldue  as  of  March  1,  1913,  if  acquired  pri(Mr  thereto,  is 
a  taxable  profit.  A  distribution  in  liquidation  of  the  assets  and  business  of  a  cor- 
poration, which  is  a  return  to  the  stockholder  of  the  value  of  his  stock  upon  a  surrender 
of  his  interest  in  the  corporation,  is  distinguishable  from  a  dividend  paid  by  a  going 
corporation,  out  of  current  eamings  or  accumulated  surplus  when  declared  by  the 
directors  in  their  discretion,  which  is  in  the  nature  of  a  recurrent  return  upon  the 
stock. 
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The  second  sentence  of  this  article  is  modified  by  the  effect  of 

the  decision  of  the  Supreme  Court  in  Goodrich  v.  Edtoards  (published 

in  Bulletin  16-21),  wnen  stock  is  acquired  prior  to  March  1,  1913, 

//j^      *^d  sold  after  that  date  for  more  than  cost  and  more  than  liie  fair 

M      market  value  on  that  date,  the  taxable  sain  is  the  excess  over  the 

fair  market  value  as  of  March  1,  1913,  of  the  amount  received. 

It  appears  that  the  constituent  banks  were  not  dissolved  but 
continued  in  business  as  a  consolidated  association.  There  was, 
however,  a  partial  liquidation  of  the  assets  of  each  of  the  constituent 
banks.  For  example,  the  holder  of  M  National  Bank  stock  received 
on  surrender  thereof  stock  of  the  consohdated  bank  at  the  rate  of 
five  shares  of  new  stock  for  12  shares  of  old.  He  also  received, 
not  from  the  consolidated  bank,  but  from  his  own  trustees,  a  certifi- 
cate evidencing  his  interest  in  the  noncontributed  assets  of  the  M 
National  Bank.  In  other  words,  part  of  his  stock  interest  in  the 
M  bank  was  continued  in  the  same  business  though  in  another  form 
and  the  remainder  of  his  stock  interest  was  Uquidated.  It  appears 
that  five-twelfths  of  his  stock  interest  was  continued  in  busmess 
and  seven-twelfths  liquidated.  Likewise  it  appears  that  three- 
twelfths  of  the  stock  mterest  of  a  stockholder  of  the  N  Nationcd 
Bank  was   continued   in   business   and  nine-twelfths  liquidated. 

On  receiving  his  share  of  the  proceeds  of  this  partial  liquidation 
a  shareholder  must  pay  normal  tax  and  surtax  on  ^^any  gain  or 

{irofit  realized  thereby.  (Section  201(c),  Revenue  Act  of  1918.) 
f  the  stock  of  the  constituent  bank  was  acquired  before  March  1, 
1913,  and  its  fair  market  value  as  of  that  date  was  greater  than  its 
cost,  the  shareholder  is  taxable  on  the  difference  between  his  share 
of  the  proceeds  of  the  partial  liquidation  and  the  fair  market  value 
as  of  March  1,  1913,  of  that  portion  of  his  stock  representing  the 
capital  assets  so  liquidated,  but  if  the  proceeds  of  the  liquidation  did 
not  exceed  the  March  1,  1913,  value  of  such  portion  of  his  stock, 
there  was  no  taxable  sain. 

Under  section  202  (bj  of  the  statute,  since  each  shareholder  received 
new  stock  of  the  consolidated  bank  of  no  greater  par  value  than  the 
old  stock  which  he  surrendered  in  exchange,  "no  gain  or  loss  shall 
be  deemed  to  occur  from  the  exchange  and  the  new  stock  *  *  * 
shall  be  treated  as  taking  the  place  of  the  stock  *  *  *  ex- 
changed.'' So  far  as  the  new  shares  of  stock  are  concerned,  there- 
fore, there  is  nothing  upon  which  the  tax  can  be  computed  imtil 
there  has  been  a  sale.  When  a  sale  occurs  any  profit  received  would 
be  subject  to  both  normal  tax  and  surtax.  If  the  old  stock  was 
acquired  before  March  1,  1913,  and  its  fair  market  value  as  of  that 
date  was  greater  than  its  cost,  such  profit  would  be  the  difference 
between  the  selling  price  of  the  new  stock  and  the  fair  market  value 
as  of  March  1,  1913,  of  that  part  of  the  old  stock  represented  by 
the  new  stock,  but  if  the  selling  price  of  the  new  stock  should  not 
exceed  the  March  1,  1913,  value  of  such  portion  of  his  old  stock, 

J  there  would  be  no  taxable  gain.  In  cases  where  the  old  stock  was 
acquired  after  March  1,  1913,  profits  derived  from  either  the  partial 
liquidation  of  the  old  stock  or  the  sale  of  new  stock  would  be  com- 
puted on  the  cost  of  the  old  stock. 

It  is  held  that  where  two  or  more  national  banks  are  consohdated, 
under  the  Act  of  November  7,  1918  ^40  Stat.  1043),  each  constituent 
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bank  contributing  capital,  surplus  and  undivided  profits  in  an  abro- 
gate amount  less  than  its  existing  capital,  'surplus  and  undivided 
profits,  the  remaining  capitiil,  surplus  and  undivided  profits  of  each 
constituent  bank  bemg  liquidated  by  trustees  and  the  proceeds 
thereof  distributed  vro  rata  among  the  stockholders  thereof,  so  that 
each  stockholder  oi  a  constituent  corporation  receives  from  the 
consohdated  corporation  new  shares  of  stock  therein  upon  surrender 
of  his  old  shares  and  also  receives  from  his  trustees  his  pro  rata  share 
of  the  proceeds  of  the  noncontributed  assets  when  liquidated,  such 
stockholder,  if  he  acquired  the  stock  on  or  after  March  1,  1913,  is 
required  to  pay  both  normal  tax  and  surtax  on  (1)  his  share  of  the 
proceeds  of  the  liquidated  assets  in  excess  of  the  cost  of  that  portion 
of  his  old  stock  representing  the  capital  assets  so  hquidated  and 
(2)  any  profit  derived  from  the  sale  of  his  new  stock,  such  profit  to 
be  computed  by  deducting  from  the  selling  price  of  the  new  stock 
the  cost  of  that  part  of  the  old  stock  represented  by  the  new  stock 
which  he  sold.  If  the  old  stock  was  acquired  prior  to  March  1,  1913, 
however,  any  gain  accrued  prior  to  that  date  is  not  taxable. 

Carl  A.  Mapes, 
Solicitor  of  iTdemal  Revenue. 


Section  201,  AsncxE  1649:  Distribution  from  33-21-1767 

depletion  or  depreciation  reserve,  T.  D.  3206 

Articles  •  *  ♦  1549  *  *  *  of  Regulations  46  (1920  edi- 
tion) are  hereby  amended    •     *     *. 

Akt.  1549.  Distribution  from  depietioth  or  depreciatiofi  reserve. — A  reserve 
Mct  up  out  of  gross  income  by  a  corporation  and  maintained  for  tlie  purpose  of 
uiakiiiji:  good  any  loas  of  capital  assets  on  account  of  depletion  or  depreciation 
is  not  a  part  of  its  surplus  out  of  which  ordinary  dividends  may  be  paid.  A 
distribution  made  from  such  a  reserve  will  be  considennl  a  liquidating  dividend 
and  will  constitute  income  to  a  stockholder  to  the  extent  that  the  amount  so 
received  is  in  excess  of  the  cost  of  his  shares  of  stock.  If  such  stock  were 
acquired  prior  to  March  1,  1013,  and  the  fair  market  value  as  of  such  date 
was  jjreater  than  the  cost  thereof  and  loss  than  the  amount  received,  the 
income  which  is  taxable  is  the  excess  over  such  market  value  of  the  amount  re- 
ceived, but  no  gain  is  recognized  if  the  amount  received  is  more  than  the  cost 
hut  less  than  the  fair  market  value  of  the  stock  on  March  1,  1913.  No  dis- 
tribution, however,  will  be  deeme<l  to  have  been  made  from  such  a  reserve 
except  to  the  extent  that  the  amount  paid  exceeds  the  surplus  and  undivided 
profits  of  the  corporation.  In  general,  any  distribution  made  by  the  corpora- 
tion other  than  out  of  earnings  or  profits  accumulated  since  February  28,  1913, 
Is  to  be  reganled  as  a  return  to  the  stockholder  of  part  of  the  capital  rei>- 
resented  by  his  shares  of  stock,  and  upon  a  subsequent  sale  of  such  stock  his 
gain  will  be  the  excess  of  the  selling  price  over  the  cost  of  the  stock  after  ap- 
plying on  such  cost  the  amount  of  such  capital  distribution.  However,  if  such 
shares  were  acquired  prior  to  March  1,  1913,  and  the  fair  market  value  as  of 
such  'date  was  greater  than  the  cost  thereof  after  applying  on  such  cost  ami 
value  the  amount  of  any  such  capital  distribution,  and  was  less  than  the  sum 
receive<l  in  distribution,  the  amount  which  is  taxable  is  the  excess  over  sucii 
value  of  the  sum  received  in  distribution.  But  no  gain  is  recognized  if  the 
amount  i-eceived  is  more  than  the  cost  but  less  than  the  fair  market  value 
of  the  stock  on  March  1,  1913,  after  the  amount  of  any  such  capital  distriba- 
tlon  is  applied  to  such  cost  and  value. 
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SECTION  202.— BASIS  FOR  DETERMINING  GAIN 

OR  LOSS. 

Section  202,  Article  1561 :  Basis  for  determin-  33^21-1767 

ing  gain  or  loss  from  sale.  T.  D.  3206 

Articles  *  ♦  *  1561  *  *  *  of  Rsgulations  45  (1920  edi- 
tion) are  hereby  amended    ♦     ♦     ♦. 

Abt.  1561.  Ba^is  for  determining  gain  or  losa  from  sale. — For  the  purpose  of 
ascertaining  the  gain  or  loss  from  the  sale  or  exchange  of  property  the  basis 
is  the  cost  of  such  property,  or  if  acquired  on  or  after  March  1,  1913,  its  cost 
or  its  approved  inventory  value.  But  in  the  case  of  property  acquired  before 
March  1,  1913,  wheii  its  fair  market  value  as  of  that  date  is  In  excess  of  its 
cost,  the  gain  which  is  taxable  is  the  excess  of  the  amount  realized  therefor 
over  such  fair  market  value.  Also  in  the  case  of  property  acquired  before  March 
1,  1913,  when  its  fair  market  value  as  of  that  date  is  lower  than  its  cost,  the 
deductible  loss  is  the  excess  of  such  fair  market  value  over  the  amount  realizeil 
therefor.  No  gain  or  loss  is  recognized  in  the  case  of  property  sold  or  exchangeil 
(a)  at  more  than  cost  but  at  less  than  its  fair  market  value  as  of  March  1, 
1913,  or  (b)  at  less  than  cost  but  at  more  than  its  fair  market  value  as  of 
March  1,  1913.  In  any  case  proper  adjustment  must  be  made  for  any  deprecia- 
tion or  depletion  sustained.  What  the  fair  market  value  of  property  was  on 
March  1,  1913,  is  a  question  of  fact  to  be  established  by  any  evidence  which  will 
reasonably  and  adequately  make  it  appear.  As  to  inventories  see  section  203 
of  the  statute  and  articles  1581-1588.  The  fair  market  value  as  of  March  1, 
1913,  has  no  bearing  ou  the  determination  of  the  invested  capital  of  a  corpora- 
tion for  the  purpose  of  the  war  profits  and  excess  profits  tax.  See  section 
326  and  article  831. 

Section  202,  Article  1561:  Basis  for  deter-  37-21-1810 

mining  gain  or  loss  from  sale.  O.  D.  1026 

(Also  Section  214(a)8,  Article  162.) 

In  1920  A  sold  a  two-story  flat  which  he  had  purchased  before 
1913.  Until  the  date  of  the  sale  he  had  occupied  the  lower  portion 
as  a  dwelling,  the  upstairs  flat  being  rented.  He  inquires  wnether, 
in  computing  the  profit  on  the  sale,  there  should  be  added  to  the 
selling  price  depreciation  to  the  date  of  sale. 

The  gain  to  oe  reported  is  the  difference  between  the  cost  of  the 
property,  less  depreciation  sustained,  and  the  selling  price,  unless  the^ 
cost  was  less  than  its  fair  market  value  on  March  1,  1913,  in  which 
case  the  gain  to  be  reported  would  be  the  difference  between  its  value 
on  March  1,  1913,  and  the  selling  price,  proper  adjustment  bein<^ 
made  for  depreciation.  The  amount  representing  depreciation  to  be 
added  to  the  selling  price  is  that  sustained  on  the  portion  of  the 
property  used  for  rental  purposes.  No  depreciation  may  be  con- 
sidered with  respect  to  that  portion  of  the  property  used  for  residential 
purposes  by  the  taxpayer. 


Section   202,   Article    1561:  Basis   for    deter-  38-21-1825 

mining  gain  or  loss  from  sale.  O.  D.  1035 

The  following  illustrations  are  given  for  the  purpose  of  clarifying 
the  rule  bearing  on  the  determination  of  gain  or  loss  resulting  from 
the  subsequent  sale  or  other  disposition  of  property  acquirea  prior 
to  March  1,  1913: 

In  the  case  of  property  acquired  before  March  1,  1913,  when  its 
fair  market  value  as  of  that  date  is  in  excess  of  its  cost,. the  taxable 
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gain  is  the  excess  of  the  amount  realized  therefor  oyer  such  fair 
market  value. 


Cost. 


I  Falrmar- 

'  ket  value 

,  March  1, 

'  1913. 


SIO^OOO  I        $15,000 


Sale  prtoe. 


taOjOOO 


Taxable  gain. 


$ri,ooo. 

Excess  of  amount  realised  over  fair  market  value  as  at  March  1, 
1913.    Gain  accruing  prior  to  March  1, 1913,  not  taxable. 


^ 


In  the  case  of  property  acquired  before  March  1,  1913,  when  its 
fair  market  value  as  of  that  date  is  lower  than  its  cost,  the  deductible 
loss  is  the  excess  of  such  fair  market  value  over  the  amount  realized 
therefor. 


Cost. 

Fair  mar- 
ket value 
March  1, 
1913. 

Sale  price. 

Deductible  loss. 

110,000 

IN  000 

13.000 

•2,000. 

Excess  of  fair  market  value  over  amount  realised.    Loss  acrmiiig 
prior  to  March  1, 1913,  not  deductible. 

No  gain  or  loss  is  recognized  in  the  case  of  property  acquired 
before  march  1,  1913,  and  sold  or  disposed  of  at  more  than  cost 
but  at  less  than  its  fair  market  value  as  of  that  date. 


Cost. 


tlO,000 


Fair  mar- 
ket value 
March  1, 
1913. 


$30,000 


Sale  price. 


$20,000 


No  taxable  gain  or  deductible  loss.  Reason:  A  gain  on  whok 
transaction,  which  gain  is  attributable  to  period  prior  to  Maxdi 
1, 19L3. 


No  gain  or  loss  is  recognized  in  the  case  of  property  acquired 
before  March  1,  1913,  and  sold  or  disposed  of  at  less  than  cost  but 
at  more  than  its  fair  market  value  as  of  that  date.  • 


Cost. 


$10,000 


Fair  mar- 
ket value 
March  1, 
1313. 


$3,000 


Sale  price. 


$5,000 


No  taxable  gain  or  deductible  loss.  Reason:  A  loss  on  whole 
transaction,  which  loss  is  attributable  to  period  prior  to  Mardi 
1, 1913. 


Where  the  cost  is  equal  to  or  greater  than  the  fair  market  value 
as  at  March  1,  1913,  and  the  selling  price  exceeds  the  cost,  the 
taxable  gain  is  the  excess  of  the  selling  price  over  the  cost.. 


Cost. 

Fair  mar- 
ket value 
March  1, 
1913. 

Sale  price. 

Taxable  gain. 

$10,000 

$5,000 

$20,000 

$10,000. 

Reason:  Gain  on  wholo  transa'^tion,  all  of  which  is  attributable  to 
period  subsequent  to  March  1, 1913. 
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Where  the  fau*  market  value  as  at  March  1,  1913,  is  greater  than 
the  cost  and  th&««6ellin^  price  is  less  than  the  cost,  the  deductible 
loss  is  the  amount  by  which  the  cost  exceeds  the  selling  price. 


Cost. 


$10,000 


Fair  mar- 
ket value 
March  1, 
1913. 


$15,000 


Sale  price. 


Deductible  loss. 


$5,000 


$5,000. 

Reason:  Loss  on  whole  transaction,  all  of  v^hich  is  attributable  to 

period  subsequent  to  March  1,  1913.    Only  actual  loss  sustained 

deductible. 


No  attempt  has  been  made  to  show  adjustment  for  depreciation 
or  depletion  sustained  as  required  by  article  1561  of  Regulations  45, 
in  case  of  property  subject  to  depreciation  or  depletion  allowances. 
For  a  definition  of  the  word  "cost"  as  used  herein  with  regard^  to 
property  acquired  prior  to  March  1,  1913,  by  gift,  bequest,  devise, 
or  descent,  attention  is  directed  to  article  1562,  Regulations  45,  as 
amended  by  Treasury  Decision  3206  (C.  B.  5,  p,  55) • 


J 


Section  202,  Article  1561:  Basis  for  deter- 
mining gain  or  loss  from  sale.  « 


42-21-1868 
O.  D.  1064 


A  new  company  was  incorporated  for  the  sole  purpose  of  acquiring 
and  liauidating  the  assets  of  a  corporation  in  bankruptcy.  The  assets 
of  the  Dankrupt  corporation  were  put  up  for  sale  and  the  creditors  bid 
in  the  property.  No  cash  was  paid  to  the  trustee,  the  creditors  sur- 
rendermg  their  claims  in  exchange  for  the  property.  Subsequently, 
the  property  so  acquired  was  turned  over  by  the  creditors  to  the  new 
corporation  in  consideration  of  the  issuing  to  them,  in  proportion  to 
the  amoimt  of  their  respective  claims,  shares  of  stock  and  bonds. 
The  creditors  were  the  sole  bondholders  and  stockholders.  The  new 
corporation  carried  on  no  active  business. 

Held,  that  the  new  corporation  is  not  exempt  from  taxation  and 
must  file  returns  of  income.  ^ 

Held  further,  that  for  the  purpose  of  computing  gain  or  loss  to  the   • 
corporation  upon  a  sale  of  its  assets,  the  cost  of  the  original  property 
is  tne  fair  market  value  of  the  bonds  plus  the  fair  market  value  of   . 
the  stock  at  the  time  of  the  exchange.     If  the  stock  and  bonds  had   > 
no  market  value,  the  actual  intrinsic  value  of  the  assets  of  the  com-    . 
pany,  including  intangibles  at  the  given  date,  should  be  determined;    t 
the  iiabilitites,  not  including  the  bonds,  should  be  deducted  and  the 
resulting  net  worth  would  be  the  value  of  all  the  stock  and  bonds. 
The  value  of  the  individual  stocks  and  bonds  should  be  ascertained 
by  taking  the  total  net  worth  found  as  stated  above  and  proportioning 
it  to  the  stock  and  bonds  in  the  ratio  of  the  total  amount  of  stocK 
to  the  total  amount  of  bonds.     The  value  of  an  individual  share  of 
stock  or  an  individual  bond  may  be  found,  provided  that  bonds  and 
stock  are  respectively  of  the  same  issue  and  nave  the  same  par  value, 
by  dividing  the  total  amount  of  stock  by  the  number  of  shares,  and 
the  total  amoimt  of  the  bonds  by  the  number  of  bonds. 
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Section  202,  Article  1561:  Basis  for  deter-  46-21-1903 

mining  gain  or  loss  from  sale.  A.  R.  R.  667 

Hecoinmendec],  that  the  action  of  the  Income  Tax  Unit  in  disal- 
lowing the  M  Company  and  its  affiliated  companies  a  deductible 
loss  in  the  taxable  year  1920,  based  on  the  claimed  market  value  as 
of  March  1,  1913,  of  certain  stock  acquired  prior  to  March  1,  1913, 
and  sold  in  the  year  1920,  be  sustained  and  that  the  allowable 
deduction  be  determined  by  the  difference  between  the  cost  of  this 
stock  and  its  selling  price. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  and  affiliated  companies  from  the  action  of  the  Income  Tax 
l^nit  in  denying  the  appellant  a  loss  in  the  taxable  year  1920,  on  the 
sale  of  certain  stock  based  on  alleged  value  as  of  March  1,  1913,  said 
stock  having  been  acquired  prior  thereto. 

The  M  Company  was  the  owner  of  3iy  shares  of  stock  in  the  O 
Company  of  which  3y  shares  were  purchased  prior  to  March  1,  1913, 
and  iy  shares  were  purchased  subsequent  to  that  date,  all  at  a  cost 
of  X  dollars  per  share.  The  entire  Sh/  shares  were  sold  during  the 
year  1920  at  fa?  dollars  per  share,  lii  its  tax  return  for  the  year 
1920  the  corporation  deducted  as  a  loss  on  the  3y  shares  acquired 
prior  to  March  1,  1913,  the  difference  between  3a?  dollars  per  share, 
the  market  value  claimed  as  at  March  1,  1913,  and  ^x  dollars  per 
share,  the  amount  realized  per  share  at  the  time  of  sale  in  1920. 
On  the  remaining  iy  shares  the  corporation  claimed  as  a  loss  only 
the  difference  between  cost  and  sale  price.  Therefore,  the  loss 
claimed  on  the  sale  of  the  iy  shares  is  not  in  dispute. 

It  is  provided  in  article  141,  Regulations  46  (1920  edition)  as 
amended  by  Treasury  Decision  3206,  further  amended  as  set  forth 
in  Treasury  Decision'3209  (C.  B.  5,  p.  137),  that— 

In  tlie  case  of  the  sale  of  assets  the  loss  will  be  the  difference  between  the 
cost  thereof    *    *    *    and  the  price  at  which  sold  or  disposed  of. 

The  direct  application  of  the  amended  article  and  the  Treasury 
Decision  to  the  case  under  consideration  is  illustrated  in  O.  D.  1035 
(C.  B.  5,  p.  51). 

The  Committee  accordingly  recommends  that  the  action  of  the 
Income  Tax  Unit  in  disallowing  the  M  Company  and  its  affiliated 
companies  a  deductible  loss  in  the  taxable  year  1920,  based  on  the 
claimed  market  value  as  of  March  1,  1913,  of  certain  stock  in  the  O 
Company  acquired  prior  to  March  1,  1913,  and  sohl  in  the  year  1920, 
be  sustained  and  that  the  allowable  deduction  be  determined  by  the 
difference  between  the  cost  of  this  stock  and  its  selling  price. 


^ 


Section  202,  Article  1561 :  Basis  for  determining  52-21-1990 

gain  or  loss  from  sale.  O.  D.  1146 

In  determining  the  value  of  good  will  as  of  March  1,  1913,  in  ac- 
cordance with  the  third  method  outlined  in  A.  R.  M.  34  (C.  B.  2,  p.      # 
31),  and  as  a  factor  in  the  ascertainment  of  the  value  of  a  share  of     * 
stock  as  of  that  date,  a  corporation  which  had  not  been  in  existence 
for  a  period  of  five  years  prior  to  that  date  was  permitteil  to  take 


» 
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the  average  earnings  of  the  business  for  five  years,  thus  including  a 
part  of  the  period  of  the  partnersliip  organization  that  preceded  in- 
corporation. 

SEcrrioN  202,  Article  1562:  Sale  of  property  33-21-1767 

acquired  by  gift  or  bequest.  T.  D.  3206 

Articles  ♦  ♦  *  1662  *  *  ♦  of  Regulations  45  (1920  edi- 
tion) are  hereby  amended     *     *     *. 

Art.  1562.  Sale  of  property  acquired  by  gift  or  bequest. — The  cost  of  siicli 
property  to  the  person  making  the  sale  or  other  disposition  thereof  is  tlie  fair 
market  value  of  the  property  at  the  date  of  acquisition  and  the  taxable  gain 
derived  or  the  deductible  loss  sustained  from  such  sale  or  other  disposition 
shall  be  computed  in  accordance  with  the  provisions  of  article  1561  as  amende<l. 
For  the  purpose  of  determining  the  profit  or  loss  from  sale  of  property  ac- 
quired by  bequest,  devise,  or  descent  since  February  28,  1913,  Its  value  as  ap- 
praised for  the  purpose  of  the  Federal  estate  tax,  or  in  the  case  of  estates  not 
subject  to  that  tax,  its  value  as  appraised  in  the  State  court  for  the  purpose 
of  State  inheritance  taxes,  should  be  deeme<l  to  be  its  fair  market  value  when 
acquired.    See  section  213(b) 3  of  the  statute  and  article  73. 


Section  202,  Article  1562:  Sale  of  property 
acquired  .by  gift  or  bequest. 

(See  38-21-1830;  sec.  219,   art.   342.)     Joint  conveyance  of  life 
estate  and  vested  remainder. 


Section  202,  Article  1562:  Sale  of  property  48-21-1940 

acquired  by  gift  or  bequest.  O.  D.  1112 

A  died  in  1918  and  by  his  will  the  residue  of  his  estate  was  left 
to  his  two  sons,  B  and  C  Included  in  the  residue  of  the  estate  were 
two  farms.  These  farms  had  been  rented  by  the  decedent  for  one- 
third  of  the  crops  produced  by  the  tenants,  and  at  tlie  time  of  his 
death  had  crops  growing  on  them.  The  landlord's  share  of  such 
crops  was  not  included  in  the  assets  of  the  estate  for  the  purpose  of 
administration,  and  no  separate  appraisal  was  made  of  the  same,  btit 
in  making  the  Federal  estate  tax  return,  one-half  of  the  rent  to  be 
paid  in  crop  shares  was  deemed  to  have  accrued  at  the  date  of  the 
decedent's  death,  and  the  estate  tax  was  paid  on  an  amount  equal  to 
one-half  of  the  proceeds  of  the  sales  of  such  crop  shares.  In  October 
B  purchased  from  his  brother,  C,  the  latter's  entire  interest  in  the 
two  farms,  including  his  share  of  the  rents.  Thereafter  B  sold  the 
entire  crop  shares  received  as  rent  from  the  tenants  on  the  two  farms, 
a  portion  of  which  was  sold  during  the  succeedingyear. 

Held,  that  in  accordance  with  article  1562  of  Regulations  45,  so 
much  of  the  proceeds  received  by  B  from  the  sale  of  his  half  of  the 
rents  should  have  been  reported  in  gross  income  in  his  return  for  the 
year  in  which  such  rents  were  sold  as  represented  the  difference  be- 
tween the  fair  market  value  of  his  share  of  the  standing  crops  at  the 
date  of  his  father's  death  and  the  amount  received  by  him  for  such 
crops.  Any  gain  derived  b}'^  him  from  the  sales  of  the  crops  pur- 
chased from  his  brother  should  also  have  been  included  in  his  re- 
turn for  the  years  in  which  they  were  sold  and  the  measure  of 
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such  gain  is  the  diflFerence  between  the  amount  received  by  him  for 
the  crops  and  the  price  paid  for  the  same.  C  should  also  have  re- 
ported in  gross  income  in  his  return  the  difference  between  the  pro- 
ceeds received  by  him  from  the  sale  of  his  half  of  the  crops  and  the 
fair  market  value  of  such  half  at  the  date  of  his  father's  death. 


Section  202,  Artici^  1562 :  Sale  of  property  51-21-1976 

acquired  by  gift  or  bequest.  O.  D.  1136 

Under  a  trust  instrument  executed  by  a  father  certain  securities 
were  given  to  a  trustee  to  hold  and  pay  over  the  income  therefrom 
to  his  daughter,  so  long  as  the  beneficiary's  husband  should  live,  or 
should  they  be  divorced,  until  the  date  of  such  divorce.  In  the  event 
of  the  death  of  the  husband  or  the  issuance  of  a  divorce,  the  trustee 
was  to  pay  over,  transfer,  and  deliver  to  her  all  of  the  trust  estate 
discharged  from  the  trust.  A  decree  of  divorce  was  granted,  June  — , 
1919.  Due  to  an  oversight  on  the  part  of  the  trustee  and  the  bene- 
ficiary, the  securities  were  not  delivered  to  the  beneficiary  until 
June  — ,  1921.  Some  of  the  securities  have  been  sold,  and  advice  has 
been  requested  as  to  the  time  the  securities  were  acquired  by  the  bene- 
ficiary Tor  the  purpose  of  computing  the  gain.or  loss  from  sale. 

Held,  that  as  the  securities  were  available  to  the  beneficiary  on  the 
date  of  the  granting  of  the  decree,  their  value  as  of  that  date  is  the 
basis  for  computing  gain  or  loss. 


Secjtion  202,  ARncLE  1563 :  Elxchange  of  property.  35-21-1788 

y  ^  UUtV  :  O.D.1008 

An  individual  traded  his  common  stock  purchased  since  February 
28,  1913,  to  another  individual  for  preferred  stock  in  the  same  com- 
pany. Gain  or  loss  was  realized  by  reason  of  the  exchange.  This 
gain  or  loss  was  measured  by  the  difference  between  cost  of  the  com- 
mon stock  and  the  fair  market  value  of  the  preferred  stock  as  at  the 
date  of  exchange. 

Section  202,  Article  1563 :  Exchanges  of  property.  44-21-1891 

,  -.  O.  D.  1080 

V  Prior  to  1913  A  purchased  certain  shares  of  common  stock  of  the 
M  Company  for  an  amount  in  excess  of  their  par  value.  The  capital 
stock  of  the  M  Company  consisted  of  y  shares  of  preferred  and  3y 
shares  of  common  stock,  each  share  having  a  par  value  of  $100. 

In  1920  the  certificate  of  incorporation  of  the  M  Company  was 
amended  so  that  the  authorized  common  stock  would  be  6y  shares  of 
no  par  value.  Outstanding  conunon  stock  was  then  exchanged  share 
for  share  for  new  common  stock  of  no  par  value,  the  remainder  of 
the  new  common  stock  being  offered  ratably  to  both  classes  of  share- 
holders at  a  price  less  than  par  value  of  the  old  shares. 

The  question  is  presented  as  to  whether  A  is  entitled  to  deduct  as 
a  loss  on  his  1920  individual  income  tax  return  the  difference  between 
the  cost  of  each  share  of  stock  surrendered  and  the  selling  price  per 
share  of  the  no-par-value  stock  which  he  received  in  exchange,  or 
whether  he  is  only  entitled  to  claim  as  a  loss  for  that  year  the  differ- 
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ence  between  the  par  value  of  each  share  surrendered  and  the  selling 
price  of  each  share  of  no  par  value  received  in  lieu  thereof. 

It  is  held  that  since  the  stockholders  of  the  M  Company  received 
no-par-value  stock  in  proportion  to  their  holding  of  par- value  stock, 
no  change  in  substance  resulted,  and  as  a  consequence  no  loss  resulted 
from  the  transaction. 

The  new  certificates  received  take  the  place  of  the  old  certificates. 
For  the  purpose  therefore  of  ascertaining  the  gain  derived  or  loss 
sustained  from  the  subseauent  sale  of  the  no-par- value  stock  the  same 
principles  will  be  applied  as  though  there  had  been  no  change  in  the 
certificates. 

Section  202,  Abticle  1564:  Determination  of  33-21-1767 

gain  or  loss  from  exchange  of  property.  T.  D.  3206 

Articles  *  ♦  *  1564  *  *  *  of  Regulations  45  (1920  edition) 
are  hereby  amended    *    *    ♦. 

Art.  1564.  Determination  of  gain  or  loss  from  exchange  of  property, — (a) 
The  amount  of  income  derived  from  an  exchange  of  property,  as  of  stock  for  a 
bond,  is  the  excess  of  the  fair  market  value  at  the  time  of  exchange  of  the 
property  received  in  exchange,  over  the  original  cost  of  the  property  exchanged 
for  it.  If  the  property  exchanged  was  acquired  prior  to  March  1,  1918,  and  its 
fair  market  value  on  that  date  was  greater  than  the  cost,  the  income  which  is 
taxable  is  the  excess  of  the  fair  market  value  at  the  time  of  exchange  of  the 
property  received  in  exchange,  over  the  fair  market  value  on  March  1,  1913,  of 
the  property  exchanged.  No  gain  is  recognized  if  the  fair  market  value  of  the 
property  received  in  exchange  is  more  than  the  cost  of  the  property  exchanged 
but  less  than  its  fair  market  value  as  of  March  1,  1913.  The  amount  of  income 
derived  from  a  subsequent  sale  for  cash  of  property  received  in  exchange  for 
other  property  on  or  after  March  1,  1913,  is  the  excess  of  the  amount  so  re- 
ceived over  the  fair  market  value  of  the  property  acquired  at  the  date  of  the 
acquisition,  (b)  If  the  property  received  in  exchange  is  substantially  the  same 
property  or  has  no  market  value,  then  no  gain  or  loss  is  realized,  but  the  new 
property  Is  to  be  regarded  as  substituted  for  the  old  and  upon  the  sale  of  the 
new  property  the  amount  of  income  derived  is  the  excess  of  the  amount  so  re- 
ceived over  the  cost  of  the  old.  However,  if  the  old  was  acquired  prior  to 
March  1,  1913,  and  its  fair  market  value  as  of  that  date  is  in  excess  of  its  cost 
but  less  than  the  amount  received,  the  taxable  gain  is  the  excess  over  such  value 
as  of  March  1,  1913,  of  the  amount  received.  No  gain  is  recognized  if  the  prop- 
erty is  sold  at  more  than  the  cost  of  the  old  property  but  at  less  than  its  fair 
market  value  as  of  March  1,  1913. 


Section  20:2,  Article  1565 :  Exchange  for  different  33-21-1767 

kinds  of  property.  T.  D.  3206 

Articles  *  *  ♦  1565  ♦  ♦  *  of  Regulations  45  (1920  edition) 
are  hereby  amended    ♦    *    *. 

Abt.  1565.  Exchange  for  different  kinds  of  property. — (a)  If  property  is  ex- 
changed for  two  different  kinds  of  property,  such  as  bonds  and  stocks,  the  bonds 
having  a  market  value  and  the  stock  none,  the  value  of  the  bonds  is  to  be  com- 
pared with  the  cost.  If  the  market  value  of  the  bonds  is  less  than  such  cost 
the  difference  represents  the  cost  of  the  stock.  If  the  market  value  of  the  bonds 
Is  greater  than  such  cost,  the  difference  represents  gain  and  is  taxable  at  the 
time  of  the  exchange  unless  the  original  property  was  acquired  prior  to  March 
1.  1913,  in  which  case  the  amount  of  gain  taxable  is  computed  as  provided  in 
article  1564,  as  amended.  In  either  case  the  entire  proceeds  of  such  stock  will 
be  taxable,  (b)  If  property  is  exchanged  for  two  different  kinds  of  property, 
such  as  bonds  and  stocks,  neither  having  a  fair  market  value,  the  cost  of  the 
original  property  should  be  apportioned,  if  possible,  between  the  bonds  and 
stock  for  the  purpose  of  determining  gain  or  loss  on  subsequent  sales.     If  no 
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fiilr  apportionment  Is  practicable,  no  profit  on  any  subseQaent  sale  of  any  part 
of  the  bonds  or  stock  is  realized  until  out  of  the  proceeds  of  sales  shall  hare  been 
recovered  the  entire  cost  of  the  original  property. 


Section  202,  Article  1566 :  Exchange  of  property  33-21-1767      ^ 

and  stock.  *  T.  D.  3206 

Articles  *  ♦  •  1566  *  *  ♦  of  Regulations  46  (1920  edition) 
are  hereby  amended    *    *    *. 

Art.  1566.  Exchange  of  jfroperty  and  stock. — Where  proi)erty  Is  transferred 
to  u  corporation  in  exchange  for  its  stock,  the  exchange  constitutes  a  closed 
transaction  and  the  former  owner  of  the  property  realizes  a  gain  or  loss  if  the 
stock  has  a  market  value,  and  such  market  value  is  greater  or  less  than  the  cost 
of  the  property  given  in  exchange.  However,  if  the  property  was  acquired  prior 
to  March  1,  1913,  the  amount  of  taxable  gain  or  deductible  loss  shall  be  deter- 
mined In  accordance  with  article  1561  as  amended.  For  the  rule  applicable 
where  a  corporation,  in  connection  with  a  reorganization,  merger,  or  consolida- 
tion, exchanges  property  for  stock,  see  article  1567. 


Section  202,  Article  1567:  Exchange  of  stock  40-21-1861 

for  other  stock  of  no  greater  par  value.  O.  D.  1051 

(Also  Section  1,  Article  1501.) 

The  M  Company,  organized  pursuant  to  a  State  statute,  is  a  joint- 
stock  company.  Tne  net  value  of  its  assets  on  March  1,  1913,  was 
approximately  x  dollars.  Its  net  assets  on  December  31,  1920,  were 
approximately  6a?  dollars.  The  company  proposes  to  incorporate  and 
to  transfer  all  of  the  property  and  assets  of  the  joint-stock  company 
to  a  corporation  which  would  assume  all  liabilities.  Thfi^gorpora- 
tion  will  issue  to  the  members  of  the  joint-stock  company  shares  of 
stock  of  a  par  value  equal  to  the  value  of  the  net  assets  transferred 
to  the  corporation. 

Advice  was  requested  as  to  whether  the  members  of  the  joint-stock 
company  would  be  subject  to  a  tax  on  the  diflPerence  between  the 
value  or  their  respective  interests  in  the  joint-stock  company  as  of 
March  1,  1913,  and  the  value  of  the  shares  of  stock  of  the  new  cor- 
poration issued  in  exchange  therefor.  Held^  that  section  202(1))  and 
article  1667,  Begulations  45,  are  applicable  m  the  case  of  a  reorgan- 
ization into  a  corporation  of  a  joint-stock  company  which  is  taxable 
under  the  Revenue  Act  of  1918  as  a  corporation. 

Held  further,  that  if  the  par  value  of  the  shares  of  stock  of  the 
corporation  so  received  is  in  excess  of  the  par  value  of  the  stock  or 
subscriptions  to  the  joint-stock  company,  such  excess  will  be  taxable 
gain  to  the  recipient  to  the  extent  that  the  fair  market  value  of  the 
new  stock  received  by  him  is  in  excess  of  the  cost  of  his  stock  or 
subscriptions  (or  if  acquired  prior  to  March  1,  1913,  the  fair  market 
value  as  of  that  date  if  greater  than  cost). 


Section    202,    Article    1567:  Exchange    of  41-21-1859 

stock  for  other  stock  of  no  greater  par  value.  O.  D.  1058 

(Also  Section  212,  Article  220 

Where  in  connection  with  a  reorganization,  consolidation, or  merger, 
stock  in  a  domestic  corporation  is  exchanged  for  stock  in  an  Engush 


c 


• 


i 


59  t»202 

corporation,  the  par  value  of  the  latter  being  expressed  in  pounds,  in 
order  to  determine  whether  the  stock  received  is  of  a^reater  par  value 
than  the  stock  exchanged,  the  par  value  of  the  stock  in  the  English 
corporation  should  be  expressed  in  terms  of  United  States  money 
based  on  the  rate  of  exchange  in  effect  at  the  date  of  such  reoi^aniza* 
tion,  consolidation,  or  merger. 


Section  202,  Article  1567 :  Exchange  of  stock  45-21-1904     X 

for  other  stock  of  no  greater  par  value.  A.  R.  R.  665  / 

Recommended,  in  the  appeal  of  A,  that  the  action  of  the  Income 
Tax  Unit  in  disallowing  a  de<luction  of  x  dollars  claimed  by  the 
appellant  for  the  year  1918  to  cover  the  difference  between  the  par 
value  of  stock  held  by  her  in  the  M  Company  and  the  par  value  of 
new  stock  issued  upon  reorpinization  of  the  said  company,  be 
su$taine<l. 

The  Committee  has  had  under  consideration  the  appeal  of  A, 
from  the  action  of  the  Income  Tax  Unit  in  disallowing  a  deduction 
of  X  dollars  claimed  by  the  appellant  for  the  year  1918  on  account 
of  a  loss  alleged  to  have  been  sustained  during  that  year  through 
her  ownership  of  stock  in  the  M  Company. 

The  records  in  the  case  show  that' A  in  preparing  her  1918  per- 
sonal income  tax  return  claimed  a  deduction  of  x  dollars  in  BIock  I, 
which  was  explained  in  a  footnote  to  the  return  as  follows : 

A  receiver  was  appointed  for  the  M  Company,  who  showed  tlie  company  had 
a  loss  of  over  y  dollars.  The  company  was  reorganized,  and  the  capital  was 
reduced  by  decreasing  the  par  value  of  the  stock  from  $100  to  $50  per  share 
and  the  certificates  exchanged. 

The  Income  Tax  Unit  when  auditing  this  return  disallowed  the 
said  deduction  on  the  ground  that  "the  stock  was  surrendered  for 
the  purpose  of  wiping  out  an  operating  deficit  and  that  this  action 
could  not  be  made  the  basis  of  a  deduction  in  the  returns  of  the  indi- 
vidual stockholders." 

The  Committee  is  possessed  of  no  information  relative  to  the  mat- 
ter other  than  that  contained  in  such  meager  records  as  have  been 
submitted  to  it  for  consideration.  Such  records  as  have  been  sub- 
mitted indicate  that  A,  the  appellant,  owned  stock  in  the  M  Com- 
pany, that  the  company  became  financially  embarrassed,  and  a  re- 
ceiver was  appointed  to  take  charge  of  its  affairs,  the  company  being 
subsequently  reorganized,  its  capital  reduced,  and  new  stock  of  the 
par  value  of  $50  a  share  issued  share  for  share  for  old  stock  of  the 
par  value  of  $100,  the  result  being  that  the  par  value  of  A's  holdings 
of  stock  in  the  said  company  were  reduced  from  2x  dollars  to  a? 
dollars.  None  of  the  records  before  this  Committee  show  when  the 
receiver  was  appointed  nor  the  year  during  which  the  new  stock  was 
issued;  neither  do  they  show  when  A  acquired  the  original  stock, 
its  cost  when  accjuired,  nor  its  fair  market  price  or  value  as  of  March 
1,  1913,  and  this  fact  alone  would  preclude  the  affirmation  by  this 
Committee  of  A's  said  appeal  inasmuch  as  the  year  in  which  the  said 
transaction  took  place  is  unknown,  and  it  is  impossible  from  the  rec- 
ords in  the  case  to  determine  to  what  year  the  alleged  loss,  even 
though  it  were  allowable  as  a  deduction,  should  be  charged  or  the 
amount  allowable  as  a  deduction  for  income  tax  purposes.  > 
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value  of  the  new  stock  or  securities  received  is  in  excess  of  the  aggregate  iMir 
or  face  value  of  the  stock  or  securities  exchanged,  income  will  be  realized  from 
the  transaction  by  the  recipients  of  the  new  stock  or  securities  to  an  amount 
limited  by  (a)  the  excess  of  the  par  or  face  value  of  the  new  stock  or  secur- 
ities over  the  par  or  face  value  of  the  old,  and  (b)  the  excess  of  the  fair  market 
value  of  the  new  stock  or  securities  over  the  cost  of  the  old,  unless  tlie  old 
stock  or  securities  were  acquired  prior  to  March  1,  1913,  and  their  fair  market 
price  or  value  as  of  that  date  was  greater  than  their  cost,  in  which  case  the 
fair  market  value  of  the  new.  stock  or  securities  must  be  i#  excess  of  the  fair 
market  value  as  of  March  1, 1913,  of  the  old.  The  taxable  profit  will  be  (a)  or 
(b),  whichever  is  less.  On  a  subsequent  sale  of  the  new  stock  or  securities 
their  cost  to  the  taxpayer  will  be  the  cost  of  the  old  stock  or  securities  plus 
the  profit  taxed  oh  the  exchange. 


Section  202,  Article  1569 :  Exchange  of  stock  43-21-1880 

for  other  stock  of  greater  par  value.  O.  D.  1071 

The  M  Company  and  the  O  Company  were  consolidated,  a  new 
corporation,  the  P  Company,  being  organized.  The  stockholders  of 
the  M  Company  and  the  O  Company  received  in  exchange  for  their 
holdings  shares  of  stock  in  the  P  Company.  Preferred  stock,  $100 
par  value,  was  exchanged  share  for  share.  Common  stock,  par  value, 
$100,  was  exchanged  on  the  basis  of  one  share  of  P  Company  stock 
for  1^  shares  of  M  Company  stock  or  for  f  of  a  share  of  O  Company 
stock.  A  person  exchanging  shares  of  stock  of  both  the  M  Company 
and  the  O  Company  for  P  Company  stock  should  compare  the  aggre- 
gate par  value  of  all  the  stock  exchanged  with  the  par  value  of  the 
stock  received  for  the  purpose  of  determining  taxable  gain  from  the 
exchange. 

When  comparison  of  fair  market  value  of  stock  exchanged  under 
subdivision  (b)  of  article  1669,  Regulations  45,  shows  a  loss,  no  de- 
duction is  allowable. 

In  applying  subdivision  (b)  of  article  1569,  the  fair  market  value 
of  each  stocknolder's  interest  should  be  determined  as  of  the  date 
the  consolidation  was  consummated  and  not  the  date  on  which  the 
exchange  of  stock  took  place. 

If  the  difference  in  par  value  is  greater  than  the  difference  in  mar- 
ket values  as  stated  in  section  202(b),  the  taxable  difference  will  be 
only  the  amount  of  difference  in  market  values.  If  the  difference  in 
market  values  is  greater  than  the  difference  ii^par  values,  the  taxable 
difference  will  be  only  the  amount  of  the  difference  in  par  values. 
Article  1569  states  the  method  of  determining  the  taxable  profit  in 
the  case  of  transactions  falling  within  the  provisions  ox  section 
202(b).  WTiether  subdivision  (a)  or  (b)  of  article  1569  applies  de- 
pends upon  the  facts  in  the  case.  There  is  no  election  as  to  which 
subdivision  is  to  be  applied. 


^. 


Section  202,  Article  1570 :  Readjustment  of  33-21-1767     ^ 

partnership  interests.  *  T.  D.  3206 

Articles    *    *    *    1570  of  Regulations  45  (1920  edition)  are  here- 
by amended    ♦     *    ♦. 

AsT.  1570.  Readjustment  of  partnership  interests, — ^When  a  partner  retires 
from  a  partnership  or  it  Is  dissolved,  he  realizes  a  gain  or  loss  measured  by 
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the  difference  between  the  price  received  for  his  interest  and  the  cost  to  him 
of  his  interest  in  the  partnership,  including  in  such  cost  the  amount  of  his 
share  in  any  undistributed  partnership  net  income  earned  since  he  became  a 
partner  on  which  the  income  tax  has  been  paid.  However,  if  such  interest  in 
the  partnership  was  acquired  prior  to  March  1,  1913,  both  Uie  cost  as  herein- 
before provided  and  tlie  value  of  such  interest  as  of  such  date,  plus  the  amount 
of  the  share  in  any  undistributed  partnership  net  income  earned  since  February 
28,  1913,  on  which  the  income  tax  has  been  paid,  shall  be  ascertained  and  the 
taxable  gain  derived  or  the  deductible  loss  sustained  shall  be  computed  as 
provided  in  article  1561  as  amended.  If  the  partnership  distributes  its  assets 
in  kind  and  not  in  cash,  the  partner  realizes  no  gain  or  loss  until  he  disposers 
of  the  property  received  on  liquidation.  See  article  1566  as  amended.  When- 
ever a  new  partner  is  admitted  to  a  partnership,  or  any  ecxisting  partnership 
is  reorganized,  the  facts  as  to  such  change  or  reorganization  should  be  fully 
set  forth  in  the  next  return  of  income,  in  order  that  the  Commissioner  may 
determine  whether  any  gain  or  loss  has  been  realized  by  any  partner.  See 
also  article  1563. 

D.  H.  Blair, 
Carmnis^ioner  of  Internal  Revenue, 
Approved  July  28,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


SECTION  203.— INVENTORIES. 

Section  203,  Article  1581 :  Need  of  inventories. 

(See  28-21-1730;  sec.  327,  art.  901.)     Fruit  in  warehouses  and  in 
transit  but  not  marketed  and  sold. 


Section  203,  Article  1582 :  Valuation  of  inventories. 

(See  31-21-1750;  sec.  212,  art.  23.)  Inclusion  by  taxpayers  in 
their  balance  sheets  at  end  of  taxable  year  of  such  open  future  con- 
tracts to  which  they  are  parties  as  are  "  hedges." 


Section  203,  Article  1582 :  Valuation  of  inventories.  50-21-1970 

O.  D.  1132 

Where  amended  returns  are  filed  it  is  not  permissible  to  value  the 
inventories  in  the  amended  returns  on  a  basis  different  from  that 
employed  in  the  original  returns,  unless  the  audit  of  the  returns  in 
this  omce  reveals  the  necessity  for  employing  a  different  basis. 


Section  203,  Article  1586 :  Inventories  of  live-  84-21-1774 

stock  raisers  and  other  farmers.  O.  D.  995 

Florists  are  not  required  to  use  inventories  of  growing  plants  for 
the  purpose  of  calculating  their  net  income  for  income  tax  purposes 
and  should  not  compute  the  cost  of  goods  sold  during  the  year  by 
using  an  inventory  value  of  growing  plants  on  hand  at  the  beginning 
and  end  of  the  taxable  year. 
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Section  203,  Abticus  1686 :  Inventories  of  live-  47-21-1928 

stock  raisers  and  other  farmers.  O.  D.  1105 

The  purpose  of  the  adjustment  sheets  required  in  article  1586, 
Regulations  46^  is  properly  to  allocate  over  the  period  from  1917  to        ^ 
date,  the  net  difference  in  gain  or  loss  due  to  changing  from  a  cash        ^, 
basis  to  an  inventory  basis. 

Opening  and  closing  inventories  for  these  years  are  first  ascer- 
tained from  the  best  source  of  information  available,  and  the  gross 
income  of  each  year  is  adjusted  by  adding  or  subtracting,  as  the  case 
may  be,  the  additional  gain  or  loss  due  to  the  difference  between  the 
opening  and  closing  inventory  in  each  year.  A  separate  adjustment 
sneet  should  be  made  for  each  year  from  1917  to  aate,  in  order  that 
the  sheet  for  each  year  may  be  attached  to  the  return  for  that  par- 
ticular year.  The  net  income  is  then  adjusted  conformably,  and 
from  this  information  the  tax  on  each  return  is  recomputed  in  this 
office  at  the  rate  at  which  the  tax  was  originally  computed. 


Part  II, — Individuals. 

SECTION  210.— NORMAL  TAX. 

Section  210,  Article  3 :  Persons  liable  to  tax. 

(See  29-21-1737;  sec.  219,  art.  343.)  Decedent's  estate,  adminis- 
tration of  which  was  closed  before  enactment  of  the  Revenue  Act  of 
1918. 


Section  210,  Article  4 :  Who  is  a  citizen. 

(See  44-21-1897;  sec.  221,  art.  361.)     Minor  children  of  alien  who 
acquires  United  States  citizenship  by  marriage. 


SECTION  211.— SURTAX. 

Section  211,  Article  11 :  Surtax. 

(See  60-21-1969;  sec.  201,  art.  1547.)    Confiscatory  surtax. 


SECTION  212.— NET  INCOME  DEFINED. 

Section  212,  Article  22 :  Computation  of  net  34r-21-1775 

income.  O.  D.  996 

The  rate  of  exchange  on  Canada  accepted  by  the  Bureau  of  In-  ^ 

ternal  Revenue  as  of  June  30, 1921,  is  $0.87667.= 1  Canadian  dollar.  ^ 
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Section  212,  Abticlb  22 :  Computation  of  net  38-21-1826 

income.  O.  D.  1036 

The  following  rates  have  been  accepted  by  the  Bureau  as  the  cur- 
rent or  market  rates  of  exchange  on  Argentine  paper  currency  (peso) 
a^       prevaUii^  as  of  December  31,  1918,  1919,  and  1920: 

December  31,  1918 $0.4425  =1  paper  peso. 

December  31,  1919 4326=1      ^*        " 

December  31,  1920 33375=1      ** 


Section  212,  Artioms  22 :  Computation  of  net 
income. 


40-21-1852 
O.  D.  1062 


The  rate  of  discount  accepted  by  the  Bureau  as  applicable  to 
Canadian  currency  as  of  April  21,  1917,  is  0.10875  (discount  on  de- 
mand checks). 

% 
Section  212,  Article  22 :  Computation  of  net  income. 

(See  41-21-1859;  sec.  202,  art.  1567.)  Exchange  upon  reorgani- 
zation, consohdation,  or  merger  of  stock  of  domestic  corporation  for 
stock  of  English  corporation. 


Section  212,  Article  22 :  Computation  of  net 
income. 


42-21-1869 
O.  D.  1065 


The  following  rates  have  been  accepted  by  the  Bureau  of  Internal 
Revenue  as  the  current  or  market  rates  of  exchange  prevailing  as  of 
December  31,  1916,  1917,  and  1918: 


> 


Country  or  city. 


Austria-Hungary. 

Belgium 

Denmark 

England 

France 


Germany 

Greece 

Holland 

Italy 

Norway 

Portugal.... 

Spain 

Sweden 

Switterland. 


Shanghai- 
India.."."! 

Japan 

BingapOTO. 
Canada.... 
Argentina. 
BraiU 


Colombi 

Bogota 

Barranquila.. 

Cartaeena — 

Medeuin 

Uma 


Monetary  unit. 


Krone. 
Franc., 
Krone. 
Pound. 
Franc. 


Reichsmark 

Drachma. 

Florin  or  guilder. 

Lira 

Krone 

Escudo 

Peseta , 

Krona , 

Franc 


Tael 

Mesdcan  dollar.. 

Rupee 

Yen. 

Singapore  dollar. 
Canadian  dollar . 

Peso  (gold) 

Milreb 

Peso 


Colambian  dollar. 

ft  «  •  a  «  Ql^  ••*•••••••• 

ft  «  «  •  •  UUm  ■  •  •  «  • 

Peruvian  pound 


•••••• 


Value  in  terms  of  United  States  money. 


Deo.  31, 1916. 


f0.1186 

Not  available 

$0.2710 

$4.75A 

6.83irraiiGi^l  dol- 
lar. 

$0.1831 

$0.1976 

$0.4087J 

6.86}  lira- 1  dollar. 

$0.2730 

$0.6153 

$0.2110 

$0.2040 

6.06francB-l  dol- 
lar. 

$0.8060 

$0.67 

$0.3275 

$0.M6 

$0.56 

$1.00 

$lj0ia« 

$0.2375 

$1.1117 


NotavailaUe. 

ft  a  •  •  vUl/«  «  •«  •  •  •  •  I 
ft  ■  «  •  aUva  •«•••••< 
I  •  •  ■  aUV****  •  •  •  •  < 

do. 


Dec  31, 1017. 


Not  available 

do 

$0.32 

U.Tffw 

6.71|franc»- 1  dol- 
lar. 

Not  available 

$0.1946 

$0.4387i 

8.361  lira^l  dollar. 

$0.3350 

$0.6906 

$0.2440 

$0.3376 

4.34i  franco  1  dol- 
lar. 

$1.0626 

$0.7675 

$0.3476 

$0.62 

$0.68 

$0.99|| 

$1U)620 

$0.2080 

$1.2180 


NotaTaOable. 

■  •  •  •  •  UOa  •«*■•••. 

ft  «  •  •  «  ^L  V  ■•■*•«  ■•! 
ft  •  •  •  •  QO*  •■•■••■< 

do 


Dec.  31, 1018. 


Not  available. 

$0.1733. 

$0.2705. 

$4.7656. 

6.44i  francs- 1  dol- 
lar. 

Not  available. 

$0.1040. 

$0.4275. 

6.36  lira- 1  dollar. 

$0.28126. 

$0.6761. 

$0.2012. 

$0.2926. 

4.83  francs— 1  dol- 
lar. 

$1.2325. 

$0.3673. 
$0.6350. 
$0.6660. 
$0.08}. 

$0.2660. 


$1.2048. 
$1.1364. 
$1.1628. 
$1.2048. 
$6.0376. 


90215''— 22- 
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Section  212,  Article  22:  Computation  of  net  42-21-1870 

income.  O.  D.  1066 

(Also  Section  256,  Article  1072;  Section  1314, 
Article  1733.) 

During  the  year  1920  a  domestic  corporation  employed  several 
American  citizens  in  Canada,  such  employees  working  entirely  on  a 
commission  basis  and  receiving  payment  each  week  in  Canadian 
money. 

When  filing[  information  returns,  the  corporation  should  compute 
each  commission  separately  in  accordance  with  the  rate  of  exchange 
on  the  date  paid  or  credited  to  the  employee's  account  and  report  on 
Form  1099  tne  aggregate  amount  paid  during  the  taxable  year.  The 
employee  shouloukewise  compute  his  commissions  according  to  the 
rate  oi  exchange  at  the  time  each  conmiission  is  received  or  credited 
to  his  account  and  report  the  aggregate  amount  received  during  the 
taxable  year. 

Ah  American  citizen  may  not  pay  his  income  tax  by  a  check  oa  a 
foreign  bank  in  foreign  funds,  but  should  pay  it  in  United  States 
funds. 

Inasmuch  as  the  United  States  and  Canada  maintain  direct  ex- 
change of  money  orders  on  a  domestic  basis,  It  is  permissible  for  an 
American  residing  in  Canada  to  pay  his  income  tax  by  Canadian 
postal  money  order  at  par. 

Section  212,  Article  22 :  Computation  of  net  51-21-1977 

income.  O.  D.  1137 

The  following  rates  of  exchange  are  accepted  as  the  current  or 
market  rates  of  exchange  prevailing  for  the  countries  and  as  of  the 
dates  indicated : 

Uruguay : 

December  31,  1918 0.  8410  pe80=l  dollar. 

December  31,  1919 .95     peso=l  dollar. 

December  31,  1920 .  7462  pe80=l  dollar. 

i^rseutina  * 

December  31,  1918 0. 9745  peso=l  dollar. 

December  31,  1919 .  9868  peso =1  dollar. 

December  31,  1920 .  7510  peso=l  dollar. 

Shanghai  (Mexican  dollar) : 

December  31,   1918 $0.  7276=1  Mexican  dollar. 

December  31,  1919 1.01     =1  Mexican  dollar. 

December  31,  1920 .  5638=1  Mexican  dollar. 


Section  212,  Abticle  22 :  Computation  of  net  51-21-1978 

income.  O.  D.  1138 

The  following  rates  have  been  accepted  by  the  Bureau  of  Internal 
Revenue  as  the  current  or  market  rates  of  exchange  on  Hongkong     ^^ 
currency  prevailing  as  of  December  31, 1916, 1917,  and  1918 :  ^P" 

December  31,  1916 $0.57     =1  Hongkong  dollar. 

December  31,  1917 .  7375=1  Hongkong  dollar. 

December  81,  1918 .  8125=1  Hongkong  dollar. 


• 
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Section  212,  Abtigle  23 :  Bases  of  computation.  29-21-1731 

O.  D.  977 

Prior  to  the  year  1920  a  taxpayer  employed  the  cash  receipts  and 
disbursements  method  of  computing  his  income 'from  all  sources, 
which  income  was  made  up  of  interest  on  securities,  royalties  on 
books,  income  from  a  partnership  which  maintained  its  books  on  the 
cash  basis,  and  income  from  a  publishing  business,  the  books  of  which 
were  maintained  on  the  cash  basis. 

In  January,  1920,  the  taxpayer  installed  an  accounting  system  for 
the  purpose  of  reporting  income  from  the  publishing  business,  and 
he  states  that  in  his  opinion  the  income  from  this  business  should  be 
reported  on  the  accrual  basis  and  requests  permission  to  change  the 
method  of  computing  his  income  from  tne  cash  receipts  to  the 
accrual  basis.  The  income  from  the  partnership  is  still  kept  on  the 
cash  basis,  and  no  formal  books  of  account  are  kept  showing  the 
income  from  other  sources.  In  view  of  the  conditions  outlined  the 
taxpayer  is  required  to  use  the  basis  of  cash  receipts  and  disburse- 
ments in  computing  his  income  from  all  sources,  including  that  from 
the  publishing  business. 

Section  212,  Article  23 :  Bases  of  computation.  31-21-1750 

(Also  Section  203,  Article  1582.)  A.  E.  M.  135 

Held,  that  dealers  In  cotton  and  grain,  and  in  such  other  commodi- 
ties as  are  dealt  in  in  a  similar  manner,  may,  for  the  purpose  of  de- 
termining taxable  income,  incorporate  in  their  balance  sheets  at 
the  close  of  any  taxable  year,  such  open  "future"  contracts  to 
which  they  are  parties  as  are  "  hedges  "  against  actual  "  spot "  or 
cash  transactions:  Provided,  That  no  purely  speculative  transac- 
tions in  "futures"  not  off-set  by  actual  "spot"  or  cash  trans- 
actions, may  be  so  included  or  taken  into  the  taxpayer's  account 
in  any  manner  until  such  transactions  are  actually  closed  by 
Uquidation:  And  provided  further.  That  the  values  of  the  com- 
modity covered  by  such  open  "  future  "  contracts  shall  not  be  added 
to  nor  deducted  from  the  inventory  of  the  taxpayer. 

The  leading  grain  and  cotton  exchanges  of  the  country  and  some 
of  the  leading  individual  dealers  in  those  commodities,  have  appeared 
by  counsel  or  in  person  before  this  Committee  to  ur^e  that  "  hedge  " 
transactions  in  ^^  futures  "  shall  be  accorded  recognition  in  the  tax- 
payer's balance  sheet  at  the  close  of  each  taxable  year  and  shall  be 
thus  taken  into  consideration  in  computing  taxable  income.  Such 
consideration  has  been  denied  by  the  Income  Tax  Unit  to  taxpayers 
engaged  in  these  lines  of  business  for  the  reason  that  transactions  in 
"  nitures  "  have  been  held  not  to  be  "  closed  transactions  "  within  the 
meaning  of  the  regulations,  where  such  transactions,  entered  into  in 
one  taxable  year,  had  been  carried  forward  into  the  year  following. 

In  thus  holding,  the  Unit  appears  to  have  relied  very  largely  upon 
this  Committee's  Memorandum  No.  100  (C.  B.  3,  p.  66),  which  is  con- 
cerned with  the  inventories  of  cotton  and  grain  merchants,  wherein 
it  was  stated  that : 

There  is  in  fact  no  profit  or  loss  in  the  purchase  of  a  commodity  untU  the 
transaction  has  been  completed  by  the  sale  of  that  particular  commodity,  nor  is 
there  any  profit  or  loss  in  a  transaction  in  "  futures  "  until  the  transaction  has 
actually  been  closed. 


1212]  Qg 

In  drafting  this  memorandtmi^  however,  the  Committee  was  c<m- 
sidering  nothing  more  than  the  inventories  of  cotton  and  ffrain  mer- 
chants, no  other  aspects  of  the  case  being  at  that  time  under  consid- 
eration, and  what  was  said  in  that  memorandum  referred  only  to  the 
valuation  of  such  inventories  and  to  the  proposal  to  determine  profit 
or  loss  by  treating  such  transactions  either  as  additions  to  or  deduc- 
tions f i*om  the  taxpayers'  inventories.  Nothing  more  than  this  nor 
any  other  aspect  or  "  hedge  "  transactions  was  flien  under  considera- 
tion, and  if  a  broader  interpretation  has  been  placed  upon  this  dictum, 
it  is  because  the  Unit  has  not  recognized  the  limitations  within  which 
it  was  then  being  discussed  by  the  Committee ;  although  so  far  as  it 
may  be  regarded  as  being  misleading,  the  Committee  desires  now  to 
modify  it  to  the  extent  hereinafter  set  out  in  this  memorandum. 

The  Committee  knows  of  no  better  way  of  presenting  the  ar^- 
ments  of  taxpayers  engaged  in  these  lines  of  industry  so  as  to  give 
them  full  force  and  ei^t  than  by  reproducing  in  this  memorandum 
the  briefs,  as  submitted  by  counsel,  substantially  in  full.  There  fol- 
low, therefore,  the  briefs  submitted  to  the  Committee  relative  to  the 
cotton  and  grain  industries. 

The  brief  relative  to  the  cotton  industry  is  as  follows : 

We  desire  to  submit  that  cotton,  being  a  commodity  that  is  absolutely  liquidt 
uud  which  at  any  time  during  any  year  can  immediately  be  converted  into  casb, 
because  there  is  always  an  open  market  for  it,  it  is  possible  to  determine  upon 
any  given  date  during  the  fiscal  or  calendar  year  of  any  cotton  concern  its 
exact  status  and  the  exact  amount  of  its  net  profit  or  net  losses  as  upon  that 
date. 

The  business  of  the  cotton  merchant  is  the  buying  and  selling  of  cotton.  Be- 
ing a  commodity  that  is  always  obtainable,  the  cotton  merchant  does  not  carry, 
as  a  rule,  a  stock  of  any  considerable  size,  because  cotton,  being  valuable  and 
bulky,  the  insurance  and  storage  upon  it  would  eat  rapidly  into  his  profits.  In 
addition,  his  business  being  conducted  to  at  least  ninety  per  cent  of  its  extent 
upon  borrowed  capital,  the  item  of  interest,  if  a  large  stock  be  carried,  would 
further  destroy  profits.  Hence  the  business  is  conducted  largely  upon  the  basis 
of  forward  sales  and  purchases. 

FORWARD  SALB8. 

A  forward  sale  is  a  firm  contract  entered  into  by  and  between  the  cotton 
merchant  and  the  pinner,  or  dealer  in  cotton,  in  E3urope  or  other  country,  for  a 
certain  number  of  bales  of  cotton  at  a  fixed  price  for  shipment  at  a  spiedfied 
time.    This  is  a  vaUd  and  enforceable- contract. 

FORWARD  PURCHASES. 

A  forward  purchase  means  a  firm  contract  by  a  cotton  merchant  under  whidi 
he  contracts  to  buy  at  a  fixed  price  a  certain  number  of  bales  of  cotton  of  a  cer- 
tain grade,  for  delivery  to  him  at  a  specified  time.  This  is  likewise  an  enforce- 
able and  valid  contract 

HBDGB8. 

A  hedge,  in  reality,  is  a  counterbalancing  transaction  under  which  a  given 
quantity  of  cotton  is  either  purchased  or  sold  at  a  fixed  price  in  order  to  offset 
and  counterbalance  the  sale  or  purchase  of  a  certain  number  of  bales  of  cotton 
at  a  fixed  price.  It  is  the  only  system  known  by  which  a  cotton  merchant  can 
do  a  safe  business  and  keep  from  gambling  in  cotton,  and  such  practice  is  de- 
manded by  aU  banks  that  furnish  credit  to  the  cotton  merchant.  Ordinarily, 
however,  in  the  trade  a  hedge  is  the  purchase  or  sale  through  a  broker  or  an 
exchange,  under  the  rules  of  which  contracts  for  future  delivery  are  made  of  a 
certain  number  of  bales  of  cotton  at  fixed  prices,,  for  delivery  at  a  future  date, 
buse<l  upon  the  market  quotations  which  appear  from  hour  to  hour  upon  the 
board  of  the  exchange. 

Hedging  transactions  in  cotton  are  governed  by  the  Cotton  Futures  Act  em* 
bodied  hi  the  United  States  Revised  Statutes,  article  630&-a  to  6309-v,  indu- 
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sive,  and  such  transactions  are  legal  and  are  enforceable  through  the  courts 
when  entered  into  in  good  faith.  (Prior  to  the  passage  of  this  law  exchange 
contracts  were  held  valid  in  Bihb  v.  Allen,  149  U.  S. ;  Bond  v.  Sume,  243  U.  S.) 

♦  ♦  *  A  hedge  is  simply  a  transaction  entered  into  by  the  cotton  mer- 
diant  for  the  purpose  of  insuring,  so  far  as  may  be  possible,  the  profit  which 
the  merchant  figures  that  he  has  in  the  instant  transaction  at  the  time  it  is 
made.  To  illustrate,  if  a  cotton  merchant  makes  a  contract  in  January  with  a 
Kuropean  spinner  to  deliver  or  ship  to  him  in  the  following  November  1,000 
bales  of  cotton  at  a  specified  price  per  pound,  the  cotton  merchant,  not  then  having 
the  cotton  on  hand,  through  his  broker  on  the  exchange  makes  a  purchase  ot 
1,000  bales  of  cotton  for  delivery  to  him  in  the  month  of  September  or  October, 
as  the  case  may  be.  This  purchase  is  made  at  the  market  price  for  September 
or  October  cotton  as  reflected  by  the  quotations  on  the  exchsfnge  at  the  par- 
ticular hour  at  wliich  the  transaction  is  closed.  A  margin  is  deposited  with 
the  broker  to  guarantee  against  loss  in  the  transaction. 

In  figuring  the  basis  of  his  sales  to  the  European  spinner,  the  cotton  mer- 
chant demands  a  premium  or  profit  above  the  market  price  upon  that  given 
date.  The  European  thinner,  knowing  the  man  with  whom  he  is  dealing  and 
knowing  that  he  is  going  to  get  cotton  of  the  class  and  character  which  he 
buys,  is  willing  to  allow  a  reasonable  profit  to  the  cotton  merchant,  and  in 
order  to  insure  this  profit  the  cotton  merchant  then  makes  his  purchase  of 
that  number  of  bales  of  cotton  upon  the  exchange  at  the  then  market  price. 

When  a  cotton  merchant  buys  cotton  for  shipment  against  his  forward 
sales,  he  closes  his  hedge  for  the  number  of  bales  so  bought 

Likewise,  if  he  purchases  cotton  to  have  a  stock  on  hand  to  sell  for  imme- 
diate delivery,  he  hedges  that  cotton  by  selling  on  the  exchange  an  equivalent 
number  of  bales.  Wh«i  he  sells  the  cotton  so  purchased,  he  then  closes  his 
hedges  in  the  exchange. 

As  the  cotton  merchant  buys  and  sells  from  day  to  day,  both  for  immediate 
ahd  future  shipment,  it  can  be  readily  seen  his  hedges  are  constantly  being 
opened  and  closed,  and  that  upon  the  hedge  either  upon  the  exchange  or  for- 
ward sale  against  cotton  on  hand,  that  his  profit  in  his  business  is  insured 
against  loss  incident  to  the  fluctuations  of  the  market 

In  the  cotton  business  the  cotton  merchant  begins  buying  his  cotton  and 
assembling  it  from  the  time  that  the  cotton  season  opens.  He  buys  all  over 
his  own  State  from  day  to  day  at  constantly  changing  prices.  The  cotton  so 
bought  is  concentrated  at  various  large  shipping  points  at  which  compresses 
are  situated,  as  cotton  is  bought  in  what  is  called  "  gin  "  bales  and  is  always 
sliipped  after  being  compressed  or  in  a  compressed  bale.  The  necessity  for 
compression  is  to  increase  the  density  and  decrease  the  size  of  the  bale  in  order 
to  save  freight 

The  bales  bought  by  the  cotton  merchant  from  day  to  day  at  diflJerent  prices 
during  the  course  of  a  season  consist  of  every  known  grade  of  cotton.  In  the 
shipment  of  cotton  it  is  shipped  always  In  lots  of  the  same  grade;  conse- 
quently, in  order  to  obtain  the  number  of  bales  of  one  grade  requisite  for  a 
shipment,  that  number  of  bales  may  be  taken  from  as  many  as  twenty-five  to 
fifty  different  lots  of  cotton  purchased,  each  lot  purchased  at  a  difPerent  date 
at  a  different  price.  The  Identity  of  the  individual  bale  is  not  retained,  and 
the  cost  of  the  individual  bale  is  not  kept  by  the  cotton  merchant  and  can  not 
be,  owing  to  concentration  of  all  cotton  bought  and  continued  additions  and 
shipments  from  the  whole  lot,  but  the  value  of  the  cotton  on  hand  can  always 
be  determined  because  of  the  market  quotations  and  the  fact  that  the  com- 
modity is  liquid,  and  immediately  convertible  into  cash. 

At  the  close  of  the  year,  either  fiscal  or  calendar,  the  cotton  merchant  takes 
an  inventory  of  the  cotton  on  hand.  This  cotton  consists  of.  bales  purchased 
from  the  first  day  of  the  season  to  the  last  and  represents  a  wide  difference 
in  price  paid.  The  universal  practice  has  been  to  inventory  at  market,  because 
that  tells  the  real  value  of  his  conmiodity ;  farther,  because  the  identity  of  the 
bale  and  the  matter  of  cost  can  not  be  determined,  hence  it  Is  impossible  to 
take  it  other  than  at  the  market  price. 

In  the  keeping  of  books  in  the  cotton  business,  it  has  been  the  custom,  exist- 
ing over  a  period  of  approximately  50  years,  for  the  cotton  merchant  to  take 
into  consideration  at  market  his  forward  sales,  purchases,  and  hedges,  and  if 
they  show  a  profit,  that  is  added  to  the  season's  business.  If,  on  the  other 
hand,  they  show  a  loss,  it  Is  deducted  from  the  season's  business.  His  real 
profit,  or  loss,  is  thereby  determined  for  the  year.  This  system  of  bookkeeping 
is  the  only  accurate  and  correct  system  that  has  been  devised  that  truly  reflects 
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the  net  profit  or  loss  of  any  given  year's  baslness,  either  fiscal  or  calendar. 
It  l8  the  system  In  vogue,  approved  by  auditors  who  certify  to  the  correctness 
of  his  financial  statements  which  are  the  basis  of  his  credit,  and  is  the  system 
accepted  by  his  bankers  for  all  his  financial  transactions  and  the  only  system 
wliich  would  not  be  false  and  misleading. 

There  was  no  difficulty  in  the  transaction  of  the  cotton  business  or  the  deter* 
mination  of  the  gains,  or  losses,  for  the  fiscal  or  calendar  year  of  the  respective 
cotton  merchants  until  the  passage  of  the  Income-tax  law.  It  appears,  however, 
that  in  the  practical  application  of  the  tax  and  the  provisions  for  its  enforce- 
ment, that  the  cotton  and  grain  business  were  not  considered  in  the  making  of 
regulations  that  would  tend  to  protect  those  businesses  from  the  imposition  of 
taxes  on  unearned  profits. 

Section  200  of  the  income-tax  law  defines  *'  paid  *'  as  follows : 
''  The  term  '  paid  *  for  the  purposes  of  the  deductions  and  credits  under  this 
title  means  paid  or  accrued,  or,  paid  or  incurred;  and  the  terms  *pald  or  in- 
curred *  and  '  paid  or  accrued '  shall  be  construed  according  to  the  method  of 
accounting  upon  the  basis  of  which  the  net  income  is  computed,  under  Section 
212."* 

Section  203  provides  that— 

*'  Whenever,  In  the  opinion  of  the  Commissioner,  the  use  of  inventories  is  nec- 
essary in  order  clearly  to  determine  the  Income  of  any  taxpayer,  inventories 
shall  be  taken  by  such  taxpayer  upon  such  basis  as  the  Commissioner,  with  the 
approval  of  the  Secretary,  may  prescribe  as  conforming  as  nearly  as  may  be  to 
the  best  accounting  practice  in  the  trade  or  business  and  as  most  clearly 
reflecting  the  income." 

Section  212(b)  provides  that— 

"  The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer's  annual 
accounting  period,  in  accordance  with  the  method  of  accounting  regularly  em- 
ployed in  keeping  the  books  of  such  taxpayer  ♦  •  •  or,  if  the  method  em- 
ployed does  not  clearly  reflect  the  income,  the  computation  shall  be  made  upon 
such  basis  and  in  such  manner  as  in  the  opinion  of  the  Commissioner  does 
clearly  reflect  the  income." 

This  same  section  is  the  basis  upon  which  a  corporation's  net  income  is  de- 
termined, as  shown  by  section  232. 

Section  213  defines  gross  income  as  follows: 

"  Gross  income  includes  gains,  profits,  and  income  derived  from     •     •     ♦ 
trades,  businesses,  commerce,  or  sales,  etc." 
Section  214  (a)  1  provides  that — 

"  In  computing  net  income  there  shall  be  allowed  as  deductions  all  the  ordi- 
nary and  necessary  expenses  paid  or  incurred  during  the  taxable  year  In  carry- 
ing on  any  trade  or  business." 

Conformable  to  the  law  as  set  forth  in  the  above  provisions,  which  are  ap- 
plicable to  the  question  up  for  consideration,  the  cotton  men  ask  that  they  be 
permitted  to  show  in  their  balanc*e  sheet  as  reflecting  their  real  losses  or  gains, 
such  losses  or  gains  as  may  be,  in  their  open  hedges,  unfilled  forward  sales,  or 
forward  purchases,  because  unless  they  are  Included  in  such  balance  sheet  their 
real  proflt  is  not  truly^  reflected. 

In  the  matter  of  hedges,  *  ^  *  so  far  as  transactions  through  the  ex- 
change are  had,  these  transactions  are  made  in  the  following  manner: 

The  cotton  merchant  gives  his  broker,  by  wire,  an  order  to  purchase  or  sell 
on  the  exchange  for  him  a  given  number  of  bales  of  cotton  at  a  specified  price. 
In  order  to  insure  the  performance  of  his  contract  he  deposits  a  margin.  If 
he  buys  and  the  price  of  cotton  goes  down  to  his  margin,  then  he  Is  called  upon 
for  an  additional  margin,  and  the  same  is  deposited,  and  so  on  until  day  of 
delivery  or  the  day  his  contract  is  closed.  If,  on  the  other  hand,  the  price  of 
cotton  goes  up,  then  the  broker  returns  his  margin,  and  if  it  continues  to  go  up 
he  likewise  continues  to  draw  from  the  broker  the  increase  of  the  decline  until 
delivery  or  the  contract  is  closed.  So,  In  real  practice,  so  far  as  hedges  are 
concerned,  the  cotton  merchant  has  in  hand,  if  he  has  a  profit  in  the  transaction, 
his  profit  from  day  to  day.  On  the  other  hand,  if  he  loses  in  the  transaction  he 
actually  pays  the  loss  incurred  from  day  to  day. 

The  same  Is  true  relative  to  his  forward  sales,  or  forward  purchases ;  that  Is, 
the  amount  of  his  loss  is  absolutely  determined  from  day  to  day  and  the  amount 
of  his  proflt  is  determined  from  day  to  day,  so  that  his  loss  or  proflt  in  those 
transactions  is  a  loss  or  proflt  which  is  deflnitely  ascertainable  and  determinable 
with  mathematical  precision  and  accuracy  at  the  close  of  his  fiscal  or  calendar 
year,  or  any  day  during  the  year. 
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It  occurs  to  ns  that  the  question  before  the  Committee  for  determination  Is 
simply  a  matter  of  accounting  or  bookkeeping,  and  the  making  of  regulations 
as  to  the  manner  in  which  the  cotton  merchants  are  to  keep  their  books  so  as 
to  conform  to  the  rule  of  the  I>epartment  and  to  show  their  real  profits  or  real 
losses  in  their  fiscal  or  calendar  year. 

To  illustrate  that,  if  profits  and  losses,  or  forward  purchases,  sales  and 
hedges,  be  not  taken  into  account  the  true  income  of  the  taxpayer  is  not  reflected, 
but  he  either  escapes  taxation  or  is  taxed  upon  a  fictitious  income  and  not  a 
real  income,  I  submit  the  following: 

A  completed  audit  for  four  years  of  a  cotton  man's  business  showed  the  fol- 
lowing condition:- 

According  to  his  books,  certified  as  correct  by  a  public  accountant,  he  showed 
a  net  profit  in 

1917 of $97,000 

1918 of 50,000 

1919 of 64,000 

1920 »  of 74,000 


making  the  total  profits  of  the  four  years $285, 000  on  which 

he  paid  the  Government  income  taxes  each  year,  making  in  the  aggregate 
$64,000  taxes  paid.  According  to  an  audit  of  his  affairs  made  by  an  examiner 
from  the  income-tax  department,  his  1917  business,  disallowing  losses  and 
profits  on  unfilled  forward  purchases,  sales,  and  hedges  for  the  respective  years 

showed  a  profit  of $224,000 

His  1918  business  showed  losses  of $94,000 

"    1919         "         .      "         profit   of 625,000 

*•    1920        "  "        losses  of 190,000 


or,  in  the  aggregate,  profits  of $848,000 

and  losses  of 284,  000 

or,  net  profits  for  the  four  years  of  $568,000  against  his  real  showing  of  $285,000. 
The  added  income  tax  called  for  was  $385,000,  making  his  taxes  more  ihan 
$164,000  in  excess  of  his  entire  four  years  profits,  or  $196,000  in  excess  of  the 
capital  ($75,000)  and  surplus  ($178,000)  of  the  concern.* 

This  illustration  is  made  that  the  Committee  may  appreciate  the  situation 
if  unfilled  forward  purchases,  sales,  and  open  hedges  entered  into  during  the 
year,  which  are  fixed  and  ascertained  liabilities  at  the  close  of  the  year,  are 
not  taken  into  consideration. 

If  it  be  not  done  it  means  that  every  cotton  merchant  in  the  United  States 
will  be  bankrupted  by  being  assessed  taxes  on  the  past  four  years*  business, 
which  will  exceed  his  total  profits  and  capital. 

The  briefs  representing  the  grain  industry  follow : 

(ExHisrr  A.) 

Pursuant  to  suggestions  made  by  the  Committee  on  Appeals  and  Review 
upon  the  hearing  of  this  matter  on  April  7th,  1921,  the  following  statement 
is  submitted  in  behalf  of  dealers  in  grain : 

1.  The  volume  of  this  business  is  so  huge  that  it  constitutes  the  largest  single 
Industry  in  the  United  States. 

2.  The  business  relates  to  and  controls  the  basic  factor  in  the  food  supply 
of  every  man,  woman,  and  child  in  the  United  States,  and  is  an  important,  if 
not  a  controlling,  element  in  respect  of  the  food  supply  of  Europe. 

3.  It  is  a  reasonable  business  and,  by  reason  of  the  need  of  handling  crops 
speedily  and  effectively  as  they  mature,  requires  the  use  of  immense  sums  of 
money  in  amounts  so  large  that  no  dealer,  however  great  his  resources,  can 
by  any  possibility  finance  his  business  with  his  own  capital.  At  least  ninety 
per  cent  of  the  money  needful  for  his  operations  must  be  obtained  from  banks 
and  through  the  sale  of  his  paper  by  brokers. 

4.  As  in  all  other  lines,  there  is  a  right  way  and  a  wrong  way  in  which  the 
business  may  be  conducted.  The  right  way — and  there  Is  no  difference  of 
opinion  as  to  this — ^Is  to  safeguard  the  transactions  against  losses  incident  to 
the  constant  and  inevitable  fluctuations  in  the  market,  and  the  experience  of 

^  There  appears  to  be  an  error  in  these  figures,  bat  they  are  as  they  appear  in  the 
original  brief. 
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50  years  has  demonstrated  that  the  only  sure  safeguard  is  the  immediate  hedg- 
ing of  eveiy  sale  or  purchase  of  cash  grain. 

The  wrong  way  is  to  take  the  risk  of  the  market  turning  against  the  dealer 
and  to  refuse  or  to  neglect  to  hedge  such  sales  or  purchases. 

5.  The  speculator  in  tlie  grain  business  is  the  dealer  who  does  not  hedge; 
on  the  otlier  hand,  the  dealer  wlio  hedges  his  trades,  while  thereby  limiting 
his  profits  to  the  usual  and  anticipated  gain  in  these  transactions,  absolutely 
insures  himself  against  loss  in  those  transactions,  because,  being  on  both  sides 
of  the  market,  any  loss  occurring  by  changes  In  the  value  of  cash  grain  which 
he  has  bought  is  automatically  compensated  by  the  gain  in  the  value  of  the 
grain  which  he  lias  sold  against  his  purchases ;  and  vice  versa. 

6.  AH  bankers  and  note  brokers  through  whom  grain  men  obtahi  their  work- 
ing capital  require  their  customers  to  hedge  every  tnule  that  they  enter  into. 
This  rule  is  universal  and  inflexible.  If  a  dealer  disregards  it,  his  line  of 
credit  is  instantly  withdrawn  by  his  banksi  and  his  brokers  as  instantly  decline 
to  handle  his  paper.  The  hedging  promptly  and  fully  is,  therefore,  an  essential 
act  if  the  dealer  is  to  continue  in  business.  •It  is  the  cornerstone  of  his  credit. 

7.  The  manner  of  heilging  nee<ls  no  explanation  here  beyond  the  statement 
that  it  consists  in  selling  in  the  market,  for  delivery  in  a  specific  future  month, 
the  same  quantity  and  kind  of  grain  as  a  dealer  may  purchase  on  any  business 
day.  It  is  perfectly  lawful  and  legitimate  for  a  dealer  to  sell  grain  for  future 
delivery  before  he  has  bought  it  (Cletos  v.  Jamieson,  182  U.  S.  481),  and  in 
such  case  he  at  once  buys  an  equivalent  amount  against  it  in  order  to  have  the 
commodity  with  which  to  fulfill  his  first  contract. 

8.  The  pricH?  of  the  futures  market  moves  up  and  down,  in  general.  In  sub- 
stantial accord  with  the  cash  market.  Thus,  the  dealer  always  has  outstand- 
ing contracts  for  the  sale  for  future  delivery  of  the  same  quantity  of  grain 
as  he  has  bought  in  the  cash  market;  or,  conversely,  has  always  outstanding 
contracts  for  the  purchase  at  a  future  date  of  grain  to  balance  what  he  has 
sold  but  not  yet  dellveretl.  What  he  gains  or  loses  on  one  side  is  counter- 
balanced by  what  he  loses  or  gains  on  the  other ;  but  all  the  time  his  original 
merchandising  profit  is  protected  and  assured  to  him,  and  his  property  and 
financial  standing  and  responsibility  are  fully  insured  against  the  peril  of  en- 
gulf nient  and  destruction  that  would  otherwise  impend.  No  other  method  has 
ever  been  devis(»d  to  proiluce  the  same  provident  results. 

9.  Contracts  for  the  sale  of  goods  to  be  delivered  at  a  future  date  are  valid, 
even  though  the  dealer  has  not  the  goods  in  his  possession,  nor  any  other  means 
of  getting  them  than  to  go  into  the  market  and  buy  them.  Clews  v.  Jamieson^ 
182  U.  S.  489,  490 ;  Bihh  v.  Allen,  149  U.  S.  481,  492. 

10.  Contracts  for  the  sale  or  purchase  of  grain  for  future  delivery  are  made 
upon  organized  exchanges.  These  exchanges  are  incorporated  under  the  laws 
of  various  States  and  are,  by  the  statutes  providing  for  their  organization, 
expressly  authorized  to  make  rules  governing  the  transactions  of  their  mem- 
bers. Such  rules  or  regulations  are  Imported  into,  and  become  a  part  of,  every 
contract  made  on  the  exchange.  They  constitute  obligations  of  the  dealer  as 
unescapable  as  are  his  notes  at  the  bank,  or  are  resources  of  value.  Both  must 
be  entered  in  his  books  as  assets  or  liabilities,  and  must  appear  in  his  balance 
Bheet  if  it  is  to  be  accurate. 

By  express  provisions  of  the  rules,  these  contracts  are  valid  and  absolutely 
and  unconditionally  binding  upon  and  enforceable  against  each  party  thereto. 
Bibh  V.  AUm,  149  U.  S.  481,  489;  Van  Duaen-Harrington  Company  v.  Junffeblut, 
75  Minn.  208,  305. 

Such  contracts  are  recognized  and  declared  to  be  enforceable  not  alone  by  the 
exchanges,  but  in  the  courts,  and  are  enforced  by  the  latter.  Bibb  v.  Allen, 
149  U.  S.  481 ;  Clews  v.  Jamieson,  182  U.  S.  461,  489,  491,  492 ;  Perin  v.  Parker, 
126  111.  201 ;  Van  Dusen-Harrington  Company  v.  Jungeblut,  75  Minn.  298. 

11.  It  is  the  universal  and  necessary  custom  for  a  dealer,  when  he  disposes 
of  grain  which  he  has  on  hand,  simultaneously  to  close  out  the  hedge  standing 
against  it,  and,  by  this  means,  to  preserve  the  balance  between  his  cash  grain 
and  his  futures  contracts  by  which  he  has  protected  it.  If  he  did  not  do  so,  he 
would  imnie<liately  become  a  speculator  to  the  extent  of  the  excess  of  his  futures 
over  his  remaining  cash  grain. 

12.  At  every  minute  of  every  hour  of  every  business  day  there  is  an  oi)en 
market,  at  a  definite  price,  for  all  contracts  for  the  future  purchase  or  sale  of 
grain,  and  these  contracts  (>vhether  for  sale  or  for  purchase  of  grain)  are  as 
readily  salable  on  the  market  as  actual  grain  in  the  dealer's  elevator. 
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18.  Ck>ntraets  for  the  sale  or  purchase  oi  grain  for  fnttire  delivery  (when  em- 
ployed as  hedges)  are,  moreover,  brought  to  the  market  at  the  close  of  each 
business  day  under  the  compulsion  of  the  rules  of  the  exchanges.  This  is 
accomplished  in  one  of  three  ways:  (a)  By  clearing  associations  (as  at 
Duiuth,  Minneapolis,  and  Kansas  City) ;  or  (6)  by  the  deposit  by  each  party  to 
the  contract  of  a  specified  V  margin "  with  the  governing  committee  of  the 
exchange  (as  on  the  Chicago  Board  of  Trade) ;  or  (c)  if  the  hedge  be  placed 
in  another  market,  by  putting  up  a  prescribed  cash  margin. 

(a)  In  the  case  of  clearing  associations,  the  futures  contracts  of  each  member 
are  reported  to,  and  taken  ov^  by,  the  association  and,  at  the  end  of  each 
business  day  thereafter  while  they  remain  in  force,  the  difference  between 
the  closing  price  of  that  day  and  the  closing  price  of  the  preceding  day  for 
grain  represented  by  the  respective  contracts  must  be  paid  in  by  the  party 
against  whom  the  market  has  turned,  and  a  like  amount  is  paid  by  the  asso- 
ciation to  the  other  party  to  whose  advantage  the  market  change  inures.  In 
tliis  way  every  dealer  collects  his  profit  on  each  outstanding  futures  contract 
held  by  him  at  the  close  of  each  business  day,  and  per  contra^  pays  over  his 
losses  up  to  'the  same  time. 

In  other  words,  all  outstanding  hedging  contracts  are  actually  settled  at  the 
end  of  each  day,  either  by  collecting  the  profits  or  by  paying  the  losses  there- 
under, with  the  same  precise  effect  as  if  their  holder  had  gone  into  the  market, 
and  sold  out  his  contracts  for  purchases  of  grain  or  bought  in  his  contracts 
for  its  sale.  All  his  payments  to  or  from  the  clearing  association  are  en- 
tered forthwith  in  his  books,  and  appear  accordingly  in  his  profit  and  loss 
account.  The  operation  of  such  clearing  association  is  described  in  the  opinion 
of  the  Supreme  Ck>urt  of  Minnesota  in  the  case  of  Van  DuseiuHarrington  Com- 
pany V.  Jungeblut,  75  Minn.  298,  303,  and  the  validity  of  future  contracts  and 
the  propriety  of  such  clearance  method  are  recognized  by  that  court. 

(&)  When  margins  are  deposited  with  the  governing  committee  of  an  ex- 
change (as  on  the  Chicago  Board  of  Trade),  it  becomes  the  duty  of  that  com- 
mittee at  the  close  of  business  each  day  to  deduct  from  the  margin  deposited 
with  it  by  the  party  to  whom  a  loss  has  accrued  the  amount  thereof  and  to 
credit  the  same  amount  to  the  other  party  to  the  contract.  In  this  manner 
the  contract  is  brought  to  market  and  settled  at  the  close  of  each  day  as  fully 
and  effectually  as  if  it  were  sold  out  or  bought  in  on  the  floor.  This  method  is 
fully  described  and  its  validity  attested  by  the  Supreme  Court  of  the  United 
States  in  the  case  of  Cle%08  v.  Jamieson,  182  U.  S.  461,  463,  484,  488. 

(c)  Where  cash  margins  are  put  up  by  a  dealer  who  hedges  in  an  exchange 
in  which  he  is  not  a  member  he  goes  to  a  broker  who  is  a  member  of  such 
exchange,  and  is  required  to  keep  up  his  margins  from  day  to  day  where  the 
market  goes  against  him  and,  on  the  other  hand,  is  entitled  to  draw  down 
his  gains  where  the  market  variation  is  in  his  favor.  He  may  not  in  fact  take 
these  steps  daily,  but  his  account  with  his  broker  is  charged  or  credited,  as 
the  case  may  be,  so  that  his  futures  contract  is  always  at  market  and  his  gain 
or  his  loss  has  always  been  adjusted. 

In  each  of  the  three  cases  described  above  the  precise  market  value  of  out- 
standing hedging  contracts  for  purchase  or  sale  of  grain  is  fixed  at  the  close 
of  each  business  day  and  loss  or  gain  thereunder  up  to  that  moment  is  ascer- 
tained and  adjusted,  so  as  to  be  entered  in  profit  and  loss.  The  market  value 
thus  determined,  being  displayed  against  the  inventory  value  of  grain  on  hand, 
the  true  status  of  a  dealer's  grain  account  is  disclosed,  and  on  the  last  day  of 
his  fiscal  year  his  actual  gain  or  loss  for  the  year  is  clearly  and  correctly 
shown.  • 

14.  The  revenue  law  prescribes  in  section  212  (b)  that  net  income  shall  be 
comiMited  in  accordance  with  the  method  of  accounting  regularly  employed  in 
keeping  the  books  of  the  taxpayer,  provided  such  method  clearly  r^ects  the 
income.  The  method  of  accounting  universally  employed  in  keeping  the  books 
of  grain  dealers  has  been  to  take  into  account  their  futures  contracts  at  the 
value  thereof  at  the  close  of  the  fiscal  year,  as  determined  in  the  manner  already 
described.  These  figures  on  one  side,  as  against  the  inventory  value  of  actual 
grain  on  hand  on  the  other,  exhibit  the  true  condition  of  the  business  and 
permit  an  accurate  computation  of  the  gain  or  loss  for  the  year  and  of  the 
taxable  net  Income  for  the  same  period.  All  financial  institutions  which  extend 
credit  to  the  dealers  insist  upon  the  use  of  this  method ;  public  accountants  will 
not  certify  any  statement  of  the  taxpayer  as  correct  which  does  not  show 
such  entries,  and  the  experience  of  half  a  century  has  failed  to  disclose  any 
error  in  its  results  or  to  discover  another  mode  of  bookkeeping  that  will  pro- 
duce a  true  exhibit  of  the  business. 
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15.  The  following  is  a  simple  illustration  of  the  effect  of  excluding  from  con- 
sideration, in  computing  taxable  income,  outstanding  contracts  for  the  purchase 
or  sale  of  grain  for  future  delivery  when  employed  as  hedges.  A  company  owns 
a  terminal  elevator  with  a  capacity  of  2,000,000  bushels  of  grain.  In  September 
and  October,  1920,  it  was  filled  with  wheat  costing  $2.50  per  bushel,  and  hedges 

were  immediately  sold  against  this  wheat,  thus  insuring  the  usual  merchandis-  A 
ing  profit  of,  say,  2  cents  per  bushel.  On  December  31  the  wheat,  which  was  still  ▼* 
in  the  elevator,  was  worth  only  $1.50  per  bushel,  a  decline  of  $1  per  bushel  or 
$2,000,000  on  the  whole  amount.  But  at  the  same  time  there  was  a  correspond- 
ing profit  on.  the  futures  and  the  company  was  perfectly  complacent  because  its 
profit  of  2  cents  per  bushel,  or  an  aggregate  of  $40,000,  was  secure.  The  income 
tax  return  of  this  company  would  show,  however,  a  loss  of  $2,000,000  because 
the  hedges  could  not  be  taken  into  consideration,  and  it  would  in  consequence 
pay  no  tax  to  the  Government 

Now,  turn  to  the  succeeding  year.  The  hedges  being  closed  out  at  maturity, 
say,  in  May.  will  show  a  profit  of  $2,000,000.  The  capital  of  the  company  Is 
$250,000,  and  its  surplus  is  $175,000.  The  income  and  profits  taxes  on  the 
fictitious  profit  of  $2,000,000  thus  calculated  will  exhaust  the  capital  and  surplus 
and  leave  the  company  and  its  stockholders  bankrupt 

16.  Neither  common  sense  nor  the  law  demands  the  doing  of  an  unnecessary 
act.  Indeed,  it  is  an  elementary  principle  of  law,  in  which  common  sense  con- 
curs, that  it  shall  not  be  required.  It  is  conceded  that  a  dealer  may  properly 
have  the  advantage  of  his  futures  contracts  in  making  up  his  income  tax  return 
if  he  actually  closes  out  those  contracts  on  the  last  day  of  his  fiscal  year,  charg- 
ing up  his  losses  and  crediting  his  gains  so  ascertained.  But  an  actual  closing 
out  of  the  contracts  would  result  in  precisely  the  same  showing  as  already  ap- 
pears upon  his  books  under  the  methods  above  described  by  which  they  are 
brought  to  the  market  at  the  end  of  each  day — except  for  two  things : 

First.  Actually  to  close  out  the  contracts  requires  the  payment  of  broker's 
commission  (in  the  aggregate  amounting  to  a  huge  sum)  and  immediately 
thereafter  the  payment  of  further  commissions  to  reinstate  the  contracts  essen- 
tial for  the  dealer's  protection.  The  unnecessary  act  would  therefore  entail 
large  expense  with  no  practical  gain. 

Second.  December  31  being  the  most  general  terminating  date  of  business 
years,  if  all  dealers  should  close  out  their  contracts  on  that  day  It  could  only 
result  in  an  artificial  and  disastrous  depression  of  the  market  for  no  useful  end, 
yet  productive  of  immeasurable  Injury  to  many  innocent  persons,  including  not 
only  those  who  are  not  compelled  to  close  out  (but  whose  values  would,  never- 
theless, be  almost  wantonly  deranged),  but,  markedly,  the  producers  of  grain 
whose  crops  are  not  yet  sold. 

17.  It  is  not  possible  to  determine  the  cost  of  grain  on  hand  at  the  close  of  a 
fiscal  year.  This  for  many  reasons.  Operators  of  country  elevators  are  notified 
daily  of  the  grain  bought  at  each  of  their  houses.  Immediately,  hedges  are  sold 
against  it.  The  grain  so  bought  is  graded  according  to  the  Judgment  of  the 
buyer  in  charge  of  each  house  and  when  received  at  the  terminal  may,  on  official 
inspection,  be  given  an  entirely  different  grade — ^it  may  be  higher,  it  may  be 
lower.  All  such  grain  contains  a  certain  amount  of  dirt,  of  other  kinds  of  grain, 
and  of  foul  seeds,  all  of  which  are  cleaned  out  in  the  terminal  elevators.  Some 
of  these  may  be  valuable;  some  are  waste.  The  resulting  products  bear  no 
traceable  relation  to  the  original  purchases.  If  an  elevator  having  a  capacity 
of  a  million  bushels  be  filled  with  what  was  bought  for  No.  3  wheat  (the  con- 
tract grade  under  rules  of  the  Minneapolis  chamber),  when  it  has  all  been 
cleaned  and  properly  graded,  there  will  be  sonie  wheat  classed  as  No.  1,  some  as 
No.  2,  some  as  No.  3,  etc.  But  there  will  also  be  a  considerable  quantity  of  oats, 
rye,  and  barley  to  be  disposed  of  as  such,  as  well  as  screenings,  which  have  a 
market  value,  and  an  indefinite  amount  of  pure  waste.  Again,  grain  coming 
from  an  elevator  at  the  far  end  of  the  line  pays  a  larger  freight  rate  than  from 
nearer  houses ;  and,  in  the  busy  season,  1,0()0  different  purchases  may  occur  and 

be  reported  in  a  given  elevator  system  in  a  single  day,  at  different  prices,  accord-  ^ 
ing  to  the  character  and  condition  of  the  grain.  These  reports  may  come  in  by  B 
mail  or  telephone  or  telegraphs 

How,  when  it  comes  to  inventory,  can  the  cost  of  the  grain  on  hand  be  deter- 
mined? No  expert  accountant  has  as  yet  been  able  to  devise  a  method  of  accom- 
plishing this,  and  no  revenue  agent  has  succeeded  in  ascertaining  it.  How  can 
the  cost  of  the  latest  purchase  be  fixed  in  such  circumstances? 

18.  The  problem  before  the  committee  is  wholly  an  accounting  one  and  the 
situation  as  it  now  appears  demonstrates  that*  as  respects  a  business  so  pecuUar 
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to  Itself  as  dealing  In  grain  or  in  cotton,  rules  generally  applicable  to  merchan- 
dising are  inadequate  to  afford  the  protection  and  proper  application  of  the 
Income  tax  law  to  which  grain  and  cotton  dealers  are  entitled. 

Considering  the  tremendous  volume  and  Importance  of  the  grain  trade,  the 
vital  part  that  it  plays  in  the  subsistence  of  the  people,  the  enormous  banl^ 
credits  witht)ut  which  the  business  cannot  be  maintained,  and  the  disastrous 
consequences  that  will  result  to  dealers,  as  well  as  consumers  and  producers, 
from  any  course  of  action  that  will  seriously  disturb  the  proper  and  efficient  func- 
tioning of  the  business,  it  is  obvious  that  extreme  care  must  be  taken  not  to 
embarrass  the  steady  operation  of  the  rather  complicated  and  extended  system 
by  which  grain  is  moved  from  farm  to  terminals,  mills,  and  ocean  vessels,  not 
to  Jeopard  the  food  supply  of  millions  of  people,  not  to  Imperil  the  credit  which 
makes  the  continuance  of  the  business  possible,  and  not  to  ruin  by  unjust, 
inequitable,  and  erroneous  methods  of  taxation  (or  of  determining  the  taxable 
income)  the  thoustmds  of  business  men  whose  genius  and  enterprise  have  built 
up  the  largest  single  industry  in  the  United  States. 

It  is,  accordingly,  respectfully  suggested  that  the  clearly  established  account- 
ing practice  followed  in  this  peculiar  business  should  be  recognized  and  approved 
by  the  Bureau,  and  that  all  contracts  for  the  purchase  or  sale  of  grain  in  the 
future,  outstanding  at  date  of  Inventory,  should  be  required  to  be  included  as 
assets  or  liabilities  of  a  taxpayer  at  the  market  at  close  of  business  on  that  day, 
in  computing  taxable  income  for  the  fiscal  year  then  ended. 

(ExHiBrr  B.) 

This  memorandum  is  submitted .  following  a  hearing  held  in  the  Treasury 
building  on  April  7,  1921,  before  the  Committee  on  Appeals  and  Review.  It  has 
been  prepared  at  the  request  of  the  Committee,  and  attempts  to  set  out  in  very 
brief  form  the  outstanding  facts  and  our  contentions  with  reference  thereto. 

(1)  The  grain  trade  occupies  a  unique  position  in  the  commerce  of  this  coun- 
try and  is  conducted  in  accordance  with  methods  in  many  respects  peculiar  to 
the  trade,  which  have  been  demonstrated  by  long  experience  to  be  the  only 
ones  which  solve  the  complicated  problem  incident  to  the  purchase  and  market- 
ing of  grain.  The  products  dealt  in  are  peculiarly  liquid,  inasmuch  as  the 
business  methods  universally  employed  provide  a  definite  daily  market,  and  the 
commodities  and  the  contracts  relating  to  the  commodities  may  he  converted 
into  money  at  an  exact  stated  value  at  any  minute  of  any  business  day  through- 
out the  year. 

The  practice  of  hedging  or  selling  against  grain  purchases  for  the  purpose  of 
protecting  the  owner  from  fluctuations  in  the  markets,  or  buying  against  sales  of 
grain  for  future  delivery  in  order  to  assure  the  seller  of  the  actual  grain  with 
which  to  fulfill  Its  contracts  when  they  mature,  Is  a  long-established  practice 
of  the  grain  business,  recognized  as  sound  in  principle,  as  well  as  necessary  in 
order  to  avoid  serious  speculative  risk. 

(2)  The  pi^ctices  referred  to  are  distinctly  not  speculative  transactions. 
The  transactions  here  referred  to  are  only  brought  Into  being  for  the  purpose 
of  avoiding  speculative  risks.  The  dealer's  profit  is  the  legitimate  merchandis- 
ing profit  which  he  makes  as  the  compensation  for  his  skill  as  a  salesman  and 
contact  with  the  markets.  His  operations  depend  upon  his  credit  and  it  is 
well  known  that  there  Is  no  quicker  way  for  a  dealer  to  ruin  his  credit  than  for 
him  to  fall  to  protect  himself  against  market  fiuctuatlon.  It  Is,  of  course,  true 
that  if  a  man  has  securities,  he  can  borrow  money  on  them  and  speculate  with  it 
but  banks  who  lend  on  the  grain  as  security,  do  not  lend  on  this  basis  to  those 
who  do  not  hedge. 

These  transactions  have  been  repeatedly  upheld  by  the  courts  as  entirely 
legal,  and  the  transactions  which  are  entered  into  in  connection  with  the  hedges 
have  been  decided  to  be  valid  and  binding  contracts  on  both  parties.  Bibb  v. 
Allen,  149  U.  S.  41.  The  same  case  emphasizes  the  fact  that  the  current  rules 
governing  transactions  enter  Into  and  form  a  part  of  the  contracts  of  sale.  In 
Clews  V.  Jcnnieson,  182  U.  S.  461,  489,  the  court  said,  "  and  the  fact  that  at  the 
time  of  making  a  contract  for  future  delivery  the  party  binding  himself  to  sell 
has  not  the  goods  in  his  possession,  and  has  no  means  of  obtaining  them  for  de- 
livery, otherwise  than  by  purchasing  them  for  delivery  after  the  contract  is 
made,  does  not  invalidate  the  contract." 
A  typical  example  as  to  how  the  practice  of  hedging  works  is  as  follows : 
A  grain  merchant  buys  a  quantity  of  wheat,  finding  it  In  different  parts  of 
the  country — say,  100,000  bushels.    In  order  to  avoid  the  risk  of  market  fine- 


tuation  while  lie  is  seeking  a  purchaser,  he  immediately  sells  on  an  exchange 
or  board  of  trade  a  like  100,000  bushels  for  delivery  at  some  future  data  If 
he  failed  to  take  this  precaution  his  banker  would  very  likely  cancel  his  line 
of  credit.  These  transactions  are  practically  simultaneous;  if  not  exactly 
simultaneous,  the  hedging  transaction  follows  at  the  earliest  opportunity. 
They  are  so  closely  associated  that  in  the  trade  they  are  considered  as  one 
transaction.  The  hedging  part  of  the  transaction  operates  to  limit  the  transae- 
tfon  so  that  any  apparent  profit  or  loss  in  the  transaction  due  to  fluctuation  is 
rentlered  apparent  only,  and  the  dealer's  condition  is  stabilized  by  the  quality 
of  the  transaction.  If  the  dealer  sees  fit  to  sell  the  grain  which  he  bought 
he  has  no  further  use  for  the  hedge  and  immediately  offsets  it  by  buying 
100,000  bushels  for  delivery  at  the  same  future  time.  It  is  evident  that  the 
sale  of  the  grain  forces  him  to  close  out  the  hedge;  because,  if  he  did  nott 
the  he<lge  it^lf,  standing  alone,  would  involve  a  risk  of  gain  or  loss  according 
to  the  fluctuation  of  the  market.  It  is  the  practice  of  the  trade  to  close  oat 
the  hedge  after  the  other  part  of  the  transaction  is  closed.  As  stated  above. 
the  only  purpose  for  which  the  hedge  was  entered  into  was  to  insure  the 
merchant  from  a  declining  market  and  a  resulting  loss  in  his  purchase.  Such 
a  loss  is  rendered  impossible  by  reason  of  the  fact  that  a  (hanging  price 
affecting  his  cash  grain  is  closely  reflected  in  a  change  in  the  market  on  sales 
for  future  delivery.  Thus  he  is  protected  from  the  violent  changes  which 
occur  in  the  market  and  insures  to  himself  the  enjoyment  of  the  ordinary 
merchandising  profit  which  it  is  his  business  to  earn ;  say,  one  or  two  cents  per 
bushel. 

It  will  thus  be  seen  that  the  balancing  transaction  which  starts  with  the 
purchase  of  cash  grain  and  a  sale  of  future,  grain  is  only  completed  when  both 
have  been  closed  out.  It  is  very  clearly  not  a  case  of  two  isolated  transac- 
tionS' — one  a  dealing  in*  cash  grain,  the  other  a  sale  of  future  grain  followed 
by  a  purchase  of  future  grain  which  cancels  it  The  two  deals  balance  each 
other. 

'A  like  balancing  occurs  In  a  situation  where  a  dealer  contracts  to  sell  grain, 
which  he  has  not  on  hand,  for  delivery  at  a  port  at  some  month  in  the  future 
To  avoid  risk  incident  to  market  fluctuation,  he  either  purchases  as  a  hedge 
cash  grain  and  holds  it  for  delivery,  or  purchases  grain  for  future  delivery 
with  the  idea  of  keeping  the  hedging  transaction  alive  only  long  enough  to 
serve  its  purpose — that  is,  of  avoiding  risks  from  market  fluctuation.       * 

The  Federal  Trade  Commission  has  investigated  and  elaborately  reported 
the  practices  involved  in  modem  trafl^c  in  grain.  Reference  is  made  to  the 
description  of  **  Country  Grain  Marketing,"  Rep^t  of  the  Federal  Trade  Com- 
mission on  the  Grain  Trade,  pages  207,  210,  223,  and  "  Future  Trading  Opera- 
tions in  Grain,"  volume  5,  pages  17-18,  23-25,  28,  29,  44,  and  50. 

That  the  process  of  he<lging  is  the  reverse  of  speculative  Is  attested  by  the 
reiwrt  of  the  Federal  Trade  Commission,  above  referred  to.  Thus  it  defines 
hedging  as  **  the  method  employed  by  many  dealers  in  cash  grain  of  protecting 
themselves  against  losses  due  to  market  fluctuations  by  executing  with  cash 
purchases  and  sales  practically  simultaneous  future  transactions  upon  the  oppo- 
site side  of  the  market."    (Vol.  I,  page  207.) 

So  also,  in  discussing  future  operations  in  grain : 

'*  It  should  be  noted  also  that  settlement  and  cancellation  of  future  contracts 
prior  to  delivery  is  essential  to  the  serviceability  of  the  most  important  of  tlie 
business  uses  of  the  future  contract,  namely,  'hedging.'  Affording  an  impor- 
tunity for  hedging — ^which  is  a  device  to  enable  a  merchant  or  manufacturer  to 
avoid  certain  commercial  risks — is  the  principal  economic  seryice  of  future 
trading  *  *  *.  His  (the  hedger*s)  future  contract  enables  him  to  avoid 
speculative  risks  in  price    ♦     ♦     *."     (Vol.  V,  page  18.) 

An  important  feature  of  these  practices,  as  built  up  by  experience,  is  the 
fact  that  a  dealer  who  hedges  by  selling  an  amount  of  grain  equal  to  the 
amount  of  his  purchase  not  only  enters  into  a  contract  to  deliver  the  specified 
grain  at  a  future  date,  but  assumes  a  variety  of  other  obligations  which  are 
just  as  binding  on  bim  as  the  obligation  to  deliver  the  grain. 

Among  these  collateral  undertakings  which  become  binding  en  him  he 
promises  that  in  case  the  market  on  such  future  deliveries  goes  against  him, 
showing  a  loss,  Tie  ioUl  pay  in  cash  the  amount  of  the  loss,  and  that  he  will  make 
this  payment  on  demand.  The  enforcement  of  this  obligation  occurs  thousands 
of  times  every  day.  It  is  to  be  noted  that  even  at  a  time  when  the  hedging 
transaction  is  still  open,  the  dealer  inourg  an  absolute  obligation  to  pay  over 
money,  this  obligation  resting  on  the  collateral  promises  which  he  made  when 
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he  .^tered  Into  the  sales  for  future  delivery.  The  market  having  gone  against 
him,  the  condition  of  his  liability  has  become  fixed,  and  he  owes  the  money 
on  demand.  Although  the  time  for  delivery  has  not  been  reached  the  failure 
of  the  dealer  to  pay  the  debt  created  by  this  obligation  is  a  breach  of  his  con- 
tract just  as  much  as  if  he  failed  to  deliver  at  the  time  when  delivery  was 
promised.  On  the  other  hand,  the  contract  which  the  dealer  makes  in  working 
out  his  hedging  arrangement,  requires  the  other  party  to  the  transaction,  in 
ease  the  market  goes  against  him,  to  pay,  as  a  matter  of  binding  agreement, 
the  amount  by  which  the  market  has  gone  against  him.  These  obligations  to 
pay  are  absolute  and  are  therefore  properly  accruable  on  the  books  of  the  two 
parties.  The  well-known  rules  of  exchanges,  requiring  daily  settlement  by 
members,  emphasize  the  sharply  defined  nature  of  these  dally  settlements. 

(3)  The  facts  set  out  in  the  foregoing  paragraphs  are  clearly  reflected  in  the 
accounting  practices  universally  followed  in  connection  with  grain  trades. 
Statements  filed  in  connection  with  this  memorandum  show  that  the  prafrtice 
of  taking  into  account  at  the  close  of  a  taxable  year  all  the  accrued  gains  or 
losses,  in  connection  with  open  transactions  of  the  sort  described,  is  universal, 
jand  is  everywhere  recognized,  not  only  as  the  standard  practice,  but  also  as 
the  only  feasible  method  by  which  the  accounts  of  the  grain  dealers  can  be 
made  to  reflect,  on  any  reliable  basis,  the  net  income  of  grain  dealers.  Thus 
the  accounting  follows  the  fact,  the  effect  of  such  payments  being  to  bring  the 
open  trades  to  the  market  at  the  close  of  each  day's  business. 

Statements  of  accountants,  filed  herevrith,  show — 

**In  connection  with  the  hearing  held  before  the  Committee  on  April  7, 
1021,  relative  to  the  bringing  into  account  of  the  accrued  profit  and  loss  on 
open  trades  and  futures  and  the  valuation  of  inventories,  for  the  purpose  of 
arriving  at  net  income  in  the  grain  trade,  we  are  of  the  opinion  that  the 
practice  used  in  the  trade  of  bringing  all  elements  to  market  price  at  the 
date  of  closing,  which  has  been  in  use  for  a  long  period  of  years,  is  the  only 
practical  method  of  arriving  at  a  true  and  correct  result  of  the  operations." 

We  have  submitted  statements  by  accountants  and  bankers  showing  not  only 
that  the  method  suggested  by  us  is  the  only  practice  used  in  the  trade,  but  is 
the  only  method  which  truly  reflects  the  conditioD  of  the  company  and  its 
net  Income.  We  attach  an  additional  statement  to  the  same  effect  with  a 
specimen  balance*  sheet,  showing  two  ways  in  which  the  open  trade  may  be 
taken  into  account,  1.  e.,  either  through  inventory  or  including  accrued  gains 
and  losses  as  assets  and  liabilities.  We  also  file  a  specimen  wheat-inventory 
sheet,  which  shows  how  the  open  trades  may  be  and  are  reported.  You  will 
see  that  this  method  serves  to  bring  into  check,  or  approximate  check,  the 
total  number  of  bushels  bought  and  the  total  number  sold.  T^e  left-hand 
column  of  the  sheet,  called  '*  wheat  inventory,"  shows  the  number  of  bushels. 
Specimen  Journal  entries  are  also  attached,  illustrating  how  these  matters 
may  appear  in  the  journal. 

These  well-established  accounting  practices  would  alone  seem  to  have  a 
decisive  effect  on  the  question,  since  section  212(b),  Revenue  Act  of  1918, 
provides : 

*'  The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer's  annual 
accounting  period  (fiscal  or  calendar  year,  as  the  case  may  be),  in  accordance 
with  the  method  of  accounting  regularly  employed  in  keeping  the  books  of 
such  taxpayer ;  but  If  no  such  method  of  accounting  has  been  so  employed,  or 
if  the  method  employed  does  not  clearly  reflect  the  income,  the  computation 
shall  be  made  upon  such  basis  and  in  such  manner  as  in  the  opinion  of  the 
Ck)mmi8sioner  does  clearly  reflect  the  income.  If  the  taxpayer's  annual  ac- 
counting period  is  other  than  a  fiscal  year,  as  defined  in  section  200,  or  if 
the  taxpayer  has  no  annual  accounting  perioil,  or  does  not  keep  books,  the 
net  income  shall  be  computed  on  the  basis  of  the  calendar  year." 

This  clearly  establishes  a  prima  fade  presumption  in  favor  of  '*  the  method 
of  accounting  regularly  employed  In  keeping  the  books"  of  the  taxpayer. 
Where  the  taxpayer  has  a  regular  accounting  method  the  effect  of  this  para- 
graph is  that  this  method  shall  be  followed  by  the  Commissioner,  unless  "'  the 
method  employed  does  not  clearly  refiect  the  income."  In  this  case  we  are 
dealing  not  only  v^th  the  method  regularly  employed  by  a  particular  taxpay^, 
but  with  a  method  univei'sally  employed  and  recognized  in  the  trade  and  con- 
sidered as  the  only  method  which  does,  in  fact,  for  any  particular  twelve  months' 
period,  truly  reflect  income  for  that  period.  The  Bureau  has  before  it,  in 
cases  now  in  iHX)ce8s  of  audit,  numerous  instances  in  which  the  forcible  separa- 
tions of  the  primary  trade  from  its  balancing  hedge  has  resulted  in  obvioady 
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distorting  income  and  loBses;  for  example,  snch  forcible  separation  freqnently 
results  In  apparent  large  loss  in  one  year  and  apparent  large  gains  In  another, 
when,  in  fact,  by  reason  of  the  continued  balancing,  as  outlined  above,  and 
the  continual  readjustment  of  accounts,  the  business  at  no  time  deviated  very 
far  from  its  normal  course  of  a  small  profit  or  loss  per  bushel  of  grain.  The 
method  of  hedging  employed  absolutely  guaranteed  the  dealer  against  gains  or 
losses  on  a  large  scale  due  to  fluctuation  in  the  market  The  only  correct 
method  of  reflecting  the  annual  Income  of  the  business  is  one  which  refle<H:8 
the  fact  that  substantial  losses  from  fluctuation  have  been  eliminated.  No 
method  is  correct,  obviously,  which  indicates  large  losses  or  large  gains  due 
to  market  fluctuation  in  the  case  of  a  business  that  has  effectively  avoided 
any  such  gains  or  losses.  The  test  being  whether  the  method  of  accounting 
employed  properly  reflects  the  annual  income  or  not,  it  seems  perfectly  plain 
that  no  method  of  reporting  income  which  fails  to  take  into  account  the  <H>en 
hedges,  and  the  collateral  obligations  which  go  with  them,  is  permissible,  and 
that  the  only  method  possible  is  the  one  universally  used,  which  we  are  now 
advocating. 

The  statement  previously  made,  that  to  a  substantial  extent  a  dealer's 
credit  with  his  bank  depends  on  the  consistency  with  which  he  protects  him- 
self  against  the  possible  losses  due  to  market  fluctuations,  is  substantiated 
by  the  stat^nents  flled,  showing  the  policy  generally  followed  by  important 
banldng  institutions  throughout  the  United  States. 

It  is  respectfully  submitted  that  grain  dealers  who  protect  themselves  by 
future  transactions  from  market  fluctuations,  and  whose  accounts  consistently 
reflect  and  take  into  account  at  the  end  of  the  taxable  period  accrued  gains 
and  losses  in  such  future  transactions,  be  permitted  to  make  their  returps  on 
such  basis. 

At  the  hearing  before  the  Committee  on  April  7  last  the  Committee 
was  deeply  impressed  with  the  force  of  the  arguments  presented  by 
counsel  and  with  the  seriousness  of  the  situation  that  would  unques- 
tionably develop  in  the  cotton  and  grain  trades  should  the  present 
practice  of  the  IJnit  in  denying  to  taxpayers  the  right  of  including 
m  their  balance  sheets  their  liabilities  or  assets  under  these^^  hedges^ 
be  confirmed  and  established  as  the  recognized  practice  of  the  Bureau. 

The  Committee  admits  all  the  contentions  advanced  by  these  tax- 
payers through  their  counsel,  and  it  finds  itself  at  no  embarrassment 
m  according  the  relief  sought  without  doing  violence  to  any  ruling 
heretofore  promulgated  or  to  precedents  established. 

Attention  is  again  invited  to  the  fact  that  in  drafting  its  Memo- 
randum 100,  the  Committee  was  dealing  solely  with  inventories, 
and  therein  disposed  only  of  a  proposition  that  had  reached  the  Bu- 
reau from  various  sources,  to  include  "  hedges  "  a«  a  part  of  the  inven- 
tory; adding  them  thereto  in  cases  of  "future"  purchases  or  de- 
ducting them  therefrom  in  cases  of  "  future  "  sales.  This  method 
of  procedure  was  denied  as  being  fundamentally  erroneous  in  prin- 
cijple,  but  the  opinion  of  the  Committee  was  expressed  only  as  to  its 
enect  upon  the  inventory. 

From  that  opinion  the  Committee  now  finds  no  cause  to  deviate 
and  holds  it  to  be  self-evident,  without  again  referring  to  the  legal 
questions  involved,  that  any  proposition  to  add  to  an  inventory  the 
value  of  a  commodity  the  title  to  which  is  not  at  the  time  actually 
vested  in  the  taxpayer,  or  to  deduct  from  an  inventory  the  value  of 
a  commodity  the  title  to  which  may  or  may  not  be  vested  in  the  tax-  ^ 
payer  but  which  is  to  be  delivered  only  at  some  time  in  the  future,  % 
cannot  by  any  correct  system  of  reasoning  or  lo^c  be  maintained. 

But  the  cases  now  presented  for  consideration  involve  quite  a 
different  principle,  and  the  proposition  is  not  identical  with,  nor  in 
fact  in  any  degree  parallel  to,  that  discussed  in  Memorandum  100. 
Here  we  are  dealing  not  with  the  value  of  a  commodity  purchased 


79  rt2i2 

to  be  received,  or  sold  to  be  delivered,  at  some  future  date ;  but  with 
firm  contracts  entered  into  in  good  faith  for  a  consideration  and 
enforceable  under  the  law,  the  value  of  which  (and  consequently 
the  profit  or  loss  resulting  therefrom)  can  be  absolutely  fixed  and 

•  determined  at  any  minute  of  any  business  day.  To  deny  to  these 
contracts,  at  any  time  during  their  life.  Governmental  recognition  as 
actual  liabilities  or  actual  assets  (as  the  case  may  be)  would  in  the 
opinion  of  the  Committee  be  futile,  nor  could  such  a  contention  be 
sustained  in  the  courts  where  recognition  has  heretofore  been  fully 
accorded  them. 

For  the  foregoing  reasons  the  Committee  is  convinced  of  the  right 
of  the  taxpayer  to  set  up  on  his  books  and  incorporate  in  his  balance 
sheet  at  the  end  of  his  taxable  year,  the  liabilities  or  the  assets 
which  inhere  at  that  precise  moment  in  such  contracts  to  which  he 
is  a  party,  and  to  include  in  his  income  account  the  profit  or  the  loss 
due  directly  thereto;  but  this  result  should  in  no  case  be  accom- 
plished by  adding  to  or  deducting  from  the  inventory  the  values  of 
the  commodity  covered  by  such  "  future  "  contracts. 

Therefore,  the  Committee  holds :  That  dealers  in  cotton  and  grain 
and  in  such  other  commodities  as  are  dealt  in  in  a  similar  manner  may, 
for  the  purpose  of  determining  taxable  income,  incorporate  in  their 
balance  sheets  at  the  close  of  any  taxable  year,  such  open  "  future  " 
contracts  to  which  they  are  parties  as  are  "  hedges "  against  actual 
"  spot "  or  cash  transactions :  Provided^  That  no  purely  speculative 
transactions  in  "  futures "  not  offset  by  actual  "  spot "  or  cash 
transactions  may  be  so  included  or  taken  into  the  taxpayer's  ac- 
count in  any  manner  until  such  transactions  are  actually  closed  by 
liquidation :  And  provided  further^  That  the  values  of  the  commodity 
covered  by  such  open  "  future  "  contracts  shall  not  be  added  to  nor 
deducted  from  the  inventory  of  the  taxpayer. 
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Section  212,  Article  23 :  Bases  of  computation.  48-21-1941 

O.  D.  1113 

A  taxpayer  who  had  heretofore  computed  his  income  and  filed 
his  returns  on  the  accrual  basis  changed  his  method  of  accounting 
to  the  cash  receipts  and  disbursements  basis  on  June  30,  1921,  the 
close  of  his  taxable  year,  and  applied  to  the  Commissioner  for  per- 
mission to  compute  his  income  in  his  return  for  the  1921  fiscal  year 
on  the  cash  basis. 

Held,  that  inasmuch  as  the  change  in  his  method  of  accounting 
was  not  made  until  the  close  of  the  taxable  year,  permission  to  com- 
pute income  in  his  return  for  1921  on  the  cash  receipts  and  dis- 
bursements basis  is  denied. 


Section  212,  Article  23 :  Bases  of  computation.  50-21-1971 

O.  D.  1138 

A  taxpayer  who  has  properly  filed  his  return  on  the  cash  receipts 
and  disbursements  basis  can  not  be  granted  permission  to  amend  it 
by  stating  that  it  is  filed  on  an  accrual  basis,  even  though  his  cash 
receipts  and  disbursements  were  the  same  as  his  accrued  income  and 
deductions  except  as  to  the  item  taxes  accrued  to  a  foreign  country 
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SECTION  218(a).— GROSS  INCOME  DEFINED: 

INCLUSIONS. 

Section  213(a),  Aktioi^  31:  What  included  28-21-1728 

in  gross  income.  O.  D.  971         ^ 

(Also  Section  214(a)l,  Article  111.)  ^| 

A,  and  others  entered  into  an  agreement  with  B,  by  the  terms  of 
which  B  was  given  a  lease  upon  a  certain  tract  of  oil  land^  and  A  and 
his  associates  were  to  receive  a  one-sixth  royalty  interest  m  the  lease. 
In  consideration  for  the  lease,  B  agreed  to  give  x  dollars  to  the 
lessors  by  paying  to  them  one-half  of  the  proceeds  of  all  sales  of  oil 
and  gas  produced  by  the  five-sixths  working  interest  which  B  had 
acquired  and  one-fourth  and  one-twelfth,  respectively,  of  the  pro- 
ceeds from  the  sale  of  oil  and  gas  produced  by  B  upon  two  other 
leases  which  B  owned,  and  an  amount  representing  the  Federal  in- 
come tax  upon  the  sums  paid  to  the  lessors.  The  taxes  and  interest 
were  payable  in  the  same  manner  as  the  x  dollars.  It  is  stipulated 
that  all  payments  to  the  lessors  provided  for  in  the  agreement  shall 
be  deposited  with  C,  who  upon  receiving  payment  in  full  shall  de- 
liver the  lease  to  B  or  his  order.  The  oil  is  piped  directly  to  the 
purchasing  company  which  remits  to  C,  who  places  to  the  credit  of 
A  and  his  associates  the  amounts  properly  payable  to  them.  Full  pay- 
ment must  be  made  by  B  within  six  years  from  the  date  of  the  agree- 
ment, failure  to  do  so  resulting  in  a  forfeiture  of  all  B's  rights  under 
the  rleas^,  except  that  he  shall  retain  all  wells  theretofore  drilled  or 
in  actual  process  of  drilling,  together  with  y  acres  of  land  for  each 
such  well.  In  case  of  such  default  on  B's  part,  it  is  also  provided  that 
the  lessors  shall  retain  all  amounts  previously  paid  to  them  and  that 
B  shall  remain  obligated  to  pay  to  the  lessors  the  one- fourth  and  one- 
twelfth  interests  in  the  ro^ralties  received  by  B  imder  the  other  two 
leases  which  he  owned,  until  x  dollars,  together  with  income  tax  and 
interest,  is  fully  paid. 

Held,  that  all  income  received  by  B  from  the  five-sixths  working 
interest  under  the  agreement  and  from*  the  one-fourth  and  one- 
twelfth  royalty  interests  in  the  two  other  leases,  represent  income  to 
B  for  the  year  in  which  received  or  accrued,  as  the  case  may  be, 
proper  deduction  being  taken  for  depletion  in  each  year. 

Inasmuch  as  it  is  impossible  to  determine  in  advance  the  amount 
which  will  be  produced  by  the  several  undivided  oil  interests  in  each 
year  and  inasmuch  as  the  payments  in  the  several  years  during  the 
term  of  the  contract  will  m  all  probability  vary  in  amounts,  it  is 
held  that  x  dollars  may  not  be  amortized  over  the  life  of  the  contract 
but  so  much  of  each  payment  made  as  represents  a  payment  on  such 
principal  amount  may  be  charged  o£F  during  the  year  in  which  paid. 
So  much  of  each  payment  as  represents  the  amount  of  income  tax 
payable  under  the  agreement  may  also  be  charged  off  for  the  year  in 
which  paid.  That  part  of  the  yearly  payments  which  represents 
interest  upon  the  deferred  payments  should  be  claimed  as  a  deduction  ^- 
for  interest  likewise  for  the  year  in  which  paid.  % 
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Section  213 (a) ,  Abticm:  31 :  What  included  35-21-1789 

in  gross  income.  O.  D.  1009 

(Also  Section  214(a)  1,  Article  101.) 

•  An  officer  of  a  bank  was  appointed  receiver  and  trustee  of  an  in- 

solvent debtor  of  the  bank.  The  performance  of  his  duties  as  receiver 
and  trustee  required  time  and  attention  which  otherwise  would  have 
been  given  to  the  bank  and  before  accepting  such  office  it  was  ex- 
pressly agreed  and  understood  between  the  omcer  and  the  bank  that 
he  would  not  accept  office  as  receiver  and  trustee  for  his  personal 
profit,  but  that  he  would  turn  over  to  the  bank  whatever  compensa- 
tion was  received  by  him. 

Held,  that  the  amount  of  compensation  so  received  by  the  officer 
during  the  taxable  year  should  be  reported  by  him  as  gross  income, 
and  that  the  amount  of  such  compensation  turned  over  to  the  bank 
in  accordance  with  the  agreement  referred  to  may  be  deducted  by 
him  as  a  business  expense. 

Section  213(a),  Article  31:  What  included  37-21-1812 

in  gross  income.  A.  R.  R.  617 

Recommended,  in  the  appeal  of  A,  that  the  action  of  the  Income  Tax 
Unit  in  holding  that  an  item  of  x  dollars  received  in  1919  under  the 
conditions  outhned  constitutes  gross  income  within  the  meaning  of  the 
taxing  laws  be  sustained^  and  accordingly,  that  the  taxpayer's  appeal 
be  denied. 

The  Committee  has  had  imder  consideration  an  appeal  filed  by  A, 
from  a  ruling  made  by  the  Income  Tax  Unit  which  anects  the  appel- 
lant's 1919  income  tax  liability. 

The  ruling  in  question  was  made  on  an  inquiry  stated  in  corre- 
spondence addressed  to  the  Commissioner  of  Internal  Revenue  under 
date  of  March  — ,  1920,  as  follows: 

Last  spring  I  was  asked  by  the  owner  of  the  apartment  in  which  I  resided  to  vacate 
the  premises  on  June  1  instead  of  at  the  expiration  of  my  lease  on  October  1,  in 
order  to  permit  his  making  structural  changes  in  the  entire  building  for  the  purpose 
of  turning  it  into  a  hotel. 

The  question  of  the  expense  that  this  action  on  mypart  would  necessitate  was 
broii^ht  up  with  th^  owner  and  he  agreed  to  stand  it.  We  estimated  the  expenses  of 
packing,  moving,  and  storing  etc.,  of  my  household  goods  for  the  term  at  x  dollars, 
which  amount  the  owner  paid  me. 

I  subsequently  found  that  the  expenses  incurred  in  connection  with  the  matter 
amounted  to  more  than  the  amount  paid  me. 

I  take  it  und^  the  circumstances  that  I  need  not  account  for  the  amount  paid 
me  by  the  owner  in  my  tax  report  for  1919. 

Will  you  please  confirm  this  assumption,  and  awaiting  your  prompt  reply,  I  remain. 

The  ruling  of  the  Unit  was  communicated  to  the  taxpayer  in  a 
letter  dated  March  — ,  1920,  to  the  eflFect  that: 

The  Revenue  Act  of  1918,  in  defining  gross  income,  includes  income  derived  from 
any  source  whatever,  unless  exempt  from  tax  by  law.  As  the  income  from  a  trans* 
action  such  as  this  is  not  exempt  oy  law,  it  is  evident  that  it  must  be  included  in 

»  gross  income.  The  cost  of  moving  is  a  personal  expense  not  deductible  in  com- 
puting net  income. 
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Under  date  of  April  — ,  1920,  the  taxpayer  in  replying  to  the 
Unites  letter  of  March  — ,  1920,  stated  in  part  as  follows: 

The  X  dollars  was  in  no  sense  income.  It  was  a  question  whether  the  owner  could 
store  my  household  effects  or  pay  for  their  storage.  He  did  the  latter.  If  he  had 
kept  them  in  the  building  I  assume  there  would  be  no  question  that  I  had  received  ^K 

income  by  the  transaction.    As  I  had  them  stored  the  landlord  by  agreement  paid  the  ^P 

expenses  through  me.  I  was  merely  an  intermediary.  I  could  just  as  well  have  ar- 
ranged that  the  bill  for  the  charges  be  sent  direct  to  the  owner  for  payment  and  in  that 
case  I  would  not  have  been  in  physical  receipt  of  the  money,  and  the  transaction 
would  have  been  just  the  same. 

In  other  words,  by  obliging  my  landlord  I  would  have  suffered  a  loss  if  he  had  not 
agreed  to  make  that  Iosp  good. 

Upon  reconsideration  of  the  question  by  the  Unit,  its  former 
ruling  was  adhered  to  and  the  taxpayer  was  so  advised  under  date 
of  February  — ,  1 92 1 . 

In  the  consideration  of  this  question  the  Committee  has  referred 
to  section  213(a) ,  Revenue  Act  of  1918,  which  provides  in  part: 

That  for  the  purposes  of  this  title  *  *  *  the  term  "gross  income"  (a)  includes 
gains,  profits,  and  income    *    *    *    of  whatever  kind  and  in  whatever  form  paid. 

Section  213(b)  enumerates  certain  classes  of  exempt  income 
which  shall  be  excluded  in  reporting  ^oss  income,  and  an  examina- 
tion of  that  section  indicates  that  an  item  of  income  of  the  character 
under  discussion  is  not  specifically  exempt  from  tax  or  excluded 
from  gross  income. 

The  facts  indicate  that  by  reason  of  termination  of  lease  contract 
before  the  expiration  of  the  lease,  it  became  necessary  for  the  tax- 
payer to  move  and  store  certain  household  goods  which  of  necessity 
entailed  an  expense.  It  is  a  well-established  fact  that  an  expense 
of  this  character  while  constituting  a  real  expense  to  the  taxpayer 
is  for  the  purposes  of  tax  considered  as  a  personal  or  living  expense, 
and,  therefore,  not  a  deductible  charge  in  the  computation  of  tax- 
able net  income.  It  is  shown  that  by  reason  of  an  agreement  between 
A  and  his  landlord  at  the  termination  of  the  lease  oefore  expiration 
the  taxpayer  was  paid  x  dollars  to  meet  storage  charges  on  his 
household  effects. 

It  is  the  opinion  of  the  Committee  that  such  payment  constituted 
an  actual  and  determined  financial  benefit  flowing  to  the  appellant 
and  as  such  falls  squarely  within  the  definition  of  gross  income  as 
set  forth  in  section  213(a),  Revenue  Act  of  1918,  which  reads  in  part 
that  gross  income  ^'includes  gains,  profits,  and  income  *  *  *  of 
whatever  kind  and  in  whatever  form  paid/'  This  view  appears  to 
be  justified  by  that  portion  of  article  31,  Regulations  45,  which 
reads  in  part  tnat : 

The  amount  of  income  tax  paid  for  a  bondholder  by  an  obligor  pursuant  to  a  tax- 
free  covenant  in  its  bonds  is  in  the  nature  of  additional  interest  paid  the  bondholder 
and  must  be  included  in  his  gross  income. 

The  foregoing  regulation  recognizes  that  where  a  payment  of  tax 
is  made  by  the  obligor  for  the  bondholder  pursuant  to  a  tax-free        ^. 
covenant,  such  payment  results  in  a  direct  nnancial  benefit  to  the         ^'* 
bondholder,  ana  as  such  constitutes  an  item  of  income,  gains,  or 

Srofits  within  the  meaning  of  those  terms  as  used  in  section  213(a), 
Revenue  Act  of  1918. 

In  view  of  the  foregoing,  the  Committee  is  of  the  opinion  that  the 
item  of  X  dollars  paid  to  the  appellant  pursuant  to  an  agreement 
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reached  upon  the  termiBation  of  a  leasehold  contract  before  its 
expiration,  and  for  the  purpose  of  defraying  a  personal  expense  in 
the  nature  of  storage  charges  upon  the  appellant's  household  goods, 
constitutes  an  item  of  gross  income  within  the  meaning  of  the  taxing 
statute  which  should  be  reported  in  the  taxpayer's  1919  return. 

Therefore,  it  is  recommended  in  the  appeal  of  A,  that  the  action 
of  the  Income  Tax  Unit  in  holding  that  an  item  of  x  dollars  received 
in  1919  imder  conditions  as  hereinbefore  outlined  constitutes  gross 
income  within  the  meaning  of  the  taxing  laws,  be  sustained  and, 
accordingly,  that  the  taxpayer's  appeal  be  denied. 


Section  213(a),  Article  31:  What  included  37-21-1813 

in  gross  income.  O.  D.  1028 

A  and  B  have  expended  2x  dollars  experimenting  with  a  certain  oil 
process  and  in  obtaining  patents  thereon,  one-half  of  the  expenses 
Deing  chargeable  to  each.  The  process  is  still  in  a  state  of  develop- 
ment. They  have  entered  into  two  contracts  with  the  M  Company, 
one  giving  it  a  nonexclusive  license  to  use  the  process  in  consideration 
of  tne  payment  to  them  of  a  certain  royalty  on  each  barrel  of  oil 
manufactured;  the  other,  giving  the  company  the  option  to  purchase 
an  interest  of  a  certain  per  cent  in  such  profits  as  may  be  derived 
from  the  royalties  received  by  A  and  B.  To  bind  the  latter  contract 
there  was  paid  by  the  companv  the  sum  of  x  dollars  in  cash,  one-half 
credited  each  to  A  and  B.  The  taxpayers  contend  that  the  amount 
received  by  then^  from  the  M  Company  to  bind  the  latter  contract 
represents  a  return  of  part  of  the  capital  invested  by  them  in  the 
patents,  and  is  therefore  not  taxable  income. 

An  examination  of  copies  of  the  contracts  discloses  the  fact  that 
the  X  dollars  was  paid  simply  in  order  to  bind  an  option  to  purchase 
an  interest  in  the  royalties  to  be  derived  and  has  no  effect  whatsoever 
on  the  ownership  of  such  patents.  Under  neither  contract  are  the 
rights  of  ownership  waivedT)y  A  and  B.  The  first  contract  provides 
that  in  consideration  of  a  specified  guaranteed  royalty  the  company 
is  to  be  given  certain  rights  to  the  use  of  said  processes,  methods, 
devices,  or  inventions. 

It  is  held  that  the  amount  received  bv  the  taxpayers  to  bind  the 
option  to  acquire  an  interest  in  the  pronts  from  royalties  that  may 
accrue  from  the  processes  oi:  patents  in  question  is  taxable  income 
to  the  recipients  for  the  year  in  which  received. 


Section  213 (a) ,  Akticle  31 :  What  included  in  47-21-1929 

gross  income.  O.  D.  1106 

(Also  Section  2U(a)l,  Article  111.) 

A  taxpayer  sells  automobiles  on  term  contracts,  and  to  insure  him- 
self against  losses  through  embezzlement  of  the  cars  or  confiscation 
thereof  by  the  Government  under  the  Volstead  Act,  he  has  adopted 
a  plan  oi  carrying  his  own  insurance,  by  collecting  premiums  irom 
the  purchasers  under  the  leases  or  term  contracts  and  placing  the 
money  received  into  a  reserve  fund,  against  which  all  losses  referred 
to  are  charged. 
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Inquiry  is  made  as  to  the  manner  of  treating;  the  income  reoeived 
as  premiums  and  amounts  paid  out  of  the  reserve  fund. 

Held,  that  if  the  taxpayer's  books  are  kept  on  a  cash  receipts  basis, 
all  amounts  received  from  the  so-called  premiums  in  any  taxable 
year  should  be  reported  as  income  in  the  return  of  the  taxpayer  for 
that  year,  or  if  his  books  are  kept  on  the  accrual  basis,  then  in  the 
year  in  which  such  amounts  accrue.  The  losses  sustained  by  the  tax- 
payer are  allowable  deductions  for  the  year  in  which  such  losses 
are  sustained. 

Section  213 (a) ,  Article  31 :  What  included  in  51-21-1979 

gross  income.  O.  D.  1139 

(Also  Section  214(a)4,  5,  6,  Article  141.) 

A  taxpayer  is  engaged  in  the  business  of  loaning  money  at  a 
usurious  rate  of  interest  practically  without  security  in  a  State  where 
such  rate  of  interest  is  illegal.  At  the  end  of  the  year  he  has  with- 
drawn a  certain  amount  of  cash  and  his  notes  receivable  total  a 
greater  amount  than  at  the  beginning  of  the  year  due  to  the  ac- 
cumulation of  interest  and  charges,  under  the  law  these  notes  are 
uncollectible.  Advice  is  asked  as  to  whether  the  amount  of  cash 
withdrawn  from  the  business  constitutes  income  or  if  the  amount  of 
cash  plus  the  increase  in  value  of  the  notes  should  be  reported  as 
income. 

Held,  that  the  taxpayer  must  report  the  amount  of  income  re- 
ceived by  him  for  the  year  in  which  it  was  actually  received,  and 
that  inasmuch  as  the  unpaid  notes  held  by  him  are  not  legal  obliga- 
tions of  the  makers  and  are  not  collectible  under  due  process  of  law, 
the  apparent  increase  in  value  can  not  be  said  to  be  income.  Losses 
sustained  as  a  result  of  the  taxpayer  being  engaged  in  a  business 
which  is  illegal  in  the  States  in  which  he  transacts  his  business  are 
not  deductible  under  the  provisions  of  article  141,  Begulations  46. 


Section  213(a) ,  Article  32 :  Compensation  34-21-1776 

for  personal  services.  O.  D.  997 

Under  the  provisions  of  an  Act  approved  June  4,  1920,  appropria- 
tions for  the  Diplomatic  and  Consular  Service  for  the  fiscal  year 
ending  June  30,  1921,  were  made  for  the  purpose  of  adjusting  the 
official  income  of  certain  of  the  employees  of  the  service  to  the  cost 
of  living.  Inquiry  is  made  as  to  whether  the  amounts,  known  as 
''  post  allowances,"  should  be  included  as  income  for  1920.  The  Act  ' 
designated  the  ''  post  allowances  "  as  additional  compensation.  \ 

Held,  that  such  allowances  received  by  members  ox  the  Diplomatic         \ 
and  Consular  Service  should  be  included  in  gross  income  by  the  em-         \ 
ployees  who  received  it  for  the  taxable  year  in  which  it  wp-s  received.  J 


Section  213(a),  Article  32:    Compensation 
for  personal  services. 

(See  36-21-1798;  sec.  213(b),  art.  73.)     Amount  equal  to  salary 
of  oflScer  of  corporation  received  by  his  widow  as  a  gratuity. 


• 


» 


85  [» 213(a) 

SfionoN  213(a),  Abugle  32:  Compensation  37-21-1814 

for  personal  services.  O.  D.  1029 

A  was  an  employee  of  the  M  Company  under  contract  for  a  period 
of  21  years,  such  contract  being  terminable  at  the  will  of  the  com- 
pany. The  company  sold  its  assets  and  discontinued  business  during 
1920,  and  at  the  time  A's  employment  ceased  in  1921  he  received  Gy 
dollars  from  the  M  Company  as  an  expression  of  its  appreciation  of 
his  long  and  faithful  service.  A  had  no  interest  in  the  company, 
received  nothing  in  the  way  of  bonuses  or  extra  commission,  and  had 
no  agreement  with  the  company  for  anything  further  than  his  salary. 

Tms  office  has  held  that  pensions  and  bonuses  are  in  the  nature 
of  additional  compensation  to  the  recipient  and  must  be  included  in 
computing  net  income.  In  a  Uke  manner,  any  lump  sum  received  by 
an  employee  from  a  former  employer  upon  the  termination  of  his 
employment  has  in  it  a  lai^e  element  ot  compensation  for  services 
previously  rendered. 

It  is  held,  therefore,  that  the  amount  received  by  A  is  in  the  nature 
of  additional  compensation  and  must  be  included  dv  A  in  computing 
his  net  income  for  the  year  in  which  it  was  receivea. 


Section  213  (a)  ^  AkticiiB  32:  Compensation  for 
personal  services. 

(See  52-21-1989;  sec.  1,  art.  1607.)     Contributions  to  joint  adven- 
ture used  in  maintenance  of  taxpayer's  home. 


Section   213(a),   Article  33:   Compensation  46-21-1917 

paid  other  than  in  cash.  O.  D.  1098 

The  regulations  of  the  Public  Health  Service  provide  that  officers 
of  such  service  are  entitled  to  quarters,  heat,  and  light,  and  that  em- 
ployees, such  as  attendants,  dietitians,  internes,  nurses,  and  recon- 
struction aids,  are  entitled  to  quaiters,  subsistence,  and  laundry. 
These  items  are  furnished  to  such  persons  in  respect  of  a  service 
which  they  render  and  as  an  inducement  to  them  to  enter  the  Public 
Health  Service. 

It  is  held,  therefore,  that  the  value  of  the  quarters,  subsistence, 
laundry,  heat,  and  light  furnished  the  officers  and  employees  ref errea 
to  constitutes  income  to  such  officers  and  employees  and  must  be  re- 
turned by  them  as  income  for  the  year  in  which  received. 


Section  213(a),  ARncaLE  35:  Gross  income  30-21-1742^ 

from  business  O,  D.  979 

(Also  Section  214(a)7,  Article  151.) 

It  is  suggested  by  a  taxpayer  that  Begulations  45  be  changed  so 
as  to  permit  all  taxpayers  to  compute  tneir  net  income  under  the 
Eevenue  Act  of  1918  by  valuing  their  notes  receivable  at  their  fair 
market  value  in  any  case  in  which  the  time  for  the  payment  of  such 
notes  has  been  extended  by  the  taxpayer  and  the  notes  can  not  be 
discounted  or  sold  without  material  loss.  In  accordance  with  the 
suggested  procedure  in  such  cases  a  merchant  who  had  notes  re 
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ceivable  for  ^ods  sold  and  who  granted  the  purchaser  an  extension 
of  time  within  which  to  pay  the  notes  would  be  permitted  to  treat 
the  fair  market  value  of  the  notes  as  the  price  for  which  the  goods 
were  sold  or  to  deduct  from  gross  income  as  a  loss  the  difference  be- 
tween the  face  value  of  the  notes  and  their  fair  market  value  at  the 
time  they  originally,  became  due. 

This  matter  has  been  carefully  considered  and  the  conclusion 
reached  that  it  is  not  within  the  authority  of  this  office  to  modify 
the  regulations  as  suggested. 

The  provision  of  article  34  of  Regulations  45,  relating  to  promis- 
sory notes  received  in  payment  for  services  rendered,  is  not  ap- 
plicable in  determining  the  gross  profit  derived  by  a  taxpayer  en- 
gaged in  a  business  involving  the  purchase  and  sale  of  merchandise. 
The  provision  of  article  34  referred  to  is  based  on  that  part  of  sec- 
tion 213(a)  which  provides  that  "the  term  'gross  income'  includes 
♦  *  *  compensation  for  personal  service  *  *  *,  of  what- 
ever kind  and  in  whatever  form  paid,  *  *  *."  There  is  nothing 
in  the  statute  modifying  what  must  otherwise  be  accepted  as  the 
guiding  principle  in  determining  gross  income  in  the  case  of  a  man- 
ufacturing, merchandising,  or  mining  business.  Under  the  statute, 
therefore,  gross  income  in  such  a  case  must  be  determined  according  . 
to  the  accepted  principles  of  accounting.  (See  sections  212  and  232 
of  the  statute  and  articles  21  and  35  of  Regulations  45.)  It  is  an 
accepted  accounting  principle  that  gross  profit  from  sales  is  deter- 
mined by  subtracting  from  the  gross  contract  price  the  cost  of  the 
goods  sold.  If  the  obligation  of  the  purchaser  to  pay  the  gross  con- 
tract price  subsequently  becomes  worthless  and  uncollectible,  the 
procedure  is  to  charge  off  the  obligation  as  a  bad  debt.  This  prin- 
ciple is  recognized  in  sections  214(a) 7  and  234 (a) 5  of  the  statute^ 
which  proviae  that  in  computing  net  income  there  shall  be  allowed 
as  a  deduction  "debts  ascertained  to  be  worthless  and  charged  off 
within  the  taxable  year."  Under  these  provisions  of  the  statute  a 
deduction  for  bad  debts  can  be  made  only  for  the  year  in  which  the 
debts  are  determined  worthless  and  charged  off,  and  an  account 
merely  written  down  can  not  be  deducted.  The  effect  of  the  pro- 
posed change  in  the  reflations  would  be  to  allow  taxpayers  to  take 
a  deduction  for  bad  aebts  prior  to  the  year  in  which  they  were 
determined  worthless  and  charged  off,  which  would  be  contrary  to 
the  plain  wording  of  the  statute. 


• 


Section  213 (a) ,  Articlb  35 :  fh*oss  income  84-21-1777 

from  business.  O.  D.  998 

(Also  Section  215,  Article  291.) 

A  taxpayer  engaged  as  a  sole  proprietor  in  the  business  of  sell- 
ing provisions  kept  no  books  of  account  and  ascertained  his  pur- 
chases by  means  of  bank  checks  issued  and  his  sales  by  reference  to  ^^ 
his  bank  deposits.  Inventories  were  taken  at  the  end  of  the  year.  ^ 
In  making  a  report  of  his  income  for  the  taxable  year  he  failed  to 
consider  the  groceries  and  meats  taken  for  personal  and  family  con- 
sumption. 

Held,  that  he  must  subtract  from  his  total  purchases  for  the  year 
or  add  to  his  total  sales  for  the  year  the  cost  ot  provisions  withdrawn 
for  personal  or  family  use. 


• 
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Section  213(a) ,  Abticije  86 :  Long-term  contracts.  52-21-1991 

O.  D.  1147 

A  taxpayer  reporting  income  on  the  completed  contract  basis,  who 
keeps  his  books  of  account  on  an  accrual  basis,  and  who  upon  com- 
pletion of  the  contract  which  extended  over  a  term  of  years  receives 
a  part  of  the  payment  called  for  therein,  the  balance  being  repre- 
sented by  an  account  receivable,  should  return  the  full  amount  of 
the  contract  price  as  income  for  the  year  in  which  the  contract  was 
completed. 

Section  213 (a) ,  Article  39 :  Sale  of  stock  and  83-21-1767 

rights.  T.  D.  3206 

INCOME  TAX SAIiES LOSSES SHRINKAGE,  ETC. 

Basis  for  determining  taxable  gain  or  deductible  loss  In  the  case 
of  property  acquired  prior  to  March  1,  1913,  and  sold  or  disposed 
of  subsequent  thereto. 

Treasury  Departbcbnt, 
Office  of  CIommissioner  of  Internal  Revenue, 

Washinffton^  D.  C. 
To  cdUectors  of  interrMl  revenue  <md  others  coru^emed: 

Articles  39  *  *  *  of  Regulations  45  (1920  edition)  are  hereby 
amended  in  order  that  the  rule  announced  by  the  Supreme  Court  in 
the  cases  of  Goodrich  v.  Edwards  and  Brewster  v.  wialsh^  respecting 
the  basis  for  the  determination  of  taxable  gain  or  deductible  loss 
in  the  case  of  property  acquired  prior  to  March  1,  1913,  and  sold  or 
disposed  of  subsequent  thereto,  may  be  incorporated  therein.  The 
amendments  are  merely  for  the  purpose  of  such  incorporation  and 
make  no  attempt  to  correct  any  of  the  regulations  in  any  respect 
other  than  the  one  necessitated  by  those  cases.  The  amendments 
are  as  follows : 

Abt.  39.  Bale  of  stack  and  rights, — ^When  shares  of  stock  In  a  corporation  are 
sold  from  lots  purchased  at  different  dates  and  at  differoit  prices  and  the 
identity  of  the  lots  can  not  be  determined  the  stock  sold  shall  be  charged 
against  the  earliest  purchases  of  such  stock.  The  excess  of  the  amount  realised 
on  the  sale  over  the  cost  of  the  stock  will  constitute  gain.  However,  the  gain 
which  is  taxable  in  the  case  where  the  stock  was  acquired  before  March  1, 
1913,  when  Its  fair  market  value  as  of  that  date  Is  in  excess  of  its  cost,  is  the 
excess  of  the  amount  realized  by  the  sale  over  such  value.  No  gain  is  recog- 
nized when  stock  Is  sold  at  more  than  its  cost  but  at  less  than  its  fair  market 
value  as  of  March  1,  1913.  In  the  case  of  stock  in  respect  of  which  any  stock 
dividend  was  paid,  the  cost  of  each  share  of  such  stock  shall  be  ascertained  as 
specified  In  article  1547.  Where  common  stock  is  received  as  a  bonus  with  the 
purchase  of  preferred  stock  or  bonds,  the  total  purchase  price  shall  be  fairly 
apportioned  between  such  common  stock  and  the  securities  purchased  for  the 
purpose  of  determining  the  portion  of  the  cost  attributable  to  each  class  of 
stock  or  securities,  but  if  that  should  be  impracticable  in  any  case,  no  profit  on 
any  subsequent  sale  of  any  part  of  the  stock  or  securities  will  be  reaUzed  until 
out  of  the  proceeds  of  sales  shall  have  been  recovered  the  total  cost.  See 
article  1565  as  amended.  The  entire  amount  reaUzed  from  the  sale  of  rights 
to  subscribe  for  stock  is  income. 
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Section  213(a),  Article  40:  Sale  of  patents  88-21-1767 

and  copyrights.  T.  D.  3206 

Articles  ***40***of  Regulations  46  (1920  edition) 
are  hereby  amended    ♦    ♦    ♦. 

Abt.  40.  Sale  of  patents  and  copyrights, — ^A  taxpayer  disposing  of  patents  or 
copyrights  by  sale  should  determine  the  profit  or  loss  arising  therefrom  by 
computing  the  difference  between  the  selling  price  and  the  cost.  The  taxable 
income  In  the  case  of  patents  or  copyrights  acquired  prior  to  March  1.  1913, 
should  be  ascertained  in  accordance  with  the  provisions  of  article  1561  as 
amended.  The  profit  or  loss  thus  ascertained  should  be  increased  or  decreased, 
as  the  case  may  be,  by  the  amounts  deducted  on  account  of  depreciation  of  gudi 
patents  or  copyrights  since  February  28,  1913,  or  since  the  date  of  acquisition 
if  subsequent  thereto.    See  article  167. 


Sectigx  213 (a ) ,  Abticle  41 :  Sale  of  good  will.  33-21-1767 

T.  D.  3206 

Articles  *  *  *  41  *  ♦  *  of  Regulations  45  (1920  edition) 
are  hereby  amended    ♦    ♦    ♦. 

Abt.  41.  Sale  of  good  tcilL — Any  profit  or  loss  resulting  from  a  sale  of  good 
will  can  be  taken  only  when  the  business,  or  a  part  of  it,  to  which  the  good  will 
attaches  is  sold,,  in  which  case  the  profit  or  loss  will  be  determined  upon  the 
basis  of  the  cost  of  the  assets,  including  good  will.  If  the  good  will  was  ac- 
quired prior  to  March  1,  1913,  the  taxable  gain  or  deductible  loss  should  be 
ascertained  in  accordance  with  the  provisions  of  article  1561  as  amended.  If 
nothing  was  paid  for  good  will  acquired  after  February  28,  1913,  no  deductible 
loss  with  respect  thereto  is  possible,  although,  on  the  other  hand,  upon  the  sale 
of  the  business  there  may  be  a  profit.  It  Is  immaterial  that  good  will  may 
never  have  been  carried  on  the  books  as  an  asset,  but  the  burden  of  proof  is  on 
the  taxpayer  to  establish  the  cost  or  fair  market  value  on  March  1,  1913,  of 
the  good  will  sold.    See  article  163. 


Section  213(a),  Article  42:  Sale  of  personal  39-21-1838 

property  on  installment  plan.  O.  D.  1045 

Where  a  taxpayer  has  received  permission  to  report  the  profits  on 
installment  sales  as  having  been  realized  as  at  the  date  of  collection 
of  outstanding  accounts,  may  such  taxpayer  applv  all  cash  pajnnents 
on  customers  accounts  which  showed  a  balance  due  as  of  January  1, 
1920  (the  sales  causing  such  balances  having  been  previously  reported 
as  income  in  1919),  until  the  old  accounts  are  fully  paid,  ana  then 
apply  subsequent  receipts  on  additional  sales  to  such  customers;  or, 
is  it  necessary  to  divide  each  installment  payment,  applying  part  to 
the  old  account  and  part  to  the  new  account,  taking  for  the  old 
account  a  sum  equal  to  previous  installment  payments  thereon  ? 

Inasmuch  as  installment  sales  generally  are  made  under  an  agree- 
ment in  accordance  with  which  the  purchaser  is  obliged  to  make 
payments  of  stated  amounts  pcriodicaUv,  it  is  held  that  in  each  case 
the  payment  made  by  the  purchaser  on  his  various  accounts  in  carry-  ^ 
ing  out  the  terms  of  agreement  into  which  he  has  entered  should  be  ^ 
allocated  to  the  particular  account  to  which  under  the  terms  of  the 
contract  of  sale  such  payment  is  to  be  applied.  However,  in  cases 
of  continuous  accounts,  the  cash  payments  may  be  allocated,  in 
accordance  with  the  generally  recognized  principle^  of  law  ^ovemin^ 
such  cases^  to  the  earliest  items  of  the  account,  in  the  ansence  <h 
other  apphcation  thereof  being  directed  by  the  vendee. 


» 
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Section  21S(a),  Article  42:  Sale  of  personal  47-21-1930 

property  on  the  installment  plan.  O.  D.  1107 

The  taxpayer  is  engaged  in  the  sale  of  personal  property  and  de- 
sires to  adopt  a  system  of  accounting  to  meet  with  the  requirements 
for  reporting  the  profit  from  installment  sales,  in  accordance  with 
the  provisions  of  article  42  of  Regulations  45.  It  appears  that  in 
addition  to  installment  sales,  this  company  also  makes  charge  and 
cash  sales. 

The  accounts  enumerated  by  O.  D.  792  (C.  B.  4,  p,  86),  are  sum- 
mary entries  made  at  the  close  of  the  accounting  period  from  the 
pro  forma  accounts  which  have  been  regularly  kept  during  such 
period. 

In  the  case  of  a  combination  of  cash,  charge,  and  installment  sales, 
the  cost  of  the  goods  sold  is  obtained  in  the  usual  manner  which  is 
the  sum  of  the  opening  inventory  and  purchases  for  the  year  less  the 
closing  inventory.  The  pjercentage  of  gross  profit  on  sales  for  the 
year  is  the  percentage  which  the  gross  profit  irom  all  sales  is  of  the 
total  sales  for  the  year,  regardless  of  whether  cash,  charge,  or  in- 
stallment sales. 

The  percentage  of  ffross  profit  for  a  particular  year  applied  to  the 
total  collections  for  tnat  year  gives  the  gross  income  from  sales  for 
such  year.  This  percentage  remains  the  same  for  collections  on  in- 
stallment sales  contracts  for  a  particular  year  regardless  of  whether 
such  collections  are  made  in  the  year  in  which  the  sale  was  made  or 
in  a  later  year.  Collections  made  in  subsequent  years  on  prior  install- 
ment sales  contracts  must,  of  course,  be  allocated  and  credited  to  the 
year  in  which  the  sale  was  made. 

In  addition  to  the  special  accounts  enumerated  by  O.  D.  623  (C.  B. 
3,  p.  105)  and  O.  D.  792,  supra,  the  other  accounts  which  would  nor- 
mally be  maintained  are  the  same  as  those  of  an  ordinary  business 
adapted  if  necessary  to  furnish  the  information  desired  at  the  close 
of  the  accounting  period. 


Section  213 (a) ,  Article  43 :  Sale  of  real  estate  33-21-1767 

in  lots.  T.  D.  3206 

Articles  ♦  *  ♦  43  ♦  ♦  ♦  of  Regulations  45  (1920  edition) 
are  hereby  amended     *     *     *, 

Art.  43.  Sal^  of  real  estate  in  lots, — Where  a  tract  of  land  is  purchased  with 
a  view  to  dividing  it  into  lots  or  parcels  of  ground  to  be  sold  as  such,  the  cost 
shall  be  equitably  apportioned  to  the  several  lots  or  parcels  and  made  a  matter 
of  record  on  the  books  of  the  taxpayer,  to  the  end  that  any  gain  derived  from 
the  sale  of  any  such  lots  or  parcels  which  constitutes  taxable  income  may  be 
returned  as  income  for  the  year  in  which  the  sale  was  made.  This  rule  con- 
templates that  there  will  be  a  measure  of  gain  or  loss  on  every  lot  or  parcel 
sold,  and  not  that  the  capital  invested  in  the  entire  tract  shall  be  extinguished 
before  any  taxable  income  shall  be  returned.  The  sale  of  each  lot  or  parccd 
will  be  treated  as  a  separate  transaction  and  the  gain  or  loss  will  be  accounted 
for  as  provided  in  article  1561  as  amended. 


Section  213(a),  Article  43:  Sale  of  real  estate  43-21-1881 

in  lots.  O.  D.  1072 

A  purchased  real  estate  in  1916  with  the  view  of  reselling  same  as 
a  whole.    In  1917  he  sold  to  a  railroad  company  a  perpetual  ease- 
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ment  to  a  small  parcel  of  this  land  and  in  1921  sold  an  additional 
part  of  this  land,  in  all  about  i  of  the  original  tract. 

Inasmuch  as  the  criminal  intention  of  A  was  to  sell  the  tract  of 
land  in  its  entirety,  aovice  is  requested  as  to  whether  he  may  con- 
sider all  amounts  received  by  sales  of  any  portion  of  it  as  a  return 
of  capital  until  the  total  amounts  received  equal  the  cost  price  to 
him,  or  whether  he  will  be  required  to  establish  a  cost  price  per  unit 
of  the  tract  of  land  and  consider  each  portion  sold  a  separate  trans- 
action for  the  purpose  of  accounting  for  gain  or  loss. 

Held,  that  the  sale  of  each  parcel  of  the  land  sold  is  a  separate 
transaction  requiring  for  income  tax  purposes  an  accounting  of  gain 
derived  or  loss  sustained  thereon.  A  therefore  realized  gain  or  loss 
on  such  sale  to  the  extent  that  the  sale  price  was  greater  or  less  than 
the  cost  price  to  him,  proper  adjustments  having  been  made  for  de- 
preciation sustained  and  additions  or  betterments  made  to  the  per- 
manent improvements  on  such  land  and  proper  regard  had  for  the 
relative  value  of  the  land  sold  to  that  unsold.  For  income  tax  pur- 
poses the  sale  of  a  perpetual  easement  on  a  specified  number  of  acres 
of  land  to  a  railroad  company  is  to  be  treated  as  though  it  were  an 
outright  sale  of  land  where  legal  title  passes  at  the  time  of  sale, 
imless  for  some  reason  the  fee  of  the  owner  has  more  than  a  merely 
nominal  value,  as  for  example,  where  the  land  is  underlaid  by  a  mine. 


Section  213  (a) ,  Articlb  44 :  Sale  of  real  estate  4^-21-1918 

involving  deferred  payments.  A.  R.  M.  140 

REVENUE  ACT  OF  1917. 

Held,  in  the  case  of  A,  that  the  sale  of  real  property  by  A  dur- 
ing 1917  constitute5(  a  sale  on  the  instnllmeut  plan  and  that  the 
seller  should  be  allowed  to  report  as  income  therefrom  In  each  of 
the  years  during  which  payments  are  made  that  proportion  of  each 
payment  actually  received  in  that  year  which  the  gross  profit  to  be 
realized  when  the  property  is  paid  for  bears  to  the  gross  contract 
price. 

The  Committee  is  in  receipt  of  a  request  that  the  opinion  of  the 
Solicitor  of  Internal  Revenue  be  secured  in  the  case  of  A  as  to 
whether  a  sale  of  certain  real  property  made  by  A  during  the  year 
1917  constitutes  a  sale  on  the  installment  plan  or  whether  it  must  be 
construed  as  a  sale  in  which  the  full  amount  of  cash  or  its  equivalent 
was  received  in  payment  as  of  the  taxable  year  1917. 

In  accordance  with  the  request  of  the  Unit  the  matter  was  submitted 
to  the  Solicitor  and  the  Committee  is  now  in  receipt  of  a  memorandum 
from  him  which  reads  as  follows : 

In  February,  1917,  A  purchased  land  and  improvements  for  a  consideration 
of  46j*  dollars.    On  September  — ,  1917,  an  agreement  for  the  sale  of  the  prop- 
erty was  entered  into  between  A  and  his  wife,  parties  of  the  first  part,  and  B,  ^^ 
party  of  the  second  part,  for  a  consideration  of  70jr  dollars,  payable  as  follows:           ^T 

ix  dollars  cash,  receipt  of  which  is  acknowledged, 
93j?  dollars  cash,  to  be  paid  on  or  before  November  — .  1917, 
3}a?        **  "  "        "  "  *'      December  — .  1919. 

3}a-       "  "  "        "  "  "      December  — ,  1920, 

Six       "  "  "       "  "  "      December  — ,  1921, 

31  a?        "  "  "        "  "  "      December  — ,  1922, 

Sx       "  "  "       "  "  •*     December  — ,  1923, 


• 


> 
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and  the  balance  thereof,  to  wit :  The  sum  of  42x  dollars  to  be  paid  on  or  before 

the day  of  June,  1927,  in  accordance  with  the  note  and  mortgage  executed 

by  the  parties  of  the  first  part  to  C,  which  mortgage  is  of  record,  all  deferred 
payments  to  draw  interest  at  y  per  cent  per  annum,  interest  payable  annually, 
and  the  party  of  the  second  part  reserves  the  right  to  pay  said  sums  at  the 
due  date  thereof  or  any  part  thereof  in  multiples  of  $100  at  any  time,  and  upon 
receipt  of  the  payment  of  any  such  sum  interest  on  such  sums  so  paid  shall 
thereupon  cease. 

It  Is  further  agreed  that  the  purchaser  shall  not  receive  a  deed  to  the  prop- 
erty until  the  final  payment  has  been  made  thereon;  that  the  purchaser  shall 
pay  all  taxes  becoming  due  after  date  of  the  agreement  of  sale  and  keep  all 
buildings  insured  in  favor  of  the  mortgagee  (G),  as  his  interest  may  appear; 
that,  in  default  of  any  payment  when  due  or  failure  to  keep  the  other  cove- 
nants in  the  agreement,  the  entire  amount  remaining  unpaid  shall  become  due 
and  payable  at  the  option  of  the  seller  and  the  seller  may  at  his  option  treat 
the  agreement  as  a  mortgage  and  foreclose  the  same;  and  that,  in  the  event 
that  suit  or  action  should  be  commenced  to  either  foreclose  the  agreement  as 
a  mortgage  or  recover  possession  of  the  property  or  collect  the  money  due 
under  the  contract,  the  purchaser  agrees  to  pay  the  cost  and  expenses  of  such 
proceedings  and  a  reasonable  attorney's  fee. 

Article  117  of  Regulations  33  (revised)  provides,  in  part,  as  follows: 

**  In  the  case  of  a  contract  to  sell  real  estate  or  other  property  on  the  install- 
ment plan,  title  remaining  in  the  vendor  until  the  property  is  fully  paid  for, 
the  income  to  be  returned  by  the  vendor  will  be  that  proportion  of  each  install- 
ment payment  which  the  gross  profit  to  be  realized  when  the  property  is  paid 
for  bears  to  the  gross  contract  price." 

In  determining  whether  a  transaction  constitutes  a  sale  on  the  installment 
plan,  nc»  distinction  is  now  made  between  cases  where  the  property  is  conveyed 
to  the  purchaser  at  the  time  of  purchase  and  cases  where  the  seller  contracts 
to  make  the  conveyance  at  a  future  date  (Law  Opinion  488,  not  published; 
art.  44,  Reg.  45).  The  transaction  in  the  present  case,  however,  falls  under 
article  117  of  Regulations  33  (revised),  since  it  appears  that  the  seller  retains 
the  legal  title  to  the  property  until* date  of  the  final  payment  thereon. 

The  conditions  of  the  sale  with  respect  to  the  Installment  payments  to  be 
made  also  appear  to  meet  the  requirements  governing  installment  transacticms 
under  the  1918  Act. 

Article  44  (1)  of  Regulations  45  provides  that  the  initial  payment  must  be 
relati^-^ly  small  (generally  less  than  one-fourth  of  the  purchase  price),  and 
the  deferred  payments  usually  numerous  and  of  small  amounta  ^ 

In  determining  the  amount  of  the  initial  payment  it  has  been  the  practice   \ 
to  consider  as  the  equivalent  of  cash  mortgages  assumed  by  the  purchaser.     •. 
■In  the  present  case,  however,  it  does  not  appear  that  the  purchaser  assumes    \ 
the  mortgage  on  the  property  referred  to  above.    He  merely  agreed  to  pay  an     ; 
amount  to  the  seller  equal  to  the  amount  of  the  mortgage  on  or  before  June  — ,    / 
1927,  as  the  final  payment  on  the  property.    That  the  seller  was  not  released  / 
by  this  agreement  from  liability  on  the  mortgage  is  Indicated  in  the  statement, 
in   the   letter   from   the   taxpayer's   representative   that   "the  holder   of   the' 
original  mortgage  against  the  property  refused  to  release  the  taxpayer  until 
payment  of  his  obligation  has  been  made  in  full."    The  amount  of  the  mort- 
gage, 42j?  dollars,  should  not  therefore,  be  considered  as  the  equivalent  of 
cash  in  determining  the  amount  of  the  initial  payment  in  this  transaction. 

It  appears  tliat  of  the  total  purchase  price  of  the  property,  amounting  to 
700"  dollars,  there  was  received  by  the  seller  In  the  year  1917,  when  the  trans- 
action took  place,  10a?  dollars,  or  approximately  14  per  cent  of  the  purchase 
price.  The  balance  due,  with  the  exception  of  the  42j?  dollars  to  be  paid  on 
the  mortgage  on  or  before  June  — ,  1927,  is  to  be  paid  in  almost  equaj  install- . 
ments  in  each  of  the  years  from  1919  to  1923,  inclusive.  It  is,  therefore,  evi- 
dent that  the  amount  of  the  initial  payment  and  the  amount  and  number  of 
the  deferred  payments  satisfy  the  requirements  of  article  44  (1)  of  Regula- 
tions 45. 

In  view  of  the  foregoing,  it  is  the  opinion  of  this  oflice  that  the  transaction 
In  this  case  constitutes  a  sale  on  the  installment  plan  and  that  the  seller 
should  be  allowed  to  report  as  income  therefrom  in  each  of  the  years  during 
which  payments  are  made  that  proportion  of  each  payment  actually  received 
in  that  year  which  the  gross  profit  to  be  realized  when  the  property  is  paid 
for  bears  to  the  gross  contract  price. 
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In  view  of  the  foregoing  opinion  of  the  Solicitor,  in  which  the 
Committee  concurs,  it  is  held  that  the  sale  of  real  property  by  A 
(luring  the  year  1917  constitutes  a  sale  on  the  installment  plan,  and 
that  the  seller  should  be  allowed  to  report  as  income  therefrom  in 
each  of  the  years  during  which  payments  are  made  that  proportion 
of  eacli  payment  actually  receivea  in  that  year  which  the  gross  profit 
to  be  realized  when  the  property  is  paid  lor  bears  to  the  gross  con- 
tract price. 

Section  213  (a)  ^  Article  47:  Annuities  and  47-21-1931 

insurance  policies.  O.  D.  1108 

(Also  Section  213(b),  Article  73.) 

Subsequent  to  February  28,  1913,  the  M  Company  issued  to  A  an 
endowment  life  insurance  policy  on  his  life.  A  made  a  single  pay- 
ment of  5a;  dollars  in  consideration  of  which  the  M  Company  agreed 
to  pay  as  an  endowment  the  sum  of  Qx  dollars.  The  insured  placed 
the  policy  on  the  accelerative  endowment  plan  so  that  the  policy  be- 
came payable  in  1920.  It  was  agreed  when  the  policy  was  written 
that  the  proceeds  should  be  paid  m  two  hundred  and  forty  monthly 
payments,  one-half  of  which  should  be  paid  to  B,  a  son  of  the  insured, 
and  the  remaining  one-half  to  C,  a  daughter  of  the  insured,  pro- 
visions being  made  for  payment  in  the  event  of  the  death  of  the 

beneficiaries  named.     The  installments  beginning  with  the were 

to  be  increased  by  such  dividends  as  might  be  apportioned  thereto. 
A  is  still  living. 

Held,  that  the  endowment  policy  in  question  was  a  gift  by  A  to 
B  and  C  and  that  that  part  of  each  installment  paid  under  the  policy 
to  B  and  C  which  represents  a  return  of  the  capital  value  received 
by  them,  that  is,  the  cost  of  the  policy  to  the  donor,  is  not  taxable 
income,  out  that  that  part  of  eacn  installment  which  represents  the 
gain  derived  by  them  or  dividends  apportioned  to  the  mstallment, 
should  be  returned  as  taxable  income. 


Section  213 (a) ,  Article  48 :  Improvements  by  33-21-1767 

lessees.  T.  D.  3206 

Articles  *  *  *  48  *  ♦  *  of  Regulations  45  (1920  edition) 
are  hereby  amended     *     ♦     ♦^ 

Abt.  48.  Improvements  by  lessees. — When  buildings  are  erected  or  improve- 
ments are  made  by  a  lessee  in  pursuance  of  an  agreement  with  the  lessor,  and 
siicli  buildings  or  improvements  are  not  subject  to  removal  by  the  lessee,  the 
lessor  receives  income  at  the  time  when  such  buildings  or  improvements  are 
c  onipleted  to  the  extent  of  the  fair  market  value  of  such  buildings  or  improve- 
ments subject  to  the  lease.  This  amount  would  ordinarily  be  the  difiPerence  be- 
tween the  value  of  the  land  free  from  the  lease  without  such  improvements  and 
the  value  of  the  land  subject  to  the  lease  with  such  improvements.  If,  for  any 
other  reason  than  a  bona  fide  purchase  from  the  lessee  by  the  lessor,  the  lease 
is  terminated,  so  that  the  lessor  comes  into  possession  and  control  of  the  prop- 
erty prior  to  the  time  originally  fixed  for  the  termination  of  the  lease,  the  lessor 
receives  additional  income  for  the  year  in  which  the  lease  Is  so  terminated  to 
the  extent  that  the  value  of  such  buildings  or  improvements  when  he  became 
entitled  to  such  possession  exceeds  the  fair  market  price  or  value  thereof  to 
him  as  determined  when  the  same  completed  became  part  of  the  realty.     No 
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appreciation  in  value  due  to  causes  other  than  the  premature  termination  of 
the  lease  shall  be  included.  Conversely,  if  the  buildings  or  improvements  are 
destroyed  prior  to  the  expiration  of  the  lease,  the  lessor  is  entitled  to  deduct  as 
a  loss  of  the  year  when  such  destruction  takes  place  the  fair  market  price  or 
value  of  such  buildings  or  improvements  subject  to  the  lease  as  determined 
when  the  same  completed  became  a  part  of  the  realty,  less  any  salvage  value 
subject  to  the  lease,  to  the  extent  that  such  loss  was  not  compensated  by  in- 
surance. If  the  buildings  or  improvements  destroyed  were  acquired  prior  to 
March  1,  1913,  the  deduction  shall  be  based  on  the  cost  or  the  value  subject  to 
the  lease,  as  of  that  date,  whichever  is  lower,  less  any  salvage  value  subject 
to  the  lease,  to  the  extent  that  such  loss  was  not  compensated  by  insurance. 
See  articles  109  and  164. 
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Section  213 (a) ,  Abticle  49 :  Compensation  for  33-21-1767 

loss.  T.  D.  3206 

Articles  ♦♦  *  49  *  *  *  of  Regulations  45  (1920  edition) 
are  hereby  amended    ♦    *    *, 

Art.  49.  Compensation  for  loss. — In  the  case  of  property  which  has  been 
lost  or  destroyed  in  whole  or  in  part  through  fire,  storm,  shipwreck,  or  other 
casualty,  or  where  the  owner  of  property  has  lost  or  ti*ansferred  title  by  reason 
of  the  exercise  of  the  power  of  requisition  or  eminent  domain,  including  cases 
where  a  voluntary  transfer  or  conveyance  is  induced  by  reason  of  the  fact  that 
a  technical  requisition  or  condemnation  proceeding  is  imminent,  that  amount 
I'eceived  by  the  owner  as  compensation  for  the  property  which  is  in  excess  of 
the  cost  of  the  property  constitutes  gain.  However,  the  gain  which  is  taxable 
in  tlie  case  where  the  property  was  acquired  before  March  1,  1913,  and  its  fair 
market  value  as  of  that  date  was  greater  than  its  cost,  is  the  excess  over  such 
value  of  the  amount  received.  No  taxable  gain  results  when  the  amount  re- 
ceived is  more  than  the  cost  but  less  than  the  fair  market  value  of  the  prop- 
erty as  of  March  1,  1913.  In  any  case  proper  provision  shall  be  made  for 
depreciation  to  tlie  date  of  the  loss,  damage,  or  transfer.  The  transaction  is 
not  regarded  as  completed  at  this  stage,  however,  if  the  taxpayer  proceeds 
immediately  in  good  faith  to  replace  the  property,  or  if  he  makes  applica- 
tion to  establish  a  replacement  fund  as  provided  in  the  following  article.  In 
such  a  case,  the  gain,  if  any,  is  measured  by  the  excess  of  the  amount  re- 
ceived over  the  amount  actually  and  reasonably  expended  to  replace  or  restore 
the  property  substantially  in  kind,  exclusive  of  any  expenditures  for  additions 
or  betterments.  The  new  or  restored  property  effects  a  replacement  in  kind 
only  to  the  extent  that  it  serves  the  same  purpose  as  the  property  which  it 
replaces  without  added  capacity  or  other  element  of  additional  value.  Such 
new  or  restored  property  shall  ndt  be  valued  in  the  accounts  of  the  taxpayer 
at  an  amount  in  excess  of  the  .cost,  or  its  value  as  of  March  1,  1913,  if  lie- 
quired  before  that  date  and  such  value  as  of  such  date  is  higher  than  the 
cost  (after  making  proper  provision  in  either  case  for  depreciation  to  the  date 
of  the  loss,  damage,  or  transfer),  of  the  original  property,  plus  the  cost  of 
any  actual  additions  and  betterments.  If  the  taxpayer  does  not  elect  to  replace 
or  restore  the  property,  the  transaction  will  then  be  deemed  to  be  completed 
and  the  gain  shall  be  the  difference  between  the  cost  of  the  property  and  the 
amount  of  the  compensation  received.  If  such  property  was  acquired  prior  to 
March  1,  1913,  and  its  fair  market  value  as  of  that  date  was  greater  than 
such  cost,  the  taxable  gain  shall  be  the  excess  over  such  fair  market  value 
of  the  amount  of  the  compensation  received.  However,  no  gain  shall  be  taxable 
when  the  amount  received  is  more  than  the  cost  of  such  property  but  less  than 
its  fair  market  value  as  of  March  1,  1913.  In  any  event  proper  provision  must 
be  made  for  depreciation  to  the  date  of  the  loss,  damage,  or  transfer.  See 
article  141.  Articles  49  and  50  have  no  application  to  property  which  is 
voluntarily  sold  or  disposed  of. 
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Section    213(a),    Abtiole    50:  Replacement  48-21-1943 

fund  for  loss.  A.  R.  M.  142 

(Also  Section  240,  Article  637.) 

Replacement  of  steamship  acquired  by  the  M  Ck>rporation  from 
the  O  Corporation,  both  of  which  are  subsidiaries  of  the  P  Cor- 
poration. 

The  Committee  is  in  receipt  of  a  memorandum  from  the  Income 
Tax  Unit  dated  December  9,  1920,  requesting  a  ruling  on  the  fol- 
lowing question: 

Is  the  purchase  of  a  steamship  from  a  subsidiary,  from  the  replacement  fund 
of  another  subsidiary,  to  be  conisidered  a  replacement? 

It  appears  that  the  P  Corporation  owns  99  per  cent  of  the  capital 
stock  of  the  M  Corporation  and  100  per  cent  of  the  capital  stock  of 
the  O  Corporation;  that  the  P  Corporation  filed  a  consolidated  re- 
turn in  1918  including  the  M  Corporation  and  the  O  Corporation 
as  subsidiaries;  that  the  M  Corporation  established  a  repbicement 
fund  in  connection  with  the  loss  of  a  steamship  in  1919  and  that  in 
1920  this  replacement  fund  was  expended  in  the  purchase  of  tonnage 
to  replace  the  lost  ship  from  the  O  Corporation,  another  subsidiary. 

The  Income  Tax  Unit  in  its  reouest  for  advice  expresses  the  opin- 
ion that  since  section  240  of  the  Revenue  Act  of  1918  provides  that 
the  parent  and  subsidiary  companies  are  to  be  considered  as  one  unit 
for  the  purpose  of  the  tax,  no  replacement  has  been  made  by  the 
transfer  of  assets  from  one  subsidiary  company  to  another  subsidiary 
in  the  form  and  manner  above  stated  and  that  such  transaction  is 
for  the  purpose  of  evading  tax. 

In  the  consideration  of  tnis  inquiry  it  is  necessary  to  examine  the 
provisions  of  articles  49  and  60,  Regulations  45,  dealing  with  the 
establishment  of  replacement  funds  and  the  expenditure  thereof; 
also  the  provisions  of  the  law  and  regulations  dealing  with  the  con- 
solidated returns  for  1918  and  subsequent  years. 

Article  49,  Reflations  45,  states  the  conditions  and  the  require- 
ments in  connection  with  establishing  a  replacement  fund.  It  states 
also  certain  thin^  which  must  exist  before  a  replacement  fund  can 
be  established.  Article  50  deals  with  the  subject  of  replacement  fund 
for  loss  and  reads,  in  part,  as  follows: 

In  any  case  in  which  the  taxpayer  elects  to  replace  or  restore  the  lost, 
damaged,  or  transferred  property,  but  where  it  is  not  practicable  to  do  so' 
immediately,  he  may  obtain  permission  to  establish  a  replacement  fund  in  his 
accounts  in  which  the  entire  amount  of  the  compensation  so  received  shall  be 
held,  without  deduction  for  the  payment  of  any  mortgage,  and  pending  the 
disposition  thereof  the  accounting  for  gain  or  loss  thereupon  may  be  deferred 
for  a  reasonable  period  of  time,  to  be  determined  by  the  Commissioner.  In 
such  a  case  the  taxpayer  should  make  application  to  the  Commissioner  on 
Form  1114  for  permission  to  establish  such  a  replacement  fund  and  in  his 
application  should  recite  all  the  facts  relating  to  the  transaction  and  under- 
take that  he  will  proceed  as  expeditiously  as  possible  to  replace  or  restore 
such  property.    •     ♦     *. 

Section  240  of  the  Revenue  Act  of  1918  deals  with  consolidated  ^ 

returns,  and  subdivision  (a)  of  that  section  reads,  in  part,  as  follows:  %. 

That  corporations  which  are  affiliated  within  the  meaning  of  this  section 
shall,  under  regulations  to  be  prescribed  by  the  Commissioner  with  the  ap- 
proval of  the  Secretary,  make  a  consolidated  return  of  net  income  and  invested 
capital  for  the  purposes  of  this  title  and  Title  III,  and  the  taxes  thereunder 
shall  be  computed  and  determined  upon  the  basis  of  such  return;     •    *     * 


> 


95  [1218(a) 

Paragraph  2  of  sabdivision  (a)  reads,  in  part,  as  follows : 

In  any  case  In  which  a  tax  is  assessed  upon  the  basis  of  a  consolidated  return 
the  total  tax  shall  be  computed  in  the  first  instance  as  a  unit  and  shall  then  be 
assessed  upon  the  respective  aflUiated  corporations  in  such  proportions  as  may 
be  agreed  upon  among  them,  or  in  the  absence  of  any  such  agreement,  then  on 
the  basis  of  the  net  income  properly  assignable  to  each.    *    *    • 

Article  631  deals  with  the  consolidated  net  income  of  affiliated  cor- 
porations and  reads  as  follows: 

Subject  to  the  provisions  covering  the  determination  of  taxable  net  income 
of  separate  corporations,  and  subject  further  to  the  elimination  of  interoompany 
transactionsy  the  consolidated  taxable  net  income  shall  be  the  combined  net 
income  of  the  several  corporations  consolidated,  except  that  the  net  income  of 
corporations  coming  within  the  provisions  of  article  635  shall  be  taken  out. 
In  respect  of  the  statement  of  gross  income  and  deductions  and  the  several 
schedules  required  under  Form  1120,  a  corporation  filing  a  consolidated  return 
is  required  to  prepare  and  file  such  statements  and  schedules  in  columnar  form 
to  the  end  that  the  details  of  the  items  of  gross  income  and  deductions  for  each 
corporation  included  in  the  consolidation  may  be  readily  audited. 

Under  the  regulations,  where  property  has  been  lost  or  destroyed 
in  whole  or  in  part  through  fire,  storm,  or  shipwreck,  or  other  cas- 
ualty, or  where  the  owner  of  property  has  transferred  title  by  reason 
of  the  exercise  of  the  power  of  requisition  or  eminent  domain,  in- 
cluding cases  where  a  voluntary  transfer  or  conveyance  is  induced 
by  reason  of  the  fact  that  a  technical  requisition  or  condemnation 
proceeding  is  imminent,  a  replacement  fund  may  be  established.  If 
a  replacement  fund  is  established  in  accordance  with  the  regulations, 
the  transaction  is  not  regarded  as  a  completed  or  closed  transaction 
at  the  time  of  the  receipt  of  compensation  for  the  properties  so  lost, 
destroyed,  or  transferred,  but  the  computation  of  profits  is  po*- 
poned  for  a  reasonable  time  and  the  gain,  if  any,  is  measured  by  the 
excess  of  the  amount  received  over  tne  amount  actually  and  neces- 
sarily expended  to  replace  or  restore  the  property  mbstanttcJJ/y  in 
kina^  exclusive  of  any  expenditures  for  additions  or  betterments. 
The  property  so  restored  can  not  be  valued  on  the  books  of  the  tax- 
payer at  an  amount  in  excess  of  the  cost  or  value  at  March  1,  1913, 
if  acquired  before  that  date  (subject  to  proper  adjustment  for  de- 
preciation), of  the  original  property  plus  the  cost  oi  any  betterments 
or  additions. 

It  appears  in  the  instant  case  that  the  subsidiary  corporation  has 
properly  established  a  replacement  fund  in  accordance  with  the 
provisions  of  article  50,  Segulations  46,  and  the  sole  question  to  be 
considered  is  whether  the  expenditure  of  the  replacement  fund  so 
established  to  replace  a  steamship  in  kind  is  a  replacement  within 
the  meaning  of  tnat  term  when  the  steamship  acquired  to  replace  the 
one  lost  was  acquired  from  another  subsidiary  company.  In  accord- 
ance with  article  637,  Reflations  45,  all  intercompany  transactions 
are  eliminated  and  a  subsidiary  makes  no  gam  or  propt  dealing  with 
another  subsidiary  or  with  tfie  parent  company. 

The  Solicitor  of  Internal  Revenue  to  whom  this  memorandum  was 
referred  for  consideration  rendered  the  following  opinion  relative  to 
the  matters  covered  therein : 

The  matter  of  permitting  the  setting  up  of  a  replacement  fund  in  connection 
with  a  loss  sudi  as  is  disclosed  by  this  case,  and  the  postponement  of  the  pay- 
ment of  the  tax  on  any  gain  that  may  have  been  realized  on  the  transaction  is 
a  concession  granted  taxpayers  by  the  regulations.  The  Government  volun- 
tarily decides  to  forego  collection  of  tax  on  any  gain  represented  by  the  dif- 
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ference  between  the  cost  of  the  property  lost  or  destroyed  and  the  amount  re- 
ceived as  compensation  therefor,  which,  under  the  law  it  is  clearly  entitled  to 
collect,  to  the  extent  that  the  profit  derived  through  insurance  or  otherwise  is 
necessary  to  make  the  replacement 

This  concession  was  undoubtedly  intended  to  encourage  business  to  make  re- 
placement of  property  lost  or  destroyed  and  because  it  appeared  inequitable 
to  tax  a  gain  which  might  be  entirely  wiped  out  after  the  taxpayer  had  re- 
placed the  property  and  placed  himself  exactly  in  the  same  position  with  respect 
to  property  used  in  the  business  as  he  enjoyed  prior  to  the  loss. 

In  this  case  the  ship  lost  belonged  to  the  M  corporation,  one  of  three  affiliated 
corporations,  which  sought  to  replace  the  loss  by  the  purchase  of  a  ship  from 
the  O  corporation,  another  corporation  belonging  to  the  group.  It  is  presumed 
the  corporation  which  sustained  the  loss,  and  the  loss  affected  the  entire  group, 
received  compensation  therefor  greater  than  the  cost  of  the  ship.  The  entire 
amount  received  as  compensation  was  placed  in  a  r^lacement  fund,  although 
had  it  not  been  so  treated  the  excess  over  the  cost  of  the  ship  would  have  been 
returned  as  income  by  the  affiliated  group  and  the  tax  paid  thereon  on  the  basis 
of  a  consolidated  return.  The  gain  is  therefore  income  of  the  affiliated  group, 
iwless  the  setting  aside  of  the  income  changed  its  character  as  such.  Article  50 
of  the  regulations  states  that  "  pending  the  disposition  thereof  the  accounting 
for  gain  or  loss  thereupon  niay  be  deferred  for  a  reasonable  period  of  time,  to 
be  determined  by  the  Commissioner."  The  conclusion  to  be  reached  is  that  the 
character  of  the  income,  as  income  of  the  affiliated  group,  is  not  changed,  but 
only  the  payment  of  the  tax  is  deferred,  and  that  it  is  not  to  be  paid  provided 
the  ship  lost  is  replaced  by  one  that  serves  the  same  purpose  of  the  old  ship 
without  added  capacity  or  other  element  of  value. 

As  we  are  dealing  with  income  of  an  affiliated  group  which  renders  a  con- 
solidated return,  and  which  must  return  this  gain  for  tax  unless  used  to  r^lace 
the  ship  lost,  it  would  seem  to  me  the  better  and  more  logical  rule  to  hold  that 
there  was  in  fact  no  replacement  unless  the  group  secures  another  ship,  on 
the  theory  that  the  gain  inured  to  the  benefit  of  the  group  and  the  group  having 
lost  the  ship,  there  can  be  no  replacement  unless  there  comes  into  the  group 
another  ship  to  take  the  place  of  the  old  one.  In  other  words,  if  the  affiliated 
corporations  owned  in  the  first  instance  50  ships  and  one  is  destroyed,  there 
remains  40  ships.  Replacement  is  attempted  by  transferring  a  ship  from  one 
of  the  affiliated  corporations  to  another,  after  which  they  still  have  49  ships. 
This  is  evidence  that  the  affiliated  corporations  are  not  in  need  of  another  ship 
and  in  fact  they  have  one  ship  less  than  they  had  before  the  loss  occurred, 
notwithstanding  the  attempted  replacement.  This  does  not  appear  to  me  to 
be  in  fact  a  replacement. 

Again,  assume  that  the  ship  purchased  from  the  O  corporation  is  practically 
identical  with  the  one  lost,  and  all  the  replacement  fund  is  used  in  its  purchase. 
The  ship  may  be  worth  the  price  paid  but  the  O  corporation  may  have  made  a 
profit  thereon  of  x  dollars.  The  Government  foregoes  collecting  the  tax  on 
the  profit  made  by  the  M  corporation,  and  if  there  has  been  a  replacement  In 
accordance  with  the  Committee's  finding  the  profit  made  by  the  O  corporation 
need  not  be  returned  for  tax  because  the  transfer  of  the  ship  is  an  intercompany 
transaction  and  the  profit  is  not  taxable,  no  income  having  come  into  the 
group. 

It  seems  to  me  that  in  considering  this  transaction  we  can  not  lose  sight  ot 
the  fact  that  we  are  dealing  with  affiliated  corporations,  and  as  this  is  a  con- 
cession to  the  taxpayer  and  the  Government  is  foregoing  the  collection  of  tax 
which  it  is  legally  entitled  to,  I  think  articles  49  and  50  of  the  regulations 
should  be  strictiy  construed,  and  that  where  an  affiliated  .group  which  files  a 
consolidated  return  is  concerned,  we  should  consider  tlie  group  as  the  entity  in 
making  replacements. 

In  view  of  the  foregoing  opinion  of  the  Solicitor,  in  which  the 
Committee  concurs,  it  is  held  that  the  transaction  in  the  instant  case 
was  one  between  affiliated  corporations,  and  that  since  articles  49 
and  50  of  Regulations  45  grant  a  concession  to  the  taxpayer  and 
the  Government  foregoes  the  collection  of  tax  to  which  it  is  legally 
entitled,  the  affiliated  group  should  be  considered  as  an  entity  in 
making  replacements;  therefore,  the  replacement  in  the  instant  case 
can  not  be  recognized. 
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Section  213(a),  Akticle  52:  When  included  30-21-1743 

in  gross  income.  O.  D.  980 

Certain  corporations  charged,  collected,  and  received  from  their 
patrons  commissions  in  excess  oi  the  schedule  of  commissions  sought 
to  be  established  by  one  of  the  executive  departments  of  the  Govern- 
ment. A  restraining  order  was  issued  by  a  court  enjoining  the  putting 
into  eflfect  of  the  schedule  mentioned  until  jBnal  determination  of  the 
case.  The  order  required  that  each  of  the  corporations  seeking  relief 
should  deposit  with  the  Clerk  of  the  Court  such  portion  of  the  com- 
missions collected  by  them  in  excess  of  the  commissions  specified  in 
the  department's  schedule.  Upon  final  determination  of  tne  suit  the 
clerk  will  either  refund  the  deposits  to  the  corporations  or  distribute 
them  to  the  patrons  from  whom  the  commissions  were  collected. 

Held,  that  the  commissions  so  deposited  need  not  be  returned  as 
gross  income  until  the  taxable  year  in  which  the  ownership  therein 
has  been  judicially  determined. 


Section  213(a),  Abticle  52;  When  included  39-21-1839 

in  gross  income.  O.  D.  1046 

Prior  to  1908  the  M  Company  filed,  under  the  placer  mining  laws 
of  Uie  United  States,  locations  on  certain  public  oil  lands.  Subse- 
quent to  March  1,  1913,  the.  United  States  Government  brought  suit 
against  the  company  for  possession  of  the  lands,  the  contention  of 
the  Government  being  that  such  lands  were  not  excepted  from  the 
withdrawal  order  issued  by  President  Taft.  As  a  resmt  of  the  suit, 
a  receiver  was  appointed  to  take  possession  of  the  land  occupied  by 
the  company  and  retain  the  same,  together  with  the  proceeds  of  the 
sales  of  oil  and  gas  produced  thereon,  pending  final  judgment.  In 
1919  judmient  in  the  action  was  rendered  in  favor  of  the  United 
States.  Thereafter  and  pursuant  to  the  Act  of  Congress  entitled, 
'^An  Act  to*  Promote  the  Mining  of  Coal,  Phosphate,  Od,  Shale,  Gas, 
and  Sodium  on  the  Public  Domain,"  approved  February  25,  1920, 
the  company  filed  with  the  Secretary  of  the  Interior  its  ap{)lication 
for  a  lease  of  the  land  involved  in  the  suit,  which  application  was 
granted.  Under  the  terms  and  provisions  of  the  Act  approved 
February  25,  1920,  the  Department  of  Justice,  after  the  granting  of 
the  lease,  proceeded  with  the  settlement  and  adjustment  of  the  judg- 
ment against  the  company  and  in  1921,  by  the  decree  of  the  court 
entered  in  that  year,  the  receiver  was  directed  to  pay  out  of  the 
impounded  moneys  in  his  hands  a  royalty  of  y  per  cent  of  the  value 
of  the  oil  and  gas  produced  up  to  the  date  the  lease  became  effective 
and  to  turn  the  balance  of  the  money  in  his  possession  over  to  the 
company.  The  balance  of  the  money  was  actually  paid  to  the  com- 
pany the  day  following  the  entry  of  the  court  decree. 

The  questions  presented  are  whether  the  income  from  the  sales  of 
oil  and  gas  in  question  should  be  reported  in  gross  income  in  the 
returns  of  the  M  Companv  for  the  respective  years  in  which  the 
moneys  were  received  by  tne  receiver,  or  the  year  1920,  or  the  year 
1921,  when  the  money  impounded  by  the  receiver  was  actually  paid 
over  to  the  company. 

Held,  that  inasmuch  as  the  court  decision  rendered  in  1919  adjudged 
that  the  income  received  by  the  receiver  appointed  by  the  court 
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from  the  operation  of  the  oil  land  was  not  income  of  the  M  Company 
and  that  the  company  was  entitled  to  no  portion  of  it,  and  as  it  was 
only  as  a  consequence  of  the  provisions  of  the  Act  of  Congress  approved 
Februarv  25,  1920,  that  the  company  received  any  part  of  the 
impounded  funds,  no  income  Yi^  received  by  the  company  until  ^ 
settlement  and  payment  were  made^  pursuant  to  the  Act  approved  ^ 
February  25,  1920.  Therefore,  the  mcome  from  the  sales  oi  oil  and 
gas  involved  in  the  suit  between  the  Government  and  the  M  Company 
constitutes  taxable  income  in  the  hands  of  the  company  for  1921. 
the  year  in  which  it  was  determined  that  the  company  was  entitled 
to  such  income  and  in  which  it  was  paid  over  to  the  company  by  the 
receiver. 

Sbction  213  (a ) ,  Abtiolb  52 :  When  included  in  45-S1-1906 

gross  income.  O.  D.  1089 

Inauiry  is  made  as  ta  whether  a  deed  of  lease  creating  a  "  ground 
rent  under  the  laws  of  Maryland  constitutes  a  closed  transaction, 
(a)  at  the  time  the  deed  of  lease  is  executed,  or  (b)  when  the  ground 
rent  reserved  shall  have  been  redeemed.  In  other  words,  when  would 
the  resulting  profit  or  loss  be  returnable  for  income-tax  purposes? 

The  following  illustrations  of  ground  rent  are  given : 

The  M  Company  purchased  a  certain  parcel  of  land  for  $10,000  and  constmcted 
a  building  thereon  at  a  cost  of  $20,000.  The  M  Ck)mpany  sold  the  land  and  build- 
ing to  the  O  Company  for  $40,000,  and  accepted  in  payment  therefor  $90,000 
cash  and  a  "  ground  rent "  of  %GO0  per  annum,  redeemable  at  any  time  after  the 
expiration  of  five  years  from  the  date  of  the  lease  and  at  the  option  of  the  tenant 
for  the  sum  of  money  equal  to  the  capitalization  of  the  rent  reserved  at  the  rate 
specified  in  the  lease,  viz,  6  per  cent. 

The  M  Company  has  land  costing  $2,000  and  constructs  a  building  costing 
$3,000  and  sells  to  the  O  Company  the  land  and  building  for  $6,000,  taking  in 
payment  therefor  $3,000  in  cash  and  a  "  ground  rent "  of  $180  per  annum,  re- 
deemable as  per  the  terms  mentioned  above  and  capital  issed  at  6  per  cent,  or 
$3,000. 

It  is  held  that  the  annual  ground  rent  should  be  returned  each  year 
as  rent  and  is  subject  to  tax  as  such.  The  leases  reserving  such  groimd 
rent  do  not  constitute  sales,  and,  therefore,  do  not  resmt  in  a  closed 
transaction  resulting  in  gain  or  loss  prior  to  the  time  when  the  ground 
rents,  covered  thereby,  are  redeemed. 


Section  213 (a) ,  ARncMi  52 :  When  included  in  48-21-1943 

gross  income.  T.  D.  3247 

INCOME  TAX— GROSS  INCOME  :  INCLUSIONS. 

Article  52  of  Regulations  45  (1920  Edition)  Amended. 

Treasury  Department, 
OmcE  OF  Commissioner  of  Internal  Revenue, 

Washington^  D.  C.        it 

To  collectors  of  internal  revenue  and  others  concerned:  ^ 

Article  52  of  Eegulations  45  (1920  edition)  is  hereby  amended  to 
read  as  follows : 

Abt.  52.  When  included  in  gross  income, — Gains,  profits,  and  income  are  to 
be  included  in  the  gross  income  for  the  taxable  year  in  which  they  are  re- 
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oeived  by  the  taxpayer,  unless  they  are  Induded  when  they  accrue  to  him  in 
accordance  with  the  approved  method  of  accounting  followed  by  him.  See 
articles  21-24.  Lands  which  are  received  as  compensation  for  services  in  one 
year,  the  title  to  which  is  disputed  and  in  a  iater  year  adjudged  to  be  valid, 
constitute  income  to  the  grantee  in  the  former  year.  On  the  other  hand,  a 
person  may  sue  in  one  year  on  a  pecuniary  claim  or  for  property,  but  money 
or  property  recovered  on  a  judgment  therefor  rendered  in  a  later  year  would  be 
income  in  that  year,  assuming  that  it  would  have  been  income  in  the  earlier 
year  if  then  received.  This  is  true  of  a  recovery  for  patent  infringement.  Bad 
debts  or  accounts  charged  off  subsequent  to  February  28,  1913,  because  of 
the  fact  that  they  are  determined  to  be  worthless,  which  are  subsequently  re- 
covered, whether  or  not  by  suit,  constitute  income  for  the  year  in  which  re- 
covered. For  the  rule  to  be  followed  in  the  case  of  bad  debts  chargeil  off  :is 
worthless  prior  to  March  1,  1913,  and  recovered  subsequent  to  that  date,  see 
article  87  as  amended  by  Treasury  Decision  3206.  See  also  articles  111  and 
151.  In  view  of  the  unusual  conditions  prevailing  at  the  close  of  the  year 
1918  it  is  recognized  that*  many  items  of  gross  income,  such  as  claims  for 
compensation  under  canceled  contracts,  together  with  claims  against  con- 
tracting departments  of  the  Government  for  amortization  and  other  matters, 
while  properly  constituting  gross  income  for  the  taxable  year  1918  were  un- 
decided and  not  sufficiently  definite  in  amount  to  be  reported  in  the  origiaal 
return  for  that  year.  In  every  such  case  the  taxpayer  should  attach  to  his 
return  a  full  statement  of  such  pending  claims  and  other  matters,  and  when 
the  correct  amount  of  such  items  is  ascertained  an  amended  return  for  the 
taxable  year  1918  should  be  filed. 

D.  H.  Blair, 
Commissioner  of  Internal  Revenue, 
Approved  November  17,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury, 


Section  213(a),  Article  52:  When  included  in  gross  income. 

(See  48-21-1948;  sec.  214(a)  1,  art.  111.)     Cancellation  of  a  Gov- 
ernment contract. 


Section  213(a),  Article  52:  When  included  in  gross  income. 

(See  51-21-1981;  sec.  214(a)  1,  art.  111.)    O.  D.  825  (C.  B.  4,  p.  95) 
differentiated  from  O.  D.  917  (C.  B.  4,  p.  142). 


Section  213(a),  Article  54:  Examples  of  constructive  receipt. 

(See  30-21-1747 ;  tec.  233,  art.  541.)     Rental  paid  by  lessee  corpora- 
tion in  form  of  dividends  to  stockholders  of  lessor. 


Section  213(a),  Article  54 :  Examples  of  constructive  receipt. 

(See  39-21-1840;  sec.   214(a)l,   art.    101.)     Interest  on  fund  of 
corporation  held  by  trustee. 


Section  213(a),  Article  54:  Examples  of  con-  44-21-1892 

structive  receipt.  O.  D.  1081 

Under  the  by-laws  of  a  cooperative  bank  the  profits  credited  to  a 
shareholder  may  not  be  withdrawn  in  their  entirety  until  five  year 
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have  elapsed,  but  three- fourths  of  such  profits  may  be  withdrawn  at 
any  time  upon  30  days'  notice,  in  which  case  the  other  fourth  is  for- 
feited. 

The  question  presented  is  whether  the  profits  credited  to  a  share- 
holder of  the  bank  are  credited  to  or  set  apart  for  him  without  re- 
striction, and,  if  so,  whether  the  net  amount  which  he  might  imme- 
diately withdraw  or  the  whole  amount  credited  to  him  should  be 
reported  as  income. 

Held,  that  three-fourths  of  the  profits  credited  to  the  shareholder 
are  credited  to  or  set  apart  for  him  without  restriction,  and  as  such 
should  be  included  in  gross  income  for  the  year  in  which  so  credited 
or  set  apart.  The  remaining  one-fourth  becomes  income,  construc- 
tively received,  at  the  end  of  the  five-year  period,  provided  he  has  not 
previously  withdrawn  his  shares. 


SECTION  213(b).— GROSS  INCOME  DEFINED: 

EXCLUSIONS. 

Section  213(b),  Article  72 :  Proceeds  of  insur-  29-21-1732 

ance.  T.  D.  3190 

INCOME  TAX— LIFE  INSURANCE  POLICIES. 

REVENrE  Act  or  1916 — Amendment  of  Paqagbaph   196    (Abticle  29)   of 

Regulations  No.  33  (Revised). 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washififfton^  t),  C 
To  collectors  of  internal  revenue  wnd  others  concerned: 

Paragraph  196  (article  29)  of  Regulations  33  (revised)  is  hereby 
amended  to  read  as  follows: 

Proceeds  of  life  insurance  policies  payable  to  the  estate  of  a  decedent  are  not 
to  be  accounted  for  as  income  of  the  estate  by  the  executor  or  administrator 
under  the  provisions  of  section  2(b),  Act  of  September  8,  1916. 

D.  H.  BliAir, 
CoTmnissioner  of  Internal  Revenue. 
Approved  July  1,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


Section  213  (b) ,  Article  72 :  Proceeds  of  insurance.  35-21-1790 

O.  D.  1010 

According  to  the  nomination  of  the  beneficiary  signed  by  the  in- 
sured, the  principal  of  the  policy  is  to  be  held  by  the  insurance  com- 
pany, as  trustee,  for  the  benefit  of  his  widow  during  her  life  and  at 
her  death  for  the  benefit  of  his  son,  until  he  has  attained  the  age 
of  30  years.  Various  provisions  as  to  the  method  of  payment  are 
contained  in  the  nomination  of  the  beneficiary. 

It  is  provided  that  the  right  of  withdrawal  is  withheld  from  the 
widow   and  his  son  until  he  reaches  the  age  of  30,  except  that 
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if  the  interest  income  at  any  time  which  is  paid  pursuant  to  the 
request  contained  in  the  nomination  for  any  12  months'  period  be 
less  than  4^  per  cent,  including  such  dividends  as  may  be  apportioned 
and  added  thereto,  the  beneficiary  then  receiving  or  being  entitled  to 
receive  the  said  interest  income  shall  have  full  right  to  withdraw 
all  that  portion  of  the  principal  on  which  such  beneficiary  may  be 
entitled  to  draw  interest  income. 

Held,  that  as  the  beneficiaries  have  no  right  to  withdraw  any 
portion  of  the  principal  so  long  as  the  interest  and  dividends  are 
not  less  than  4^  per  cent  of  the  principal,  any  interest  received  by 
the  widow  during  her  life  or  by  his  son  prior  to  his  reaching 
the  age  of  30,  is  exempt  from  income  tax  unless  such  income  is  less 
than  4^  per  cent  of  the  principal  as  above  set  forth.  If  the  interest 
income  of  the  principal  at  any  time  falls  below  this  amount,  the 
income  is  taxable  to  the  beneficiary  regardless  of  whether  the  princi- 
pal is  withdrawn,  and  any  interest  received  thereafter  is  taxable  to 
the  beneficiary  whether  more  or  less  than  4^  per  cent  of  the  principal. 

As  the  son  is  given  the  right  to  withdraw  the  principal  when  he 
is  30  years  old,  any  amount  or  amounts  thereafter  received  by  him 
as  income  upon  the  principal  of  the  policy  will  represent  taxable  in- 
come to  him  for  the  year  of  receipt. 


Section  213(b),  Article  72 :  Proceeds  of  insurance.  38-21-1827 

O.  D.  1037 

Inquiry  is  made  as  to  whether  the  amount  of  x  dollars  representing 
the  annual  dividend  on  a  life  insurance  policy  issued  by  tne  Bureau 
of  War  Risk  Insurance,  should  be  iucluded  in  income  for  the  year  of 
its  receipt.     The  dividend  was  received  in  1921, 

Held,  any  amount  received  by  an  insured  under  life,  endowment  or 
annuity  contracts,  which  represents  a  return,  without  interest,  of 

Ereiniums  paid  by  him  does  not  have  to  be  included  in  gross  income. 
f  the  totd  dividends  received  on  the  policy  in  question  are  not  in 
excess  of  the  premiums  paid  on  such  policy,  the  dividends  received 
in  1921  need  not  be  included  in  the  computation  of  gross  income  for 
that  year. 

Section  213(b),  Article  73:  Gifts  and  bequests.  36-21-1798 

(Also  Section  213(a),  Article  32.)  O.  D.  1017 

A  corporation  paid  to  the  widow  of  a  deceased  officer  a  certain 
amoimt  equal  to  the  salary  he  would  have  earned  in  two  months. 
The  payment  was  without  consideration,  a  gratuity  voted  as  a  com- 
pliment to  the  deceased.  It  is  held  that  the  payment  does  not 
constitute  taxable  income. 


Section  213  (b) ,  Article  73 :  Gifts  and  bequests.  43-21-1882 

O.D.1073 

A  contract  was  entered  into  between  A  and  the  M  Company,  where- 
by the  compensation  of  A  for  the  year  1918,  in  addition  to  his  salary, 
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was  fixed  at  a  certain  per  cent  of  the  net  income  from  the  business. 
This  contract  was  later  modified  and  a  stated  amount  agreed  upon 
as  the  maximum  liability  of  the  corporation,  which  sum  was  paid  to 
A  in  1919,  in  full  settlement  of  the  contract  for  1918,  and  was  re- 
ported by  A  in  his  income  tax  return  for  1919.  Owing  to  dissatis- 
faction on  the  part  of  some  of  the  stockholders  over  the  second  con- 
tract, an  agreement  was  reached  whereby  the  money  received  by  A 
thereunder  in  1919  was  returned  to  the  company  on  March  — ,  1921, 
and  all  rights  under  the  contract  waived. 

The  contracts  of  employment  were  fully  performed  in  1919  when 
the  amount  agreed  upon  was  paid  by  the  company  to  A  in  full  settle- 
ment of  the  contracts.  As  there  can  be  no  recission  of  an  executed 
contract  there  was  no  obligation  upon  A  to  refund  any  of  the  money 
so  received.  The  transfer  of  the  amount  to  the  company  on  March  — , 
1921,  was  purely  a  voluntary  act  on  his  part  and  for  income  tax  pur- 
poses the  amount  transferred  must  be  considered  a  gift. 


Section  213(b),  Article  73:  Gifts  and  bequests. 

(See  47-21-1931;  sec.  213(a),  art.  47.)  Proceeds  of  endowment 
insurance  paid  in  installments  in  lifetime  of  insured  to  beneficiary 
designated  by  insured. 

Section  213(b),  Article  74 :  Interest  upon  State  31-21-175 1 

obligations.  O.  D.  983 

Section  7852  of  the  compiled  laws  of  Michigan,  1915,  authorizes 
anjr  agricultural  or  horticultural  society,  duly  organized  as  a  corpo- 
ration, to  issue  interest-bearing  bonds,  the  payment  of  the  principal 
and  interest  of  which  is  secured  by  a  mortgage  or  mortgages  upon 
the  real  estate  of  the  society. 

It  is  held  that  inasmuch  as  neither  the  State  of  Michigan  nor  any 
political  subdivision  thereof,  has  obligated  itself  to  pay  either  the 
principal  or  interest  of  these  bonds,  the  bonds  are  in  no  sense  the 
obligation  of  the  State  or  any  of  its  political  subdivisions  and  the 
interest  on  such  bonds  is  not  exempt  n'om  tax  under  the  provisions 
of  section  213 (b)4  of  the  Revenue  Act  of  1918. 


Section  213  (b) ,  Article  74 :  Interest  upon  State  34-21-1778 

obligations.  O.  D.  999 

(Also  Section  214 (a)  1,  Article  101 ;  Section  325, 
Article  815.) 

The  M  Company  is  engaged  in  paving  work  for  various  munici- 
palities in  the  State  of  i .  The  statutes  of  that  State  provide  that 
municipal  improvements,  including  pavements,  shall  be  paid  for  by 
assessments  issued  to  the  contractor.  These  assessments  bear  interest 
from  the  date  of  acceptance  of  the  work  by  the  city  engineer.  The 
contractor  receives  interest  from  this  source  from  the  date  of  ac- 
ceptance of  the  work  to  the  date  of  delivery  of  the  evidences  of  in- 
debtedness. Under  an  agreement  with  a  bank  for  advancing  to  it 
money  to  pay  operating  expenses  the  certificates  of  indebtedness 
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were  assigned  to  the  bank.  Accordingly^  the  M  Company  did  not 
receive  the  certificates  of  indebtedness.  The  company  did,  however, 
receive  interest  which  accrued  from  the  date  oi  acceptance  of  the 
work  by  the  citv  engineer  to  the  date  of  delivery  of  the  certificates 
to  the  bank.  The  contractor  also  paid  the  bank  a  discount  on  the 
face  of  the  certificates  in  addition  to  the  accrued  interest  on  the 
funds  advanced  for  the  prosecution  of  the  work. 

Rulings  were  requested  on  each  of  the  following  questions : 
(a)  Is  the  interest  received  by  the  contractor  for  the  period  be- 
tween the  date  of  acceptance  of  the  work  and  the  date  of  delivery 
of  the  certificates  exempt  or  does  the  contract  act  to  eliminate  him 
as  the  owner  and  holder  of  the  certificates  and  make  the  interest 
taxable  ? 

•  (b)  If  the  interest  referred  to  in  question  (a)  is  exempt  is  the 
principal  producing  this  interest  an  inadmissible  asset  in  computing 
the  invested  capital? 

(c)  Is  the  discount  from  the  face  of  the  certificates  which  is  paid 
to  the  bank  deductible  as  a  loss? 

(d)  Would  the  interest  paid  by  the  contractor  to  the  bank  for 
money  advanced  by  the  bank  under  the  contract  be  construed  as 
interest  paid  to  carry  tax  exempt  securities  during  the  period  that 
interest  is  received  on  the  certificates  by  the  contractor? 

The  questions  set  forth  above  were  answered  in  the  order  stated : 

(a)  The  interest  received  by  the  contractor  for  the  period  between 
the  date  of  acceptance  of  the  work  and  the  date  of  delivery  of  the 
certificates  is  exempt  from  taxation,  as  the  debt  was  an  obligation 
exempt  within  the  meaning  of  sections  213(b)  (4)  (a)  of  the  Revenue 
Act  of  1918.  The  contract  of  assignment  to  the  bank  did  not  take 
effect  until  delivery  of  the  certificates.  Consequently,  the  interest 
with  accrued  during  the  interim  between  acceptance  and  delivery 
was  the  property  of  the  contractor. 

(b)  The  principal  upon  which  interest  accrued  between  the  date 
of  acceptance  of  the  work  and  the  date  of  the  delivery  of  the  cer- 
tificates is  an  inadmissible  asset,  for  as  set  out  in  the  answer  to  (a) 
the  debt  was  an  obligation  the  interest  on  which  was  exempt  within 
the  meaning  of  section  213(b)(4)(a). 

(c)  Discount  from  the  face  of  tne  certificates,  which  discount  is 

faid  to  the  bank  is  deductible  as  a  loss  on  the  sale  of  the  securities, 
n  this  connection  see  article  37,  Begulations  45. 

(d)  Interest  paid  by  the  contractor  to  the  bank  for  money  ad- 
vanced by  the  bank  is  not  interest  paid  to  carry  tax  exempt  securi- 
ties. The  capital  was  borrowed  for  fulfilling  the  contract  and  not 
for  the  purpose  of  purchasing  or  carrying  securicies. 


Section  213  ( b) ,  Abtiolb  74 :  Interest  upon  State  48-21-1944 

obligations.  O.  D.  1114 

'm  Certificates  of  sale  issued  by  the  countv  treasurers  of  counties  of 

Wisconsin  to  purchasers  of  land  sold  for  the  nonpayment  of  taxes  are 
not  obligations  of  political  subdivisions  of  the  State  of  Wisconsin. 
Such  cemficates  do  not  place  any  obligation  upon  the  county  to  pay 
any  sum  of  money  to  such  purchasers.  The  statute  provides  tnat 
the  owner  or  occupant  of  such  land  may  at  any  time  within  three 
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years  from  the  date  of  the  certificate  redeem  the  same  or  any  part 
thereof  by  paying  to  the  county  treasurer  for  the  use  of  the  purchaser 
the  amount  for  which  such  land  was  sold,  together  with  subsequent 
charges  thereon  authorized  by  law,  but  does  not  provide  that  the 
county  is  either  directly  or  indirectly  liable  for  the  redemption 
thereof. 

It  is  held,  therefore,  that  the  interest  on  the  tax  certificates  issued 
by  county  treasurers  of  counties  of  Wisconsin  is  not  exempt  from  tax. 


Section  213(b),  Artici^  80:  Liberty  bond  ex-  34-21-1779 

emption  after  December  31, 1918.  O.  D.  1000 

By  the  will  of  A,  who  died  in  1910,  it  is  provided  that  the  entire 
net  income  of  his  estate  is  to  be  paid  to  his  widow  during  her  lifetime, 
and  upon  her  death  the  estate  is  to  be  divided  equally  among  his  sur- 
viving children.  The  net  income  was  accordingly  paid  to  the  widow 
until  ner  death  in  1921.  The  estate  was  an  original  subscriber  for 
Liberty  bonds  of  the  fourth  issue,  which  bonds  it  still  holds.  The 
estate  is  now  about  to  be  divided  equally  among  the  surviving  chil- 
dren. The  question  is  presented  whether  such  children  as  bene- 
ficiaries under  the  will  are  to  be  considered  original  subscribers  for 
their  pro  rata  share  of  such  bonds  and  entitled  to  the  exemption 
therefor. 

It  is  held  that  the  surviving  children  among  whom  the  estate  is 
to  be  equaUy  divided  are  not  the  original  subscribers  to  the  Liberty 
bonds  of  the  fourth  issue  for  the  purpose  of  the  collateral  exemption 
of  interest  on  Liberty  bonds  of  previous  issues  since,  for  pur- 
poses of  the  income  tax,  the  trust  which  was  created  under  the  will 
of  A,  and  which  was  the  original  subscriber,  is  a  distinct  entity  from 
the  ultimate  beneficiaries  of  the  estate. 


Section  213(b),  Artioie  83 :  Income  of  foreign  48-21-1946 

governments.  O.  D,  1116 

The  wife  and  minor  children  of  a  duly  accredited  foreign  diplo- 
matic officer  enjoy  the  same  privileges  and  immunities  witn  respect 
to  income  taxation  as  such  officer  himself  enjoys,  and  since  under 
the  provisions  of  article  83,  Regulations  45.  the  income  of  foreign 
ambassadors  and  ministers  from  investments  in  stocks  and  bonds 
and  from  interest  on  bank  balances  is  exempt  from  income  tax,  it 
follows  that  the  income  derived  from  investments  in  securities  by 
the  wife  or  minor  children  of  such  diplomatic  officers  is  likewise 
exempt  from  income  tax.     (O.  D.  163,  C.  B.  1,  p,  90  overruled.) 


Section  213  (b) ,  Article  84 :  Income  of  States.  28-21-1724 

(Also  Section  219,  Article  342.)  O.  D.  972 

A  testator  bequeathed  and  devised  property  to  trustees  to  pay  a 
part  of  the  income  therefrom  to  A  during  his  life.  The  will  pro- 
vided that  upon  A's  death  the  rest  and  residue  of  the  estate  together 
with  any  accumulated  income  should  go  to  a  municipality  in  per- 
petual trust  to  hold  the  same  as  a  permanent  trust  estate  and  fund, 
the  income  from  which  was  directed  to  be  used  exclusively  in  the 
exercise  of  a  normal  governmental  f imction. 
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It  is  a  fundamental  principle  that  the  Federal  Government  has  no 
authority  to  impose  a  tax  upon  the  income  of  a  State  or  any  political 
subdivision  thereof,  providing  such  income  ai*ises  from  normal  gov- 
ernmental functions  of  the  State  or  political  subdivision.  Nor  may 
it  levy  such  a  tax  indirectly.  This  principle  is  equally  applicable 
in  the  case  of  a  gift,  bequest^  or  devise  made  to  a  State  or  a  political 
subdivision  of  a  State,  the  mcome  from  which  is  to  be  used  exclu- 
sively in  the  exercise  of  a  normal  governmental  function  of  the  State 
or  jpolitical  subdivision.  It  is  clear  that  the  income  of  the  .trust  not 
paid  to.  the  annuitant  is  bein^  accumulated  for  the  benefit  of  the  city. 
If  the  tax  is  levied  and  collected  upon  such  income,  it  will  reduce 
by  so  much  the  amount  paid  over  to  the  city  upon  the  termination 
oi  the  trust  and  would  be,  at  least  indirectly^  a  tax  upon  the  income 
of  a  political  subdivision  of  a  State  which  will  be  used  by  the  politi- 
cal subdivision  in  the  exercise  of  a  strictly  normal  governmental 
function.  That  this  is  not  contemplated  by  any  of  the  income  tax 
Acts  in  question  there  can  be  no  doubt. 

In  view  of  the  foregoing  it  is  held  that  the  income  received  by 
the  trustees  under  the  will,  other  than  that  distributed  to  the  annui- 
tant named  in  the  will,  is  not  taxable  in  the  hands  of  the  trustees 
under  the  Act  of  October  8,  1913,  the  Kevenue  Act  of  1916,  as 
amended,  the  Bevenue  Act  of  1917,  or  the  Bevenue  Act  of  1918. 


Section  213(b),  Abtiglb  84:  Income  of  States.  43-21-1883 

O.  D.  1074 

The  funds  contemplated  by  article  84  of  Begulations  45  are  only 
those  managed  and  controlled  directly  by  the  State  through  State 
officers,  that  is  to  say,  those  funds  the  management  and  control  of 
which  constitute  an  activity  of  the  State.  A  mutual  liability  insur- 
ance company  created  by  an  act  of  the  State  legislature  to  provide 
insurance  for  employers  to  cover  their  liability  under  the  State  em- 
ployers' liability  act  and  workmen's  compensation  law,  which  is  not 
so  managed  and  controlled,  is  not  exempt  from  taxation  under  section 
213(b) 7,  or  under  any  other  provision  of  the  Revenue  Act  of  1918. 


Section  218(b),  Artiole  85:  Compensation  of  27-21-1711 

State  officers.  O.  D.  963 

The  law  of  a  certain  State  requires  that  all  children  under  16  years 
of  age  who  are  employed  shall  attend  a  regular  school  for  eight  hours 
a  week.  A  certain  corporation,  instead  of  sending  its  employees  to 
an  outside  continuation  school,  conducts  one  in  its  business  place. 
The  school  is  in  charge  of  a  teacher  who  is  certified  by  the  Supervisor 
of  Schools  of  another  State  but  subject  to  the  authority  of  a  city  in 
the  former  State  and  required  to  send  her  reports  to  the  City  Super- 
intendent of  Continuation  Schools.  The  salary  of  the  teacher  is  paid 
and  the  school  maintained,  not  by  the  State  or  political  subdivision 
thereof,  but  by  and  for  the  convenience  of  the  corporation. 

It  is  held,  therefore,  that  the  compensation  received  by  such 
teacher  is  not "  compensation  paid  to  officers  and  employees  of  a  State 
or  political  subdivision  thereof,"  within  the  meaning  of  article  86, 
Begulations  45,  but  is  income  subject  to  tax. 
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Section  213  (b) ,  Artiole  85 :  Cbmpensation  of  28-21-1725 

State  officers.  O.D.978 

A  certain  public  library  was  incorporated  by  a  special  act  of  the 
legislature  oi  a  State.  Tne  control  and  management  of  the  corpora-  J| 
tion,  and  of  all  moneys  appropriated  by  the  city  for  the  care,  main-  W 
tenance,  etc.,  of  the  library,  are  vested  in  a  board  of  directors,  con- 
sisting of  the  president,  vice  president,  the  three  managers  of  the 
corporation,  two  citizens  of  the  city  appointed  by  the  Mayor,  and 
three  officials  of  the  city.  The  expenses  of  the  corporation  are  chiefly 
provided  for  by  appropriation  by  the  State  and  the  city  and  the 
power  of  appointment  and  removal  of  the  employees  of  the  corpora- 
tion is  exercised  by  the  board  of  directors. 

The  employees  of  the  library  are  not  employees  of  the  State  or 
any  political  subdivision  thereof.  The  relationship  of  employer  and 
employee  does  not  exist  between  the  State  or  the  city  and  the  em- 
ployees of  the  public  library.  The  moneys  appropriated  by  the 
Dtate  and  city  are  turned  over  to  the  corporation  to  be  used  as  the 
board  of  directors  may  direct.  The  fact  that  the  compensation  of 
the  employees  of  the  corporation  may  be  paid  out  of  the  moneys 
appropriated  bv  the  State  or  the  city  does  not  change  their  status 
as  employees  oi  the  corporation. 

It  IS  held,  therefore,  that  the  compensation  received  by  the  em- 
ployees of  the  public  library  is  not  exempt  from  the  income  tax. 
imposed  by  the  Kevenue  Act  of  1918. 


Section  213(b),  Article  85:  Compensation  38-21-1828 

of  State  officers.  O.  D.  1038 

An  industrial  commission  was  established  by  a  State.  Certain 
amounts  were  paid  into  the  commission's  fimd  by  manufacturers  and 
others,  based  on  their  pay  roll.  Such  funds  are  under  the  supervision 
and  sole  control  of  the  State  and  are  deposited  in  the  State  treasury. 
The  law  provides  also  for  the  payment  out  of  such  fund  of  the  com- 
pensation of  a  secretary,  actuary,  physicians,  stenographers,  and 
other  persons  performing  services  for  the  conmiission.  The  tax- 
payer performs  surgical  operations  on  individuals  sustaining  injuries 
wmle  m  the  employ  of  the  manufacturers.  The  taxpayer  is  not 
under  contract  with  the  State,  but  is  paid  out  of  the  Industrial  Com- 
mission Fund  on  the  authorization  of  such  manufacturers. 

It  is  held  that  inasmuch  as  the  taxpayer  is  employed  on  a  fee 
basis  and  devotes  only  a  portion  of  his  time  to  the  treatment  of  such 
injured  employees',  he  can  not  be  said  to  be,  within  the  meaning  of 
article  85  of  Kegulations  45,  an  employee  of  the  State.  Compensa- 
tion, therefore,  received  for  the  services  above  mentioned,  is  income 
subject  to  tax. 

Section  213(b),  Article  85:  Compensation  of  40-21-1853 

State  officers.  O.  D.  1063 

Provision  is  made  by  statute  of  the  State  of  New  Hampshire  (chap. 
212,  sees.  1,  2,  3),  for  the  employment  and  compensation  of  deputy 
sheriffs;  they  are  required  to  take  the  constitutional  oath  of  office, 
and  are  employed  on  a  fee  basis,  such  fees  being  collected  from  the 
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State  or  county  or  from  the  person  who  employs  them  to  perform 
official  duties.  It  is  held,  therefore,  that  the  fees  received  by  a  deputy 
sheriff  in  the  State  of  New  Hampshire  in  his  official  capacity  are 
exempt  from  Federal  income  tax. 


Section  213(b),  Akticle  85 :  Compensation  of  43-21-1884 

State  officers.  O.  D.  1075 

An  ordinance  of  a  city  council  of  an  Illinois  city  authorized  the 
Board  of  Local  Improvements  to  employ  certain  building  and  real 
estate  experts  for  making  appraisal  of  specified  property  on  certain 
streets  in  that  city.  The  compensation  of  the  experts  was  fixed  on 
the  basis  of  apercentage  of  the  value  of  the  buildings  and  real  estate 
appraised.  Tney  were  not  appointed  to  any  position,  the  tenure  and 
duties  of  which  were  established  by  law.  They  took  no  oath  of  office 
and  were  not  commissioned.  No  office  had  been  specifically  created 
by  the  city  to  which  the  above-named  persons  were  elected  or  ap- 
pointed. Section  1346  of  the  Illinois  Statutes  provides  that  city  offi- 
cers who  are  not  elected  by  the  people  and  who  are  not  appointed 
through  the  classified  civil  service,  are  required  to  be  appointed  by 
the  mayor  with  the  advice  and  consent  or  the  city  council.  These 
persons  were  not  appointed  by  either  method  prescribed  by  law. 
They  were  engaged  to  appraise  certain  property.  In  doin^  this  they 
were  carrying  on  the  regular  work  in  which  they  were  already  en- 

faged.  They  were  required  to  furnish  to  the  city  the  finished  work, 
'hey  used  their  own  offices  and  equipment.  They  were  free  to  use 
such  employees  or  other  instrumentalities  as  they  saw  fit,  and  the 
city  had  no  voice  with  reference  thereto.  They  were  not  under  the 
control  or  direction  of  anyone  as  to  the  manner  or  the  means  used  to 
accomplish  the  result  desired.  They  were,  therefore,  in  no  sense  em- 
ployees, but  were  an  entirely  separate  and  independent  agency  en- 
gaged to  accomplish  certain  specified  results. 

In  view  of  the  foregoing,  it  is  held  that  such  experts  were  not 
officers  or  employees  ox  the  State  or  a  political  subdivision  thereof, 
and  the  compensation  received  by  them  is  not  exempt  from  tax. 


Section  213(b),  Article  85:  Compensation  of  45-21-1906 

State  officers.  (Sol.  Op.  122)  A.  R.  R.  664 

Recommended,  in  the  appeal  of  A,  that  the  action  of  the  In- 
come Tax  Unit  in  holding  that  certain  income  received  for  services 
rendered  by  him  to  a  State  and  political  subdivision  thereof  con- 
stitutes taxable  income  under  the  Revenue  Act  of  1918,  be  sus- 
tained, and  accordingly,  that  the  taxpayer's  appeal  be  denied. 

The  Committee  has  had  under  consideration  the  appeal  of  A,  from 
the  action  of  the  Income  Tax  Unit  in  holding  that  certain  items  of 
income  received  in  1918  for  services  rendered  constituted  taxable 
income  and  not  such  income  as  is  exempted  by  section  218(b), 
Revenue  Act  of  1918  and  article  85  of  Regulations  45. 

The  question  involved  being  one  for  legal  determination  in  the 
light  of  the  attendant  facts,  the  case  was  submitted  to  the  Solicitor, 
whose  opinion  is  fully  set  forth  in  Solicitor's  Opinion  122,  dated 
September  12,  which  is  here  quoted : 
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SOLICITOR'S  OPINION  122. 
INrOME  TAX— SECTION  213,  REVENUE  ACT  APPBOTBD  FBBRUABY  24,  101». 

Exemption — Compensation   of   Officers   and   Empix)T1X8  osf  a   State  ob   a 

Political  Subdivibion  Thebbof. 
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Compensation  received  for  services  rendered  to  a  State  or  a 
political  subdivision  thereof  is  included  in  gross  Income  unless  tlie 
person  receives  such  compensation  as  an  officer  or  employee  of  a 
State  or  political  subdivision. 

An  officer  is  a  person  who  occupies  a  position  in  the  service  of 
the  Government,  the  tenure  of  wliieh  is  continuous  and  not  tempo- 
rary and  the  duties  of  which  are  established  by  law  or  regulations 
and  not  by  agreement 

An  employee  is  one  whose  duties  consist  in  the  rendition  of  pre- 
scribed services  and  not  the  accomplishment  of  specific  objects, 
and  whose  services  are  continuous,  not  occasional  or  temporary. 

The  question  is  presented  as  to  whether  the  compensation  received  by  A  for 
services  rendered  the  State  of  Y  and  political  subdivisions  thereof  is  exempt 
from  the  income  tax. 

The  facts  presented  are  as  follows:  The  taxpayer  was  In  the  employ  of  a 
commission  to  consolidate  tlie  laws  of  the  State  of  Y  as  an  expert  advisor 
on  certain  laws  under  an  arrangement  by  which  he  gave  his  entire  time 
when  cnlled  upon  for  a  definite  sum  per  hour  for  the  time  actually  expended. 
He  filed  a  statement  monthly  and  the  amount  due  him  was  paid  by  the  State 
Treasurer  from  an  appropriation  marked  **  salary."  The  compensation  received 
from  this  source  amounted  to  x  dollara 

The  taxpayer  also  served  as  commissioner  on  the  Z  grade  croflslngs.  He  was 
appointed  by  the  court  for  determining  the  advisability  and  method  of  abol- 
ishing certain  grade  crossings.  He  was  appointed  in  accordance  with  the  laws 
of  the  State  of  Y,  which  authorizes  a  court  on  the  filing  of  a  petition  by  the 
Attorney  General  to  appoint  three  disinterested  persons  as  commissioners  for 
tiie  purposes  above  stated.  They  are  required  by  statute  to  make  their  report 
to  the  court,  which,  if  confirmed,  becomes  finaL  Sudi  commissioners  are 
appointed  to  act  only  in  a  particular  case. 

The  taxpayer  also  rendered  legal  services  to  the  town  of  R  and  the  city  of  S 
on  particular  occasions  and  in  particular  inatter&  It  Is  also  stated  by  the  tax- 
payer that  he  has  been  counsel  for  the  county  of  T  for  several  years,  but  is 
not  paid  a  salary,  receiving  compensation  on  the  basis  of  services  actually 
rendered.  No  facts  are  presented  with  reference  to  this  Item  of  compensation 
upon  which  an  opinion  can  be  based  as  to  whether  the  taxpayer  was  an  officer 
or  employee  of  such  county.  Consequently,  no  opinion  is  herein  expressed 
in  regard  to  the  compensation  which  the  taxpayer  received  firom  the  county 
of  T  for  such  services. 

It  is  not  sufficient,  in  the  opinion  of  this  office,  to  show  that  a  person  rendered 
service  to  and  received  compensation  from  a  State  or  political  subdivision 
thereof  to  entitle  such  compensation  to  exemption  from  income  tax.  It  mrust 
be  shown  that  in  rendering  such  service  he  was  an  officer  or  employee  thereof. 
The  compensation  of  officers  and  employees  of  a  State  or  political  subdivision 
thereof  was  specifically  exempted  in  the  Revenue  Acts  of  1913,  1916.  and  1917.  ^ 
The  exemption  as  to  such  compensation  in  those  Acts  was  plainly  an  inter-  K 
pretation  by  Congress  of  the  decisions  of  the  United  States  Supreme  Court 
as  to  the  taxability  of  Federal  agencies  by  States  and  of  the  taxability  of  State 
agencies  by  the  Federal  Government,  and  was  merely  expressive  of  what  Con- 
gress considered  it  had  no  right  to  tax  by  virtue  of  such  Supreme  Court  de- 
cisions. {McCuUock  V.  Maryland,  4  Wheat.  816;  DobMns  t.  CammiBsUmers, 
16  Pet  436;  OoUectar  v.  Day,  U  WalL  118.) 
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The  Revenue  Act  of  1918,  altbongh  containing  no  provisions  as  to  exemption 
of  such  compensation,  has  been  interpreted  by  the  Attorney  General  to  exempt 
the  same  compensation  as  was  specifically  exempted  by  the  former  Acts,  for 
the  reason  that  Congress  had  no  power  to  tax  the  same  (31  Op.  Atty.  Gen. 
441  >.  The  Revenue  Act  of  1918  has  been  similarly  interpreted  by  the  Treas- 
ury Department  to  apply  only  to  the  compensation  received  by  officers  and 
employees  of  a  State  or  political  subdivision  thereof  (art.  85,  Reg.  45,  1920 
ed.)}  and  it  is  specifically  provided  in  article  37,  Regulations  45,  that  any  profit 
received  from  a  State  or  political  subdivision  thereof  by  an  independent  con- 
tractor is  taxable  income.  In  the  above  cited  cases  of  McCullook  v.  Marylimd; 
Dohbins  V.  CotnmissUmera,  and  Collector  v.  Day^  the  United  States  Supreme 
Court  held  that  the  Federal  Government  had  no  power  to  tax  the  instrumen- 
talities of  States  in  the  execution  of  their  governmental  functions  and  that  the 
States  had  no  power  to  tax  such  instrumentalities  of  the  Federal  Government. 
The  court  in  the  case  of  Battman  v.  WarvHck  (102  Fed.  127)  said  that  the  ex- 
emption of  compensation  of  officers  and  employees  of  States  or  political  subdi- 
visions thereof  contained  in  the  Revenue  Act  of  1898  was  ''  undoubtedly  inserted 
in  order  to  conform  to  these  decisions." 

In  order,  therefore,  that  the  compensation  received  by  A  may  be  entitled  to 
exemption  from  the  income  tax,  it  must  be  shown  that  he  was  an  officer  or 
employee  of  the  State  of  Y  or  of  a  political  subdivision  thereof. 

Numerous  cases  have  been  considered  by  the  courts  in  which  the  question 
involved  was  whether  a  person  was  an  officer  or  an  employee  of  the  Govern- 
ment or  of  another  person.  There  is  one  thought  which  runs  through  all  the 
decisions  on  the  question,  and  that  Is  that  in  order  to  be  an  officer  or  employee 
it  must  appear  that  the  duties  performed  by  such  person  are  of  a  continuous 
nature  and  are  not  occasional,  temporary,  or  specific  in  character  or  object. 

In  rendering  the  services  to  the  commission  for  the  consolidation  of  laws 
for  the  State  of  Y,  acting  as  commissioner  for  the  Z  grade  crossings,  the  serv- 
ices rendered  the  town  of  R  and  the  city  of  S,  it  is  not  claimed  by  the  taxpayer 
that  he  was  vested  with  offices,  the  tenure  and  duties  of  which  were  established 
by  law,  and  such  was  plainly  not  the  case.  With  reference  to  the  services  ren- 
dered to  the  commission  for  the  consolidation  of  laws,  it  is  stated  that  he  was 
employed  by  the  commission  to  give  his  entire  services  when  called  upon  for 
a  stated  sum  per  hour,  but  he  was  not  required  to  respond  to  the  call  of  the 
commission,  and  he  was  not  under  its  direction,  except  in  the  specific  instances 
when  he  desired  to  serve  it 

Nor  were  the  services  rendered  as  commissioner  on  the  Z  grade  crossings 
matter  performed  in  the  capacity  of  an  officer.  The  term  •* officer"  is  in- 
separably connected  with  an  office.  There  can  be  no  officer  without  an  office. 
There  was  no  office  of  commissioner  which  had  been  created  and  was  existing. 
The  position  was  brought  into  being  only  for  a  special  and  particular  case. 
It  was  a  single  and  isolated  duty  and  not  an  office  having  any  tenure.  No  oath 
was  required  to  be  taken  as  such  commissioner.  The  place  remains  in  exist- 
ence only  during  the  pendency  of  each  particular  case.  The  duties  are  not 
regular  and  continuous.  Such  a  commissioner  has  no  general  duties  to  per- 
form which  extend  over  any  case  other  than  as  he  is  selected  to  act  in  that 
particular  case. 

With  reference  to  the  services  rendered  to  the  town  of  R  and  the  city  of  S, 
it  is  not  shown  that  the  taxpayer  occupied  any  office  while  rendering  such 
services.  His  services  were  in  isolated  transactions  and  each  occasion  when 
he  rendered  services  was  a  separate  and  closed  transaction.  The  services 
were  limited  in  duration  and  specific  in  their  objects. 
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It  was  stated  by  the  United  States  Supreme  Ck>urt  in  the  Twenty  Per  Cent 
Cases  (20  Wall.  179) : 

A  Government  office  is  different  from  a  Government  contract.  The  latter 
from  its  nature  is  necessarily  limited  in  its  duration  and  specific  in  its  objects. 

Employment  under  a  contract  to  do  an  act  or  perform  a  service  does  not 
constitute  one  an  officer.  This  was  specifically  held  In  United  States  v.  Maurice, 
Fed.  Cases,  No.  15747,  wherein  the  court  said: 

An  office  is  defined  to  be  a  "public  charge  or  employment"  and  he  wiio 
performs  the  duties  of  the  office  is  an  officer.  If  employed  on  the  part  of  the 
United  States  he  is  an  officer  of  the  United  States.  Although  an  office  is  "  an 
employment,"  it  does  not  .follow  that  every  employment  is  an  office.  A  man 
may  certainly  be  employed  under  a  contract,  express  or  implied,  to  do  an  act  or 
perform  a  service  without  becoming  an  officer.  But  if  a  duty  be  a  continuing 
one,  which  is  defined  by  rules  prescribed  by  the  Government,  and  not  by  con- 
tract, which  an  individual  is  appointed  by  Government  to  perform,  who  enters 
on  the,  duties  appertaining  to  his  station  without  any  contract  defining  them, 
if  those  duties  continue,  though  the  person  be  changed,  it  'seems  very  difficult 
to  distinguish  such  a  charge  or  employment  from  an  office,  or  the  person  who 
performs  the  duties  from  an  officer. 

And  in  United  States  v.  Harttcell  (6  Wall.,  385,  393K  in  which  the  Supreme 
Court  held  that : 

The  employment  of  the  defendant  was  in  tiie  public  service  of  the  United 
States.  He  was  appointed  pursuant  to  law  and  his  compensation  was  fixed  by 
law.  Vacating  the  office  of  his  superior  would  not  have  affected  the  tenure  of 
his  place.  His  duties  were  continuing  and  permanent,  not  occasional  or  tem- 
porary.   They  were  to  be  such  as  his  superior  in  office  should  prescribe. 

In  the  case  of  Auifmordt  v.  Heddon  (137  U.  S.,  310)  the.  court  had  before 
it  for  consideration  whether  a  "  merchant  appraiser  '*  appointed  by  the  Collector 
of  Customs  under  the  authority  of  Revised  Statutes  2930,  and  whose  compensa- 
tion, though  fixed  by  statute,  was  payable  by  the  importer,  was  an  officer  of 
the  United  States,  and  the  court  said: 

He  is  selected  for  the  special  case.  He  has  no  general  functions,  nor  any 
employment  which  has  any  duration  as  to  time  or  which  extends  over  any 
case  further  than  as  he  is  selected  to  act  in  that  particular  case  *  *  *  he 
has  no  claim  or  right  to  be  designated. 

In  the  case  of  United  States  v.  Gennaine,  the  United  States  Supreme.  Court 
said: 

If  we  look  to  the  nature  of  defendant's  employment,  we  think  it  equally  clear 
that  he  is  not  an  officer.  In  that  case  the  court  said  the  term  embraces  the 
ideas  of  tenure,  duration,  emolument,  and  duties,  and  that  the  latter  were 
continuing  and  permanent,  not  occasional  or  temporary.  In  the  case  now  before 
us,  the  duties  are  not  (K)ntinuing  and  permanent,  and  they  are  occasional  and 
intermittent.  The  surgeon  is  only  to  act  when  called  on  by  the  Commissioner 
of  Pensions  in  some  special  case,  as  when  some  pensioner  or  claimant  of  a 
pension  presents  himself  for  examination.  He  may  make  50  of  these  examina- 
tions in  a  year,  or  none.  He  is  required  to  keep  no  place  of  business  for  the 
public  use.  He  gives  no  bond  and  takes  no  oath,  unless  by  some  order  of  the 
Commissioner  of  Pensions  of  which  we  are  not  advised. 

No  regular  appropriation  is  made  to  pay  his  compensation,  which  is  $2  for 
every  certificate  of  examination,  but  it  is  paid  out  of  money  appropriated  for 
paying  pensions  In  his  district,  under  regulations  to  be  prescribed  by  the  com- 
missioner. He  is  but  an  agent  of  the  commissioner,  appointed  by  him,  and 
removable  by  him  at  his  pleasure,  to  procure  information  needed  to  aid  in 
the  performance  of  his  own  official  duties.  He  may  appoint  one  or  a  dozen 
persons  to  do  the  same  thing.  The  compensation  may  amount  to  $5  or  $500 
per  annum.  There  is  no  penalty  for  his  absence  from  duty  or  refusal  to 
perform,  except  his  loss  of  the  fee  in  the  given  case.  If  Congress  had  passed 
a  law  requiring  the  commissioner  to  appoint  a  man  to  furnish  each  agency 
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with  fuel  at  a  price  per  ton  fixed  by  law  high  enough  to  secure  the  delivery 
of  the  coal,  he  would  have  as  much  claim  to  be  an  officer  of  the  United  States 
as  the  surgeons  appointed  under  this  statute. 

With  reference  to  the  above  decision,  the  United  States  Supreme  Court  in 
the  case  of  United  States  v.  Mouai  (124  U.  S.,  303),  said: 

What  is  necessary  to  constitute  a  person  an  officer  of  the  United  States  in 
any  of  the  various  branches  of  its  service  has  been  very  fully  considered  by 
this  court  In  United  States  v.  Oermaine  (90  U.  S.,  508)  *  *  ♦.  We  do  not 
see  any  reason  to  review  this  well-established  decision  of  what  it  is  that 
constitutes  an  officer. 

Applying  the  principles  of  law  above  enunciated  to  the  facts  in  this  case,  it  is 
dear  that  the  taxpayer  in  rendering  services  to  the  State  of  Y  and  political 
subdivisions  thereof  was  not  an  officer  of  the  State  or  political  subdivisions. 
As  was  said  by  the  United  States  Supreme  Court  in  the  case  of  Auffmordt  v. 
Heddon,  supra,  he  was  selected  for  the  special  case.  He  had  no  general  func- 
tions or  any  employment  which  had  any  duration  as  to  time  or  which  extended 
over  any  case  other  than  as  he  was  selected  to  act  in  that  particular  case.  He 
occupied  no  position  in  the  service  of  the  State  or  political  subdivision,  the 
tenure  and  duties  of  which  were  established  by  law  or  regulations..  He  was 
not  required  to  take  an  oath  which  is  required  of  all  officers  of  that  State,  nor 
was  he  commissioned.  In  the  rendition  of  the  services  in  the  capacities  set 
forth,  the  taxpayer  did  not  exercise  any  function  of  Gtovermnent  either  legisla- 
tive, executive,  or  JudiciaL  ^o  part  of  the  State  sovereignty  was  delegated 
to  him. 

In  view  of  the  foregoing,  this  office  is  of  the  opinion  that  A-  in  rendering 
services  to  the  commission  for  the  consolidation  of  laws,  as  commissioner  in  the 
Z  grade  crossings  matter,  to  the  town  of  R  or  the  city  of  S  was  not  an  office* 
of  the  State  of  Y  or  of  any  political  subdivision  thereol  The  question  is  then 
presented  as  to  whether  the  taxpayer  was  an  employee  of  such  State  or  political 
subdivision. 

In  order  to  be  an  employee  of  the  State  or  a  political  subdivision  thereof, 
it  must  appear  that  the  relation  to  some  extent  at  least,  of  master  and  servant 
existed  betwe^i  the  employer  and  the  employee.  In  the  case  of  Vane  v.  New- 
combe  (132  U.  S.  183),  the  United  States  Supreme  C^urt  set  forth  a  funda- 
mental distinction  between  the  relation  of  employer  and  employee  and  that  of 
a  contractor.    In  that  case  the  court  said: 

♦  ♦  ♦  It  seems  to  us  that  Vane  was  a  contractor  with  the  company  and 
not  an  employee.  We  think  the  distinction  pointed  out  by  the  court  is  a  sound 
one.  namely,  that  to  be  an  employee  within  the  meaning  of  the  statute  Vane 
must  have  been  a  servant  bound  in  some  degree  at  least  to  the  duty  of  a  servant 
and  not  as  if  he  were  a  mere  contractor  bound  only  to  produce  or  cause  to  be 
produced  a  certain  result,  a  result  of  labor  to  be  sure,  but  free  to  dispose  of 
his  own  time  and  personal  efforts  according  to  his  pleasure  without  responsi- 
bility to  the  other  party. 

Employment  of  a  person  in  a  particular  transaction  to  accomplish  a  specific 
result,  who,  while  in  the  execution  thereof  is  not  under  the  direction  of  the 
employer  is  not  an  employee.  An  employee  is  one  engaged  in  the  rendition  of 
services  and  not  in  the  accomplishment  of  specific  results.  It  is  essential  that 
there  be  some  continuity  to  the  employment  and  that  the  duties  be  not  occa- 
sional or  temporary  and  not  specific  in  character  or  object  as  a  result  of  con- 
tractual relations. 

In  Letcis  v.  Fisher  (26  L.  R.  A.  278),  the  Maryland  Court  of  Appeals  held  as 
follows : 

The  terms  **  officers  "  and  "  employees  "  both  alike,  refer  to  those  In  regular 
and  continual  service.     Within  the  ordinary  acceptation  of  the  terms,  one 
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who  is  engaged  to  render  service  in  a  particular  transaction  is  neither  an  officer 
nor  an  employee.  They  imply  continuity  of  service,  and  exclude  those  em- 
ployed for  a  special  and  single  transaction. 

The  question  whether  an  attorney  serving  a  railway  was  an  employee  was 
presented  to  the  Supreme  Court  in  Louisville,  etc.,  Railway  v.  Wileon  (138 
U.  S.  501,  505),  and  decided  as  follows: 

The  terms  "  oflflcers  *'  and  "  employees  "  both  alike,  refer  to  those  in  regular 
and  continual  service.  Within  the  ordinary  acceptation  of  the  terms,  one  who 
is  engaged  to  render  service  in  a  particular  transaction  is  neither  an  officer 
nor  an  employee.  They  imply  continuity  of  ^service,  and  exclude  those  em- 
ployed for  a  special  and  single  transaction.  *  An  attorney  of  an  individual, 
retained  for  a  single  suit,  is  not  his  employee.  It  is  true  he  was  engaged  to 
render  services ;  but  his  engagement  is  rather  that  of  a  contractor  than  that  of 
an  employee. 

It  is  stated  by  the  taxpayer  that  he  has  been  In  the  regular  and  continiioiis 
employ  of  the  conunission  for  the  consolidation  of  laws  for  the  past  four  years. 
It  does  not  appear,  however,  that  he  was  under  any  obligation  to  render  any 
service  to  the  commission  except  on  the  particular  occasions  when  it  suited 
his  convenience  to  do  so.  It  would  appear  that  he  would  only  fail  to  receive 
his  compensation  if  he  failed  to  render  the  services  when  called  upon.  If  it  be 
established  as  a  fact  that  he  was  called  upon  so  frequently  as  to  remain  in  the 
continuous  employ  of  the  commission,  this  would  not  constitute  such  employ- 
ment a  continuous  employment,  since  it  appears  that  each  time  he  was  called 
upon  represented  a  separate  transaction.  He  was  not  under  obligations  by 
virtue  of  his  engagement  to  do  anything,  and  on  such  occasions  as  he  was  called 
upon  he  rendered  services  to  the  commission  because  of  his  desire  to  do  so  on 
the  particular  occasions.  The  statement,  therefore,  that  the  taxpayer  was  in 
the  regular  and  continuous  employ  of  the  commission  becomes  inunaterial  in 
view  of  the  fact  that  he  was  k^t  in  such  continuous  employ  by  virtue  of  sepa- 
rate undertakings.  • 

It  appears  to  this  office  from  the  facts  stated  that  the  taxpayer  was  but  an 
agent  of  the  commission  to  consolidate  laws  and  was  not  an  arm  of  the  State 
for  the  exercise  of  a  governmental  function.  He  furnished  information  to  the 
commission  at  their  request.  The  relationship  of  master  and  servant  or  that  of 
employer  and  employee  did  not  exist.  The  commission  had  no  control  over  the 
taxpayer  in  any  manner  whatsoever  in  the  performance  of  what  he  was  called 
upon  to  do.  Whenever  they  desired  his  services  they  called  upon  him  for  the 
same.  They  were  in  no  position  to  require  his  presence  or  to  require  him  to 
furnish  them  any  information.  While  it  appears  that  the  taxpayer  rendered 
services  to  the  commission  at  such  times  as  they  called  upon  him,  at  a  stipu- 
lated'price  per  hour,  it  is  not  shown  that  this  compensation  was  not  subject  to 
'  change  for  each  occasion  when  he  was  called  upon  or  that  he  owed  any  obliga- 
tion to  the  commission  to  furnish  any  information  in  any  matter  unless  on  the 
particular  occasion  he  desired  to  do  so.  Each  occasion,  therefore,  is  a  (Specific 
undertaking.  He  was  an  ind^)endent  agent  He  was  called  upon  on  occasions 
to  furnish  the  commission  with  information  desired  by  them  in  perfonning  their 
public  duties.  He  could  not  be  considered  an  employee  of  the  State  any  more 
than  a  person  who  furnished  coal  to  a  public  building  at  an  agreed  price  per 
ton  or  a  manufacturer  or  merchant  who  furnished  supplies  to  public  institutions.        ^ 

With  reference  to  the  services  rendered  as  commissioner  for  the  Z  grade  S 
crossings,  it  is  equally  clear  that  the  taxpayer  was  not  an  employee.  It  could 
not  be  said  in  any  sense  that  the  relationship  of  master  and  servant  existed 
between  the  taxpayer  and  the  State  of  Y  or  a  political  subdivision  thereof. 
He  was  appointed  to  act  as  one  of  three  commissioners  whose  duties,  as  pre- 
scribed by  statute,  required  them,  after  a  hearing  of  the  interested  partias, 
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to  make  a  report  to  tlij&  court  .-No  one  ha^  the  power  to  direct" the  manner  of 
the  performance  of  their  duties  or  to  control  their  action.  The  court  coui4 
confirm  or  reject  their:  report,  t>nt  had  no  power  to  direct  them  in  the  perform- 
ance of  their  duty  in  siA!h  a  manner  as  would  constitute  them  employees  within 
the  definition  of  that  term  by  the  United  States  Supreme  Court  in  the  case  of 
Vane  v.  NetO€onih€f  supra,  nor  were  the  services  rendered  of  a  continuous  nature. 
On  the  other  hand  they  were  specific  and  limited  in  character,  and  were  in  a 
particular  transaction. 

Nor  in  rendering  services  to  the  town  of  R  or  the  city  of  S  was  the  taxpayer 
an  employee  thereof.  He  was  not  in  the  regular  and  continuous  service,  of  such 
town  or  city,  nor  did  the  relationship  of  master  and  servant  in  any  degree  exist. 
In  rendering  such  services  he  was  an  independent  agent,  and  rendered  specific 
services  for  an  agreed  consideration. 

In  view  of  the  foregoing,  it  is  held  that  the  compensation  received  by  A  for 
services  rendered  to  the  State  of  Y  and  political  subdivisions  thereof  as  set  forth 
herein  is  not  exempt  from  the  income  tax. 

In  view  of  the  foregoing  opinion  in  which  the  Committee  concurs, 
it  is  recommended  in  the  appeal  of  A  that  the  action  of  the  Income 
Tax  Unit  in  holding  that  certain  income  I'eceived  for  services  ren- 
dered by  hin^to  a  State  and  political  subdivision  thereof  constitutes 
taxable  income  under  the  Revenue  Act  of  1918  be  sustained,  and 
accordingly  that  the  taxpayer's  appeal  be  denied. 


Section  213(b),  Abticle  85:  Compensation  of  46-21-1907 

State  officers.  O.  P.  1090 

A  bank  ^hich  is  dtrly  designated  a  depositary  for  State  and  county 
funds  receives  for  its  services  x  dollars  per  year. 
.  Inquiry  is  made  as  to  whether  the  amount  so  received  is  subject 
to  Federal  income  tax. 

It  is  held  that  this  amount  is  in  the  nature  of  a  conmiission  paid 
for  a  particular  service  performed,  and  can  not  be  considered  to  be 
an  obligation  of  a  State  or  political  subdivision  thereof  within  the 
meaning  of  article  74,  Regulations  45 ;  neither  does  the  bank  appear 
to  be  an  employee  of  a  State  or  political  subdivision  thereof  within 
the  meaning  oi  article  85.  Therefore,  such  amount  is  not  exempt 
from  the  taxes  imposed  by  the  Revenue  Act  of  1918. 


Section  213(b).  Ahticjle  85:  Compensation  of  46-21-1919 

State  officers.  O.  D.  1099 

The  certified  copy  of  the  order  of  the  court  approving  the  employ- 
ment of  A,  an  attorney  at  law,  by  the  collector  of  revenues  in  a  cer- 
tain county,  states  that  the  employment  is  for  the  term  of  office  of 

,^    the  collector;  that  is,  for  a  period  of  four  years.    The  taxpayer  states 

j9     that  this  has  been  the  practice  for  many  years. 

A  State  statute  provides  that  the  collector  may  employ  such  at- 
torneys as  he  may  deem  necessary  to  file  such  suits  as  may  be  re- 
quired for  the  collection  of  delinquent  taxes.  Such  attorneys  are 
under  the  control  and  supervision  of  the  collector.  The  collector  is 
the  only  person  responsible  for  the  collection  of  the  taxes  by  suit  or 
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otherwise.  The  collector  has  the  ri^t  to  prosecute,  dismiss,  or  com- 
promise any  suits  and  to  direct  the  action  of  any  attorney  accord- 
ingly. The  statute  imposes  responsibility  for  the  collection  of  such 
texes  by  suit  upon  the  collector  who  has  the  entire  charge  thereof. 
The  attorney  receives  his  instructions  from  him^  and  in  the  course  of  ^ 
his  employment  in  the  institution  and  prosecution  of  suite  is  subject  ^^ 
to  his  direction  and  control. 

Since  the  collector  is  responsible  for  the  institution  and  prosecu- 
tion of  such  actions  and  has  a  right  to  employ  such  attorneys  for 
such  purposes  as  he  may  deem  necessary,  he  would  have  the  right 
to  discharge  any  attorney  for  failure  to  carry  out  his  instructions. 
The  employment  of  the  attorney  oonsiste  in  the  a£:reement  to  render 
personal  services  as  directed  by  the  collector.  The  relation  of  em- 
ployer and  employee  exists.  It  is  therefore  the  opinion  of  this  office 
that  the  taxpayer  is  an  employee  of  the  county  and  that  his  com- 
pensation received  as  such  is  ez^npt  from  the  income  tax. 


Section  213(b),  Abticjlb  86:  Compensation  of  47-21-1982 

soldiers  and  sailors.  (Op.  A.  G.  8)  T.  D.  8242 

INCOME  TAX^PUBLIC   HEALTH  SERVICS— MILITABY  AND  NAVAL  FORCES  OF 
THE  UNITED  STATES— OPINION  OF  ATTORNEY   GENERAL. 

The  personnel  of  the  Public  Health  Service  is  not  a  part  of  the 
military  forces  of  the  United  States  within  the  meaning  of  tiie  tenii 
"  military  and  naval  forces  of  the  United  States  *'  contained  in  sec- 
tion 1  of  the  Revenue  Act  of  1918.  The  members  thereof  are  not 
entitled  to  the  exemption  granted  to  such  forces  in  section  213  (b)^  .  . 
of  such  Act, 

Treasury  Department, 
Office  of  Commissioxer  of  Internal  Revenue, 

Washington^  D.  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

There  is  given  below  in  full  for  your  information  and  guidance 
an  opinion  rendered  by  the  Attorney  Gbneral,  under  date  of  October 
29, 1921,  dealing  with  the  right  of  the  personnel  of  the  Public  Health 
Service  to  the  exemption  wanted  to  the  members  of  the  military  and 
naval  forces  of  the  United  States  in  section  218  (b)  8  of  the  Revenue 

Act  of  1918. 

D.  H.  Blair, 

'Cormnisrianer  of  Internal  Revenue. 
Approved  November  9,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treamry. 

Dear  Mr.  Secretary:  Acknowledgment  is  hereby  made  of  your 
request  of  August  29  for  an  opinion  on  the  f oUovring  question : 

Is  the  personnel  of  the  Public  Health  Service  a  part  of  the  military  forces  of 
the  United  States,  within  the  meaning  of  the  definition  of  **  military  and  naval 
forces  of  the  United  States  "  in  section  1  of  the  Revenue  Act  of  1918,  and  en- 
titled to  the  exemption  granted  in  section  218(b)8  of  such  Act? 
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My  reply  is  in  the  negative  for  the  following  reasons,  to  wit : 

The  Public  Health  Service  has  grown  out  of  the  Marine  Hospital 
Service  which  was  organized  by  the  Act  of  July  16, 1798,  and  limited 
only  to  the  relief  of  sick  and  disabled  seamen  of  vessels  engaged  in 
foreim  trade.  Later  its  service  was  extended  to  the  Navy  (Act  of 
Marcn  2,  1799),  to  vessels  on  the  Mississippi  Eiver  (Act  of  May  3. 
1802),  to  vessels  on  other  western  rivers  and  the  Great  Lakes  (Act  oi 
March  3, 1837),  and  to  vessels  in  the  coasting  trade  (Act  of  March  1, 
1843). 

The  Act  of  July  1,  1902,  changed  the  name  of  the  service  to  the 
Public  Health  and  Marine  Hospital  Service,  and  by  the  Act  of 
August  14,  1912,  its  name  was  again  changed  to  the  Public  Health 
Service. 

The  authority  for  its  organization,  as  above  outlined,  is  found  in 
the  interstate  and  foreign  commerce  clause  of  the  Constitution : 

Ck>ngrefls  shall  bave  power  to  regulate  commerce  with  foreign  nations  and 
among  the  several  States. 

which  has  been  enlarged  and  construed  by  the  courts  to  include  the 
^  power  to  control  and  govern  seamen  of  American  vessels  "  and  the 
adoption  of  ^^ quarantine  laws.''  (United  States  v.  Craig ^  28  Fed. 
795.) 

In  1887  the  question  whether  service  in  the  Marine  Corps  consti- 
tuted service  in  the  military  forces  of  the  United  States  was  decided 
in  the  affirmative,  and  that  decision  is  very  clearly  based  upon  the 
fact  that 

the  services  rendered  by  that  (Marine)  corps  are  always  of  a  mlUtary 
character  and  are  rendered  as  part  of  the  duties  to  be  performed  by  either  the 
Army  or  In  the  Navy.     ( United  States  v.  Dunn,  120  U.  S.  252.) 

Again,  in  the  case  of  WUkea  v.  Dinsman^  7  How.  89,  the  court  says: 

Though  marines  are  not  In  some  senses  seamen,  and  their  duties  are  In  some 
respects  different,  yet  they  are,  whUe  employed  on  board  public  vess^s,  persons 
subject  to  the  orders  of  naval  officers,  persons  under  the  Government  of  the 
naval  code  as  to  punishment,  and  persons  amenable  to  the  Navy. 

No  such  analogous  reasoning  ma^  be  applied  to  the  duties  of 
the  Public  Health  Service;  indeed,  its  personnel  is  not  subject  to 
military  law  except  in  so  far  as  is  equally  applicable  to  all  citizens 
accompanying  or  serving  with  the  armies  ot  the  United  States  in 
times  of  war  as  laid  down  in  subdivision  (d)  of  the  second  article  of 
war  (section  1342,  Bevised  Statutes,  as  amended  bv  section  3,  Act  of 
Au^st  9,  1916).  Nor  are  members  of  the  Public  Health  Service 
subject  to  punishment  of  naval  courts-martial  as  it  appears  in  section 
1624  of  Bevised  Statutes,  and  also  15  Opinions  of  the  Attorney  Gen- 
eral 597,  598. 

The  confusion,  if  any  there  be,  concerning  the  status  of  this  body, 
seems  to  have  arisen  as  a  result  of  our  late  war.  Section  4  of  the 
Act  of  Congress  of  July  1,  1902,  provides : 

The  President  is  authorized,  in  his  discretion,  to  utilize  the  Public  Health 
and  Marine  Hospital  Service  in  times  of  threatened  or  actual  war  to  such 
extent  and  in  such  manner  as  shaU  in  his  Judgment  promote  the  pubUc  interest 
without,  however,  in  anywise  impairing  the  efficiency  of  the  service  for  the 
purpose  for  which  the  same  was  created  and  is  maintained. 

An  order  purporting  to  have  been  given  pursuant  to  such  Act, 
issued  April  3,  1917,  known  as  Executive  Order.  No.  2671,  reads : 

In  times  of  threatened  or  actual  war  the  Public  Health  Service  shall  con- 
stitute a  Dart  of  the  military  forces  of  the  United  States. 
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The  whole  query  therefore  rests  on  whether-  by  such  -Executive 
order  the  nature  of  the  Public  Health  Service  was  chaiiged  from 
nonmilitary  to  a  military  body.  Clearly  the  affirmative  of  such 
question  is  untenable  because  the  congressional  act  under  which  the 
Executive  order  was  issued  authorized  the  President  to  ^^  utilize,"  J^ 
not  to  convert,  and  then  to  leave  no  doubt  as  to  the  extent  of  his  V^' 
power  to  utilize,  Confess  added  the  limitation  upon  the  Executive 
in  the  following  worcb : 

without,  however,  in  any  wise  impairing  the  efficiency  of  the  service  for  the 
purpose  for  which  the  same  was  created  and  is  maintained. 

The  power  to  create  a  militarv  force  out  of  a  civilian  source  or 
from  any  nonmilitary  body  is  clearlv  a  duty  residing  in'  Congress 
alone  under  the  provisions  of  our  Constitution.  No  intention  to 
delegate  such  authority  could  possibly  be  inferred  from  the  limited 
wording  of  the  Act  (cited  supra).  The  President's  authority,  there- 
fore, to  utilize  the  Public  Health  Service  within  prescribed  limits, 
being  a  statutory  one.  he  is  in  so  doing  boimd  by  "  the  letter  of  posi- 
tive enactment.''     {McBlair  v.  Vrdted  States^  19  Ct.  CI.  528.) 

I  therefore  conclude  that  the  Public  Health  Service  has  at  no  time 
since  its  creation  performed,  nor  was  it  created  for  the  purpose  of 
performing,  military  or  naval  duties,  nor  has  it  been  subject  to  the 
authority  of  or  regulated  by  naval  or  military  rules,  for  which  rea- 
sons it  has  always  been  nonmilitary  in  character,  and  the  Exectttive 
Order,  No.  2571,  stating  that  it  shall  constitute  a  part  of  the  military 
forces  of  the  United  States  did  not  in  effect  convert  or  change  it  into 
a  military  classification  within  the  meaning  of  the  definition  of  the 
"  naval  or  military  forces  of  the  United  States." 

Kespectfully, 

H.  M.  Daughertt, 

Attorne}/  Generah- 
Hon,  A.  W.  Mellon, 

Secretary  of  the  Treasury^ 

Washington^  D.C. 


Section  213(b),  Articxe  87:  Income  accruing  33-21-1767 

prior  to  March  1, 1913.  T.  D.  8206 

Articles     ♦     *     *     87     ♦     *     ♦    of  Regulations  45  (1920  edition) 
are  hereby  amended    *    ♦    ♦. 

Abt.  87.  Income  accruing  prior  to  March  i,  19 IS. — Any  liquidated  claim  ex- 
isting unconditionally  on  March  1,  1913,  and  then  assignable,  whether  pres- 
ently payable  or  not  and  held  by  a  taxpayer  prior  to  March  1,  1913,  whether 
evidenced  by  writing  or  not ;  and  all  interest  which  liad  accrued  thereon  before 
that  date^  do  not  constitute  taxable  income  although  actually  recovered  or  re- 
ceived subsequent  to  such  date.  Interest  accruing  on  or  after  that  date  is  tax- 
able income.  Where  an  interest-bearing  claim  held  on  February  28,  1913,  is 
paid  in  whole  or  in  part  after  that  date,  any  gain  derived  from  the  payment  of  ^ 
the  claim  is  taxable.  The  amount  of  such  gain  is  the  excess  of  the  proceeds  of  S 
the  claim  (both  principal  and  interest)  exclusive  of  any  interest  accrued  since 
February  28,  1913,  already  returned  as  income,  over  the  cost  thereof  (both 
principal  and  interest  then  accrued ) .  However,  the  gain  which  itf  taxable  where 
the  fair  market  value  of  the  claim  as  of  March  1,  1913,  is  greater  than  the  cost 
thereof,  is  the  excess  of  the  amount  received  over  such  value.    No  gain  recmlts 


# 


» 
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wher^  the  amount  received  if rotn  the  claim  is  more  than  the  cost  thereof  but 
leas  than  its  fair  market  value  as  of  March  1,  1913.  In  the  case  of  an  insurance 
policy  its  surrender -value  as  of  March  1,  1913,  may  be  used  as  a  basis  for  the 
purpose  of  ascertaining  the  gain  derived  from  the  sale  or  other  disposition  of 
such  property.  Where  services  were  rendered  prior  to  March  1,  1913,  but  paid 
for  tliereafter,  the  amount  received  is  taxable  income  to  the  extent  of  the  excess 
of  such  amount  over  the  fair  market  value  on  March  1,  1913,  of  the  principal 
of  the  claim  and  any  interest  which  had  then  accrued.  Interest  does  not  in- 
clude dividends  on  corporate  stock.  See  section  201  of  the  statute,  and  articles 
1541-1549  as  amended. 


Section  213  (b).  Article  87:  Income  accruing  48-21-1946 

prior  to  March  1,  1913.  O.  D.  1116 

A  was  retained  as  attorney  for  an  estate  in  1908,  and  continued  to 
act  in  such  capacity  until  1919,  when,  by  order  of  the  court,  he  was 
allowed  a  fee  of  x  dollars  for  services  performed  from  1908.  to  1919. 
The  fee  was  paid  him  in  1919.  The  question  is  raised  as  to  whether 
there  was  an  amount  owing  the  taxpayer  on  March  1,  1913,  which 
could  be  deemed  income  accrued  prior  to  that  date  and  exempt  from 
taxation. 

It  is  held  that  since  the  taxpayer  did  not  have  on  March  1,  1913,  a 
liauidated  claim  to  any  portion  of  the  income  existing  uncondition- 
ally at  that  time  and  then  assignable  as  prescribed  in  article  87  of 
Eegulations  45  as  amended  by  T.  D.  3206  (Bui.  33-21,  p.  14),  no  por- 
tion of  the  amount  received  in  1919  may  be  considered  as  income 
accrued  prior,  to  that  date,  and  the  entire  amount  should  be  returned 
by  the  taxpayer  as  income  for  the  year  1919,  when  it  was  paid  him. 


Section  213(b),  Article  87:  Income  accruing 
prior  to  March  1, 1913. 

(See  52-21-1996;  sec.  301.  art.  711.)     Indefinite  and  intangible 
agreement  for  compensation  lor  services. 


SECTION  213(c).— GROSS  INCOME  DEFINED: 

NONRESIDENT  ALIEN  INDIVIDUAL. 

« 

Section  213(c),  Article  92:  Income  of  non-  32-21-1759 

resident  alien  individuals  not  subject  to  tax.  O.  D,  988 

(Also  Section  221,  Article  363.) 

A  nonresident  alien  author  sold  to  a  domestic  corporation  all  rights 
of  serial  publication  in  the  United  States  in  certain  literary  'Works 
to  be  produced.  The  nonresident  alien  maintains  no  agency  or  office 
witliin  the  United  States,  the  contract  was  made  abroad,  the  sale  took 
place  abroad,  and  payment  for  such  rights  is  made  directly  to  the 
nonresident  alien. 

Held,  that  the  profit  from  such  transaction  is  not  income  from 
sources  within  the  United  States  and  accordingly  is  not  subject  to 
withholding. 
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Section  213(c),  Article  92:  Income  of  non-  32-21-1759 

resident  alien  individuals  not  subject  to  tax.  O.  D.  1100 

(Also  Section  233,  Article  660.) 

Certain  foreign  corporations  were  organized  for  the  purpose  of  ^ 
manufacturing  certain  products.  The  entire  capital  stock  of  these  » 
companies  is  owned  by  a  domestic  corporation.  The  companies  have 
executive  and  administrative  offices  in  the  United  States,  maintained 
merely  for  the  convenience  of  the  domestic  company  which  owns 
their  stock,  the  offices  which  they  maintain  for  busmess  activities 
being  located  in  the  foreign  country. 

The  companies'  products  are  sold  in  the  open  market  by  the  foreign 
organization.  Any  products  sold  to  citizens  of  the  United  States  or 
to  domestic  corporations  are  sold  f.  o.  b.  shipping  point  in  the  foreign 
country.  The  merchandise  thus  sold  is  invoiced  by  the  United  States 
office,  but  this  is  merely  a  part  of  the  clerical  detail.  The  sales  are 
made  by  mail  or  through  United  States  representatives  visiting  the 
plants  in  the  foreign  country,  payments  on  tlie  contracts  being  made 
through  the  office  of  the  domestic  corporation. 

Held^  that  the  sales  are  consummated  and  the  title  to  the  property 
passes  in  the  foreign  country.  Any  profit  derived  bv  the  foreign 
corporations  from  such  sales  is  not  subject  to  tax  under  the  provi- 
sions of  the  Revenue  Act  of  1918  as  income  from  sources  withm  the 
United  States. 

SECTION  214(a)  1.— DEDUCTIONS  ALLOWED: 

BUSINESS  EXPENSES. 

Section  214(a)  1,  Article  101 :  Business  expenses.  27-21-1712 

O.D.964 

Under  the  Workmen's  Compensation  Law  of  a  State,  employers 
are  required  either  to  make  periodical  payments  to  the  State  Insur- 
ance Fund  created  to  compensate  employees  for  injuries  received  in 
the  course  of  their  employment,  ^or  to  maintain  a  benefit  fund  pro- 
viding for  the  payment  of  such  compensation,  giving  a  bond  as  addi- 
tional security  for  the  payment  of  such  compensation. 

Where  the  employer  makes  the  periodical  payments  to  the  insurance 
fund  of  a  State  such  payments  are  allowable  deductions  for  the  year 
in  which  paid  or  accrued.  • 

If,  however,  the  employer  maintains  a  fund  actually  depositing 
periodically  in.  a  trust  company  an  amount  to  be  held  in  reserve  as  a 
special  fund  for  the  payment  of  compensation  as  injuries  occur,  the 
amount  thus  deposited  is  not  an  allowable  deduction  from  gross 
income,  since  there  is  no  means  of  determining  how  much  of  this  fund 
will  be  used  for  the  purpose  for  which  it  is  held.  In  such  case  the 
actual  amount  paid  during  a  year  to  the  emplovees  as  compensation 
where  injuries  occur  is  a  proper  deduction  for  that  year  whether  the 
amount  so  paid  is  greater  or  less  than  the  deposits  made  during  the  ^ 
period  to  the  fund  which  is  maintained.  ^ 


Section  214(a)  1,  Article  101 :  Business  expenses.  33-21-1768 

O.  D.  992 

Under  the  Ohio  Workmen's  Compensation  Law  certain  employers 
are  allowed  to  carry  their  own  risk  or  insurance.    Compensation  pay- 
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ments  in  cases  of  industrial  injury  are  usually  paid  in  weekly  in- 
stallments. In  death  and  permanent  di^bility  cases  the  Ohio  Indus- 
trial Commission  makes  an  award  covering  the  total  liability  in  each 
case.  The  employer  then  sets  aside  a  reserve  covering  the  amount  of 
the  award  and  makes  weekly  payments  until  the  entire  award  is  ex- 
hausted: 

The  question  submitted  is  whether  the  entire  amount  of  the  reserve 
set  asidfe  may  be  deducted  in  the  year  in  which  the  award  is  deter- 
mined and  the  reserve  set  aside  or  whether  the  amount  of  the  reserve 
should  be  allocated  to  the  years  in  which  actually  paid. 

Held,  that  only  so  much  of  the  award  as  under  tne  terms  of  agree- 
ment the  employer  is  required  to  pay  during  anv  year,  represents  a 
liability  against  profits  for  that  year.  The  employer  may  therefore 
deductin  any  year  the  amount  of  the  award  paid  or  accrued  during 
that  year. 


Section  214 (a  )1,  Article  101 :  Business  expenses. 

(See  34r-21-1778 :  sec.  213(b),  art.  74.)    Discoimt  on  municipal  cer- 
tificates of  indebtedness. 


Section  214(a)  1,  Abtici^e  101 :  Business  expenses. 

(See  35-21-1789:  sec.  213(a'),  art.  31.^  Compensation  paid  to  the 
president  of  a  bank  as  receiver  of  an  insolvent  debtor  of  the  bank 
and  which  was  turned  over  by  him  to  the  bank. 


Section  214(a)  1,  Article  101 :  Business  expenses.  85-21-1791 

O.D.lOll 

An  officer  of  a  company  borrowed  from  the  bank  without  collateral 
a  sum  of  money  for  use  m  his  business.  Subsequent  to  receiving  the 
loan  he  was  requested  by  the  bank  to  take  out  term  insurance  to 
protect  the  loan,  which  was  done.  The  company  of  which  he  was  an 
officer  is  in  no  way  a  beneficiary  under  the  policy. 

It  is  held  that  since  the  insurance  was  taken  out  by  the  taxpayer 
for  the  sole  purpose  of  protecting  the  bank  from  which  he  had  pro- 
cured a  loan,  the  premiums  paid  on  the  policy  constitute  an  allowable 
deduction  in  determining  net  income  subject  to  tax,  even  though  the 
insurance  was  not  taken  out  until  after  the  loan  had  been  completed. 


Section  214(a)  1,  Article  101 :  Business  expensea  86-21-1799 

(Also  Section  214(a)8,  Article  162.)  O.  D.  1018 

'^  Title  abstract  companies  incur  relatively  large  and  continuous 

,V  expenditures  in  keeping  their  plants  up  to  date,  such  as  the  expense 
of  adding  and  incorporating  in  the  plant  records  that  are  being  made 
dailv  in  the  various  courts  and  in  tne  Recorder's  office. 

These  records  which  are  added  to  and  incorporated  in  the  plant  for 
the  purpose  of  keeping  it  in  up  to  date  running  order  and  preventing 
depreciation  are  in  the  nature  of  ordinary  and  necessary  repairs.    Tb'^ 
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expenses,  therefore,  incurred  in  making  such  records  are  current 
expenses,  and  as  such  are  deductible  for  the  year  in  which  incurred 
and  paid  or  accrued. 

Since  a  title  plant  is  not  an  asset  of  a  nature  which  gradually 
approaches  a  pomt  where  its  usefulness  is  exhausted,  but  is  an  asset.        mt 
oi  a  more  or  less  permanent  character,  it  is  not  a  proper  subject  of  a  .        ~ 
depreciation  allowance. 

Section  214  (a)  1,  Article  101:  Business  expenses. 

(See  36-21-1800;  sec.  214  (a)8,  art.  161.)  Cost  of  railroad  siding 
to  property  of  taxpayer. 

Section  214(a)  1,  Akticle  101:  Business  expenses.  37-21-1815 

O.  D.  1030 

Inquiry  is  made  whether  the  following  are  allowable  deductions  in 
the  income  tax  returns  of  a  taxpayer: 

1.  Amounts  expended  in  outfitting  a  baseball  team  which  represents  . 
the  taxpayer,  and  the  uniforms  of  which  bear  the  name  of  the  tax- 
payer the  players  represent. 

2.  Expenses  incurred  in  furnishing  entertainment  to  the  taxpayer's 
enrployees  by  means  of  picnics  or  dances. 

Inasmuch  as  it  appears  that  the  name  of  the  taxpayer  is  ^vea 
considerable  publicity  in  the  appearance  of  the  taxpayer's  baseball 
team  in  various  parts  of  the  district  in  which  the  taxpayer  does 
business  and  bv  a  report  of  the  games  in  the  newspapers  of  the 
vicinity,  it  is  held  that  the  expenses  incurred  relative  to  the  outfitting  ; 
and  support  of  the  ball  team  representing  the  taxpayer  are  similar 
to  those  expended  in  other  methods  of  advertising  and  are  deductible 
as  business  expenses  in  the  income  tax  returns  oi  the  taxpayer. 

However,  expenses  incident  to  the  furnishing  of  entertainment  to 
the  employees  by  means  of  picnics  or  dances  are  not  such  **  ordinary 
and  necessary"  business  expenses  as  are  comprehended  by  the 
Revenue  Act  of  1918,  and  therefore  are  not  allowable  deductions 
from  gross  income  for  purposes  of  computing  income  tax. 


Section  214(a)  1,  Ajbtiole  101:  Business  expenses.  39-21-1840 

(Also  Section  213(a),  Article  64.)  O.  D.  1047 

Under  the  requirements  of  its  by-laws,  a  corporation  entered  into 
a  trust  agreement  with  the  M  Company,  under  the  terms  of  which  a 
sum  amoimting  to  not  less  than  y  per  cent  of  the  corporation's  paid- 
in  capital  stock  must  be  turned  over  to  the  M  Company  as  trustee 
annually  until  a  fund  of  x  dollars  has  accumulated,  ny  the  trust 
agreement  the  trustee  and  the  minimum  amount  to  be  set  aside  an- 
nually may  not  be  changed.  The  interest  from  this  fund  is  required  ^ 
to  accumulate  and  be  added  to  the  principal  until  the  foregoing  sum  ^ 
has  been  reached,  when  income  therefrom  is  to  be  turned  over  an- 
nually to  an  executive  committee  of  the  corporation  for  a  purpose 
"elated  to  the  business  of  the  corporation.     Prior  to  the  year  1919, 

")  amount  set  aside  each  year  for  this  fund  has  been  treated  as  an 
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e^pdite6  and  deducted  lis  such  in  arriving  at  the  corporation's  taxable 
net  income:  I^e  interest  lind  other  income  derived  from  the  fund 
has  also  been  omitted  for  purposes  of  taxation. 

The  amount  set  aside  by  the  corporation  and  paid  to  the  trustee 
to  create  a  perpetual  maintenance  fund  can  not  oe  considered  ordi- 
nary' and  necessarjr  expenses  paid  within  the  year  in  the  maintenance 
and  operation  of  its  business  and  property;  neither  can  such  pay- 
ments be  considered  as  ^'charges''  or  payments''  as  contemplated 
by  the  statute ''  required  to  be  made  as  a  condition  to  continued  use  for 
possession  of  property."  Such  *' charges"  or  *' payments"  are  of  a 
character  required  to  be  made  to  some  one  other  than  the  corporation 
and  to  which  the  corporation  thereafter  has  no  right  or  expectancy 
of  benefit.  In  the  instant  case  the  payments  are  made  to  create  a 
fund,  the  sole  benefit  of  which  is  to  inure  to  the  corporation  in  future 
years.  Except  for  the  fact  that  these  payments  pass  to  the  control 
of  the  trustee  who  is  to  administer  the  same  in  a  trust  fund,  for  the 
benefit  of  the  corporation,  the  transaction  does  not  differ  materially 
from  reserves  set  aside  by  any  corporation  from  its  annual  receipts 
for  the  future  maintenance  and  care  of  its  property. 

It  is  therefore  held  that  the  payments  to  the  trustee  during  the 
taxable  year,  set  aside  for  a  *'mamtenance  fund"  to  be  controlled 
solely  by  the  trustee  thereof  pursuant  to  a  provision  in  the  by-laws 
of  the  company  requiring  such  payments,  are  not  deductible  from 
the  gross  income  of  the  company  under  the  Revenue  Act  of  1918. 

The  amounts  set  aside  annually  by  the  corporation  and  held  by 
the  trustee  until  a  fund  of  x  doUars  has  accumulated  are  an  asset  of 
the  corporation,  and  any  gain  accruing  tJierefrom  during  any  tax- 
able period,  even  though  not  subject  to  withdrawal  by  the  corpora- 
tion, ii3  income  of  the  corporation,  and,  as  such,  should  be  included 
in  its  return  on  Form  1120. 


Section  214(a)  1,  Article  101 :  Business  expenses.  48-21-1947 

O.  D.  1117 

A  tenant  at  work  on  the  farm  of  a  taxpayer  was  injured.  In  de- 
fending suit  for  damages  on  account  of  negligence  the  taxpayer  in- 
curred expenses  for  attorney's  fees. 

It  is  held  that  if  the  taxpayer  was  engaged  in  farming  he  was 
carrying  on  a  trade  or  business,  and  that  the  attorney's  fees  consti- 
tuted compensation  for  personal  services  actually  rendered  which  is 
deductible  as  an  ordinary  and  necessary  expense.  If  the  farm  was 
rented,  the  amount  so  paid  is  deductible  as  a  business  expense  inci- 
dent to  the  earning  of  the  rent. 


Section  214(a)  1,  Article  101 :  Business  expenses.  49-21-1958 

(Also  Section  214(a) 8,  Article  162.)  O.  D.  1122 

A  taxpayer  reporting  income  from  a  partnership  claimed  depre- 
ciation and  upkeep  on  an  automobile  which  he  owned  and  used  in 
connection  with  his  duties  under  the  partnership,  claiming  that  an 
automobile  was  both  essential  and  indispensable  in  earning  his  share 
of  the  partnership  net  profits.    As  one  of  the  managing  and  acti^ 
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members  of  the  partnership  he  is  required  to  furnish  his  own  car 
and  pay  the  expenses  of  maintenance  and  operation  without  reim* 
bursement  by  the  partnership  which,  under  the  partnership  arrange- 
ment, is  not  interested  in  the  car  or  the  expense  of  its  upkeep. 

The  question  is  raised  as  to  whether  this  item  is  considered  an 
allowable  business  expense  deductible  from  the  individual's  income. 

Held,  that  if  the  taxpayer  was  required  by  the  partnership  agree- 
ment  to  furnish  his  own  car  and  pay  all  the  expenses  of  operation 
and  maintenance  without  reimbursement  by  the  partnership,  and  can 
conclusively  show  that  such  is  the  case,  he  may  char^  off  deprecia- 
tion and  deduct  the  expense  of  operation  and  maintenance  as  a 
business  expense. 

Section  214(a)  1,  Article  101;  Business  expenses.  50-21-1972 

O.  D.  1134 

The  taxpayer  lived  in  an  apartment  where  it  was  the  custom  of 
the  residents  to  sublease  their  apartments  or  houses  for  the  summer 
months.  In  his  1920  return  the  taxpayer  included  in  his  gross  income 
the  amount  received  as  rent  for  the  apartment  which  he  sublet  and 
deducted  as  a  business  expense  the  amount  which  he  had  to  pay  as 
rent  for  the  apartment,  claiming  that  he  had  sublet  his  apartment 
as  a  purely  business  proposition  and  that  the  transaction  was  entered 
into  for  profit.  He  occupied  no  part  of  the  apartment  after  it  was 
sublet. 

Held,  that  the  rent  which  the  taxpayer  was  required  to  pay  for  the 
apartment  during  the  time  that  it  was  sublet  at  a  profit  is  deductible 
in  computing  net  income. 


Section  214(a)  1,  Article  103:  Repairs. 

(See  35-21-1794 ;  sec.  214(a)8,  art.  161.)    Amounts  expended  under 
terms  of  a  lease  by  lessee  to  keep  property  in  repair. 


Section  214(a)  1,  Article  104:  Professional  expenses. 

(See  37-21-1819;   sec.   215,   art.  291.)      Payments    to  a  throat 
specialist  by  a  professional  singer. 


Section   214(a)l,   Article    105:   Compensa-  39-21-1841 

tion  for  personal  services.  A.  R.  M.  138 

Held,  that  compensation  on  whatever  basis  fixed  representing  only 
the  price  paid  for  services  pursuant  to  a  free  bai^gain  between  a  stock- 
holder and  the  business  enterprise  is  deductible  in  determining  the 
taxable  net  income  of  such  enterprise;  that  the  Income  Tax  Unit  has 
authority  under  the  law  and  regulations  to  analyze  the  payments  made 
as  compensation  for  services  rendered  in  order  to  determine  whether 
there  are  included  therein  amounts  ostensibly  paid  as  compensation 
but  which  in  fact  represent  a  distribution  of  profits;  and  that  A.  R.  R. 
53  is  not  applicable  in  cases  where  the  element  of  free  bargaining  does 
not  enter  into  the  action  taken  by  ttte  board  of  directors  of  the  corpora- 
tion in  fixing  the  amount  of  salaries  to  be  paid  to  the  officers  who  are  con- 
trolling Btockholders  or  sole  stockholders,  andparticularly  does  not  apply 
where  the  corporation  is  owned,  controlled,  oflScered,  and  dkected  by  the 
same  persons. 


€ 
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The  Committee  is  in  receipt  of  a  memorandum  stating  that  within 
the  past  few  weeks  there  has  been  brought  up  the  question  concern- 
ing deductions  on  account  of  oflBcers'  salaries,  the  taxpayers  contend- 
ing that  upon  the  authority  of  Committee  Recommendation  53  (C. 
B.  2,  p.  110),  the  Income  Tax  Unit  has  no  authority  to  reduce  the 
compensation  paid  to  officers  of  a  corporation  and  to  treat  any  part 
of  such  compensation  as  a  distribution  of  profits  where  such  salaries 
were  fixed  in  accordance  with  the  recommendation  of  the  Committee 
referred  to,  which  reads  as  follows: 

The  Committee  has  reached  the  concluaioii  that  where  salaries  have  been  fixed 
long  before  any  excess  profits  tax  law  was  contemplated,  the  Income  Tax  Unit  is  not 
authorized  by  the  law  or  regulations  to  arbitrarily  fix  the  salaries  of  the  officers  of  any 
company  at  an  amount  less  than  that  authorized.  In  general,  the  Committee  does 
not  think  tiiat  the  Unit  is  authorized  by  law  or  regulation  to  look  back  of  any  corporate 
action  fixing  the  salaries  of  ofiicers  when  such  action  was  taken  by  the  directors  long 
before  any  excess  profits  tax  law  was  even  contemplated,  and  where  the  salaries  were 
not  fixed  on  the  basis  of  stock  ownership  or  do  not  bear  a  close  relationship  thereto. 

Neither  in  the  judgment  of  the  Committee  is  the  Unit  authorized  to  look  back  of 
any  corporate  resolution  fixing  salaries  after  the  passage  of  the  excess  profits  tax  law. 
provided  there  is  no  evidence  of  the  intent  to  reduce  the  tax  of  the  corporation,  and 
pro\dded  that  after  deducting  the  amount  actually  fixed  and  paid,  the  corporation 
lias  a  normal  return  on  its  invested  capital  left,  or  where  such  deduction  does  not 
reduce  the  earnings  subject  to  tax  below  that  of  competing  conoems  which  secure 
the  services  of  officers  and  employees  by  open  baigaining 

With  respect  to  the  interpretation  placed  upon  Committee  Recom- 
mendation 53,  quoted  above,  the  Income  Tax  Unit  requests  the 
Committee  to  answer  the  following  questions: 

(1)  Does  A.  R.  R.  53  apply  when  the  element  of  free  bargaining 
does  not  enter  into  the  action  taken  by  the  board  of  directors  of  a 
corporation  in  determining  the  amoimt  of  salaries  to  be  paid  to  its 
officers — that  is,  does  this  recommendation  apply  when  the  corpora- 
tion is  owned,  controlled,  officered,  and  directed  by  the  same  person  t 

(2)  Is  A.  R.  R.  53  to  be  construed  as  permitting  a  salary  deduction 
claimed  by  a  corporate  taxpayer  when  salaries  were  fixed  early  in 
the  taxable  year  1917  and  which  according  to  statistics  compiled  by 
the  Bureau  (charts)  appear  unreasonably  lai^e  ? 

(3)  Is  A.  R.  R.  53  to  be  construed  as  permitting  the  salary  deduc- 
tion claimed  by  a  corporate  taxpayer  when  salaries  were  fixed  by 
contract  or  by  minutes  of  a  meeting  of  the  board  of  directors  of  the 
corporation  prior  to  1917  when,  according  to  the  statistics,  the 
salaries  appear  excessive  t 

(4)  If  salaries  were  fixed  prior  to  or  early  in  the  taxable  year  1917 
and  appear  excessive  accoroing  to  statistics,  must  a  stock  ownership 
in  the  corporation  be  considered  ? 

(5)  Has  the  Bureau  authority  to  reduce  salary  deductions  fixed 
prior  to  1917  or  early  in  1917,  though  the  officers  through  stock 
ownership  control  the  votes  and  the  management  of  the  corporation's 
business  i 

(6)  Has  the  Bureau  the  authority  to  reduce  salary  deductions  to 
officers  to  an  arbitrary  amount  or  an  amount  as  considered  reasonable 
by  statistics,  if  the  salaries  in  the  aggregate  appear  excessive,  when 
the  salary  of  each  officer  consider^  separat^y  and  individually 
appears  reasonable  with  the  exception  of  one  or  a  few  officers  who 
own  the  majority  of  the  stock — that  is,  shall  the  Bureau  consider 
salary  deductions  collectively  or  consider  only  the  salaries  which 
appear  excessive  to  the  individual } 
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Section  12(a)  of  the  Revenue  Act  of  1916,  as  amended,  provides 
for  certain  deductions  in  the  case  of  a  corporation.  Paragraph  (1) 
of  this  section  reads  as  follows: 

All  the  ordinary  and  neceesary  expendee  paid  within  the  year  in  the  maintenance 
and  operation  of  ita  buninees  and  propertiee,  includii^  rentals  or  other  payments 
required  to  be  made  as  a  condition  to  the  continued  use  or  posoosnion  of  property  to 
which  the  corporation  has  not  taken  or  is  not  taking  title,  or  in  which  it  has  no  equity. 

Section  234(a)  of  the  Revenue  Act  of  1018  provides  that  in  com- 
puting the  net  income  of  a  corporation  there  should  be  allowed 
certain  deductions.     Paragraph  (1)  of  this  section  reads  as  follows: 

All  the  ordinary  arvi  necessary  expenses  paid  or  incurred  during  the  taxable  year 
in  carrying  on  any  trade  or  business,  inclvaing  a  recuonable  <idlowance  for  salmies  or 
other  compensation  for  personal  services  actually  rendered^  and  including  rentals  or  other 
payments  required  to  be  made  as  a  condition  to  the  continued  use  or  possession  of 
property  to  which  the  corporation  has  not  taken  or  is  not  taking  title,  or  in  which  it 
has  no  equity. 

The  subject  matter  of  this  inauiry  is  one  which  has  been  given  a 
great  deal  of  thought  and  consideration  by  the  Bureau.  A  nimiber 
of  law  opinions  and  Solicitor's  memoranda  have  been  written  on  the 
subject. 

llie  authority  of  the  Commissioner  to  disallow  any  part  of  the 
compensation  paid  by  a  corporation  to  its  officers,  whether  fixed  or 
contm^ent,  has  been  questioned  and  it  is  understood  that  cases 
involvmg  this  question  are  now  before  the  courts. 

Treasury  Decision  2696  (not  published  in  the  bulletin  service) 
deals  with  the  treatment  for  taxation  purposes  of  amounts  ostensibly 
paid  as  compensation  for  services  of  officers  and  emplovees  of  busi- 
ness enterprises.  In  substance,  this  Treasury  decision  has  been  car- 
ried forward  and  made  a  part  of  Regulations  45  (see  articles  10&-107). 

The  ordinary '  and  necessary  expenses  in  the  maintenance  and 
operation  of  a  business  and  properties  of  a  corporation  are  only  those 
which  are  usual  and  essential  and  do  not  include  extraordinary  and 
nonessential  expenses,  even  though  the  corporation  is  legally  bound 
to  pay  them  under  a  contract  entered  into  prior  to  the  mcidence  of 
the  taxing  Act.     (See  Law  Opinion  1045,  C.  B.  3,  p.  133.) 

It  is  not  believed  that  the  words  **  ordinary  and  necessary"  can  be 
construed  as  referring  to  the  character  of  the  expenses  only  and  not 
also  to  their  amounts.  It  should  be  noted  that  expenses  in  order 
to  be  deductible  must  be  both  ordinary  and  necessary  expenses  and 
that  qualifying  under  either  ordinary'  or  necessary  will  not  permit 
of  their  deduction.  In  determining  the  question  whether  expenses 
are  ordinary  and  necessary,  the  relation  existing  between  the  cor- 
poration and  the  stockholders  who  are  officers  is  material  and  must 
De  considered. 

It  is  the  practice  of  the  Bureau  to  scrutinize  deductions  of  amounts 
paid  for  salaries  or  for  compensation  to  persons  who  are  stockholders 
or  proprietors  of  a  business.  Many  cases  have  been  settled  upon 
this  basis  and  the  practice  should  not  be  changed  at  this  time.  The  ^^ 
actual  profits  of  a  corporation  can  not  escape  tax  upon  the  theory  M 
that  they  are  paid  purety  for  personal  services  rendered  by  the  sole 
stockholders  who  are  officers,  or  by  officers  who  own  a  controlling 
interest  in  the  corporation.  The  question  of  what  constitutes  a 
reasonable  deduction  for  salaries  of  officers  of  a  corporation  is  one 
of  fact  to  be  determined  in  the  light  of  all  the  circumstances  in  the 
>ase  and  no  universal  rule  can  be  or  has  ];>een  prescribed  by  the  Bureau 
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in  handling  Upas  question./    It  therefore  appears  that  taxpayers  have 
.misint.eri>rete<l  Conunittee  Reconunendation  53  quoted  above. 

There  is  no  question  in  cases  where  the  employee  or  officer  of  the 
corporation  is  only  an  employee  or  officer  and  not  in  any  sense  a 
stockholder  that  tne  amount  ne  receives,  he  receives  as  compensa- 
tioii  for  his  services,  and  it  is  none  the  less  compensation  for  services 
whether  it  is  received  as  a  fixed  salary,  commissions,  or  measured 
by  the  profits  of  the  corporation.  In  cases  where  the  stockholder 
is  only  a  stockholder  ana  is  in  no  sense  an  employee,  whatever  he 
receives  is  clearlv  a  distribution  of  profits,  llie  difficult]^  arises, 
however,  jwhen  the  officer  or  employee  to  whom  payment  is  made 


is  both  officer  or  employee  and  stockholder.  In  the  latter  instance 
compensation  ^eater  than  that  ordinarily  paid  for  like  services  in 
similar  enterprises  must  be  shown  to  represent  payment  for  services 
only  and  reasonableness  is  ordinarily  the  controlling  test  of 
deductibility. 

The  recent  decision  of  the  Circuit  Court  of  Appeals  for  the  Third 
Circuit  reversing  the  decision  of  the  District  Court  in  the  Phila- 
delphia Knitting  Mills  case  and  the  opinion  of  the  court  form  a 
substantial  recognition  of  the  soimdness  of  the  Department's  posi- 
tion. This  case  was  brought  under  the  Excise  Act  of  1909,  which 
allows  the  deduction  of  **  ordinary  and  necessary  expenses.''  The 
opinion  states  that  in  order  'Ho  be  a  necessary  expense  it  [a  salary] 
must  have  been  paid  for  services  actually  rendered."  It  is  further 
stated,  however,  that  the  amount  of  salary  fixed  by  a  board  of 
directors  is  presumptively  valid,  but  not  conclusively  so,  and  that 
the  Government  has  the  right  to  "attack  the  action  of  the  board  of 
directors  and  show  by  evidence,  not  that  a  given  salary  is  too  much, 
but  that,  in  the  circumstances,  the  whole  or  some  part  of  it  is  not 
salary  at  all  but  is  profits  diverted  to  a  stockholding  officer  under 
the  guise  of  salary.'^  The  court  further  says  that  just  how  much 
of  the  annual  compensation  paid  the  officer  involved  in  the  case 
*'was  salary  and  how  much  was  profits  would  not  be  left  for  the 
jury  to  conjecture,  for  there  was  evidence  of  the  amount  of  salaries 
paid  presidents  of  like  concerns  of  relative  output  and  earnings. 
This  evidence  was  in  no  sense  conclusive,  but  it  was  admissible  and 
it  had  probative  value." 

While  the  court  states  that  the  Government  can  not  show  that  a 
given  salary  is  too  much,  it  can  show  that  a  part  of  the  alleged 
salary- is  in  fact  a  distribution  of  profits  and  that  evidence  as  to  the 
amount  of  salary  paid  by  similar  corporations  is  admissible  for  the 
purpose  of  showmg  that  a  part  of  the  alleged  salary  is  profits.  The 
Excise  Act  of  1909  allowed  as  a  deduction  *' ordinary  and  necessary 
expenses,"  while  the  Revenue  Act  of  1918  allows  ''ordinary  and 
necessary  expenses  including  a  reasonable  allowance  for  salaries  or 
other  compensation  for  personal  services  actually  rendered."  The 
Government  in  the  case  of  the  Philadelphia  Knitting  Mills  had  to 
0^  rely  upon  an  interpretation  of  the  words  ''ordinary  and  necessary 
i9  expenses,"  while  under  the  Revenue  Act  of  1918  tne  deduction  in 
connection  with  salaries  is  specifically  limited  to  a  reasonable  allow- 
ance for  services  rendered. 

In  the  ordinary  case  where  an  assessment  is  involved,  if  the  Com- 
missioner finds  that  a  portion  of  an  amoimt  paid  as  salary  or  com- 
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pensation  is  not  properW*  compensation  for  services,  and  a  taxpayer 
attempts  to  upset  such  muling,  the  burden  of  proof  in  court  would  be 
upon  nim  (the  taxpayer) ,  to  show  that  the  action  of  the  Commis- 
sioner was  wrong  and  tliat  such  salary  was  nothing  more  than  a 
reasonable  allowance  for  compensation. 

It  therefore  clearly  appears  that  the  Commissioner  is  fully  au- 
thorized to  disallow  a  deduction  as  ordinary  and  necessary  expenses 
of  the  full  amoimt  of  an  alleged  salary  paid  to  an  office  by  a  cor- 
poration where  the  facts  of  the  particular  case  show  that  the  amoimt 
represents  something  other  than  compensation  for  services,  and  in 
order  to  determine  tnis  fact  he  (the  Commissioner)  may  take  into 
consideration  salaries  paid  to  similar  officers  of  other  corporations. 

In  the  case  of  Jacobs  <Sb  Dames  (Inc.)  v.  Andersoriy  228  Fed.  Rep. 
505,  the  court  had  under  consideration  the  deductibility  under  the 
Revenue  Act  of  1909  of  payments  made  to  stockholders  and  officers 
under  a  contract  whereby  the  corporation  agreed  to  pay  them  in 
addition  to  fixed  salaries  90  per  cent  of  the  net  surplus  profits. 
The  court,  in  holding  that  the  pajmients  in  question  were  properly 
disallowed  by  the  bureau,  said: 

To  enable  the  company  to  deduct  these  amounts,  it  must  appear  that  they  were 
paid  as  salaries  for  services  actually  rendered.  If  the  payments  were  based  upon  the 
stockholdiittis  of  the  parties,  as  we  think  they  were,  they  can  not  be  oonsidered  as 
expenses  oT administration.  They  were  not  compensation  because  the  salaries  of 
both  the  parties  are  fully  provided  for  in  the  ac^reement  of  April,  1909.    It  seems 

§lain  that  they  were  profits  of  the  business  and  as  such  were  subject  to  the  tax. 
lieir  payment  did  not  aepend  on  the  tervicee  rendered. 

From  the  foregoing  it  is  apparent  that  the  extent  to  which  salaries 
or  compensation  may  be  considered  ordinary  and  necessary  business 
expenses  is  dependent  not  upon  the  interest  or  stock  ownership  in 
the  corporation  but  upon  the  value  of  the  services  rendered  to  the 
corporation. 

it  is  deemed  advisable  to  point  out  that  Committee  Recommenda- 
tion 53,  quoted  above,  was  based  upon  a  specific  case  and  upon  a 
specific  statement  of  facts  relating  to  services  rendered.  In  every 
case  where  the  compensation  of  officers  or  employees  is  questioned, 
such  case  must  be  decided  in  the  light  of  the  circumstances  and 
facts  in  that  case.  No  general  rule  can  be  promulgated  which  will 
be  applicable  to  all  cases,  but  each  case  must  be  decided  upon  its 
own,  merits. 

In  view  of  the  foregoing  and  in  accordance  with  the  request  of 
the  Income  Tax  Unit,  the  questions  herein  may  be  answered  as 
follows: 

(1)  No;  this  recommendation  does  not  apply  in  cases  where  the 
corporation  is  owned,  controlled,  officered,  and  directed  by  the 
same  persons,  but  the  salaries  paid  and  claimed  as  ordinary  and 
necessary  business  expenses  are  only  allowable,  to  the  extent  that 
such  payments  represent  only  the  purchase  price  for  services  ren- 
dered. 

(2)  Yes ;  if  the  salaries  or  compensation,  whether  fixed  or  contin- 
gent, represent  purely  a  payment  for  services  rendered  and  do  not 
appear  to  be  any  part  of  a  distribution  of  profits. 

(3)  Yes;  provided  the  salaries  represented  the  value  of  services 
rendered  or  to  be  rendered. 

(4)  Yes. 
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(5)  Yes;  unless  the  salary- deductions  fixed  prior  to  1917^  or  during 
1917  prior  to  the  passage  of  the  excess  profits  tax  law,  represent 
purely  the  payment  for  services  and  unless  the  salaries  so  fixed  and 
paid  do  not  reduce  the  earnings  subject  to  tax  below  that  of  com- 
peting concerns  whi4:h  secure  me  services  of  officers  and  employees  by 
open  oargaining. 

(6)  The  Bureau  should  not  consider  the  salaries  coUectiyely,  but 
should  analyze  the  salaries  paid  individually  to  determine  whether 
the  salary  or  compensation  is  reasonable  in  amoimt  and  represents 
purely  a  payment  for  services  rendered. 


Section  214(a)  1,  Article  105:  Compensation  39-21-18 

for  personal  services.  O.  D.  1048 

(Also  Section  215,  Article  293.) 

The  question  is  presented  as  to  whether  le^  expenses  paid  to  an 
attorney  for  services  rendered  in  securing  for  a  nonresident  alien 
the  return  to  him  of  property  and  income  from  the  AUen  Property 
Custodian  constitutes  an  allowable  deduction  from  gross  income. 

Held,  that  the  mere  ownership  of  property  does  not  constitute 
*' carrying  on"  a  busmess  within  the  meaning  of  the  statute,  and 
such  legal  expenses,  therefore,  can  not  be  considered  as  ordinary 
and  necessary  expenses.  The  attorneys'  fees  in  question  should  be 
considered  a  part  of  a  capital  transaction  and  treated  in  the  same 
manner  as  commissions  paid  m  purchasing  or  selling  securities.  If 
the  Alien  Property  Custodian  returned  property,  as  distinguished 
from  money,  tne  attorneys'  fees  should  be  treated  as  a  part  of  the 
cost  price  ot  the  property.  If  the  Alien  Property  Custodian  took 
over  property,  converted  it  into  cash,  and  deUvered  money  to  the 
taxpayer,  the  attorneys'  fees  constitute  an  offset  against  the  selling 
price. 

Section  214(a)  1,  Akticlb  106:  Treatment  of  86-21-1792 

excessive  compensation.  O.  D.  1012 

The  Unit  reduced  the  amount  of  the  deduction  claimed  by  the  M 
Company  for  salaries  of  its  officers  which  had  been  voted  by  its  board 
of  directors.  It  is  stated  by  one  of  the  officers  that  such  action  would 
necessitate  the  return  to  the  corporation  of  the  amount  disallowed  as 
a  deduction  for  salaries,  and  a  request  is  made  for  permission  to  file 
an  amended  return  for  the  years  the  excess  salaries  were  paid  to  him 
and  that  the  overpayment  on  his  returns  be  credited  to  the  payment 
of  tax  for  1920. 

Held,  that  where  a  corporation  by  proper  action  of  its  board  of 
directors  votes  compensation  to  its  officers,  and  the  corporation  has 
paid  the  amount  to  them,  the  individuals  must  report  the  full  amount 
of  such  compensation  in  their  individual  returns.  The  amount  dis- 
allowed as  a  deduction  by  this  office  on  account  of  excessive  salaries 
paid  by  a  corporation  has  no  effect  on  the  legality  of  the  corporate 
act  in  actually  paying  the  excessive  compensation  to  its  officers.  An 
individual  to  whom  an  amount  of  salarv  has  been  paid  by  a  corpora- 
tion in  excess  of  the  amount  allowed  the  corporation  as  a  deduction 
for  compensation  paid  its  officers  is  under  no  obligation  to  refund 
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the  excessive  amount  of  salary  to  the  corporation.  The  individual 
should  report  as  income  the  entire  amount  of  salary  paid  by  the  cor- 
poration for  the  year  in  which  received  or  accrued. 

It  is  held  further,  that  under  article  106,  fiegulations  45,  the  excess 
of  the  amount  allowed  the  corporation  as  a  deduction  in  returns  of 
annual  net  income  and  which  Dore  a  close  relationship  to  the  stock 
holdings  of  such  officers  is  not  subject  to  noi-mal  tax  in  the  hands 
of  the  recipients.  No  claim  for  refund  will  lie  if  the  payments  made 
ostensibly  as  salaries  represented  an  appropriation  of  assets  of  the 
corporation. 

Section  214(a)  1,  Abticve  109:  Rentals.  50-&1-1973 

A.R.R.676 

Recommended,  in  the  appeal  of  A,  that  the  action  of  the  Income 
Tax  Unit  in  disallowing  a  deduction  of  x  dollars  paid  as  a  bonus 
during  1918,  in  part  consideration  for  the  acquisition  of  a  lease,  be 
sustained. 

The  Committee  has  had  under  considei*ation  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  disallowing  as  a  deduction, 
under  Block  A,  of  his  individual  income  tax  return  for  the  calendar 
year  1918,  an  amount  of  x  dollars,  which,  it  is  claimed,  was  paid  for 
rent. 

The  facts  in  the  case  are  substantially  as  follows: 

In  190-  B  leased  from  a  corporation  certain  property.  The  lease 
made  to  B  was  to  expire  on  April  30,  1921.  During  the  year  1917, 
B  began  negotiations  with  the  corporation  for  the  renewal  of  this 
lease,  and  lie  agreed  for  the  unexpired  portion  of  the  then  existing 
lease  to  pay  an  increased  rental.  A,  desiring  to  secure  a  lease  on 
this  building  at  the  termination  of  the  lease  of  B,  agreed  that  if  the 
corporation  would  lease  the  property  to  him  at  the  expiration  of  B's 
lease,  he  would  pay  to  the  corporation  during  the  unexpired  portion 
of  B's  lease,  an  amount  of  x  dollars  a  year.  A's  proposition  was 
accepted,  and  during  the  year  1918  A  paid  to  the  corporation  x  dol- 
lars and  deducted  it  in  his  income  tax  return  as  rent.  A  entered 
into  possession  of  the  building  subject  to  B's  lease,  and  began  making 
leases  to  take  effect  at  the  termination  of  the  lease  then  held  by  B. 
The  X  dollars  deducted  by  A  in  his  return  for  1918  was  disallowed, 
and  the  additional  tax  assessed  accordingly.  A  claim  for  abatement 
in  the  amount  of  ^x  dollai'S  was  filed  and  later  rejected  by  the  Income 
Tax  Unit. 

In  disallowing  the  deduction  of  x  dollars  claimed  by  A,  the  Income 
Tax  Unit  holds  that  this  item  represents  advanced  rentals  and  as 
such  was  applicable  to  the  years  subsequent  to  the  date  on  which  A 
took  possession,  and  that  the  amount  expended  during  the  year  1918 
should  be  capitalized  and  a  pro  rata  portion  of  this  amount  de- 
ducted over  the  life  of  the  lease.  It  is  claimed  on  behalf  of  A  that 
this  is  an  erroneous  conclusion  and  that  the  expenditure  of  x  dollars  ^^ 
represents  an  expense  incurred  in  the  doing  of  business  during  the  w 
year  1918  and  as  such  is  deductible  from  tne  gross  income  for  this 
year. 

It  would  appear  from  the  specific  terms  of  the  lease  that  the  amount 
of  X  dollars  payable  for  the  years  1917,  1918,  1919,  and  1920  in  con- 
junction with  a  lump-sum  payment  of  Sx  dollars  was  in  effect  a  bonus 
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paid  as  part  of  the  consideration  for  the  acauisition  of  a  capital  asset, 
and  that  the  payments  of  these  sums  and  tne  performance  of  all  the 
terms  and  conditions  provided  for  in  the  lease  were  necessary  to  its 
possession.  The  Committee  fails  to  find  any  merit  in  the  contention 
of  the  appellant  that  the  disbursements  were  expense  in  the  year  actu- 
ally made  for  the  reason  that  said  payments  were  a  part  consideration 
for  the  lease,  possession  of  which  would  not  take  place  until  the  ter- 
mination of  the  present  lease  in  April,  1921,  and  represents  a  part  of 
the  purchase  price,  deduction  for  which  should  be  prorated  over  the 
life  of  the  lease  in  accordance  with  the  provisions  of  article  109,  Regu- 
lations 45  (1920  edition),  quoted  herein : 

Where  a  leasehold  is  acquired  for  business  purposes  for  a  specified  sum,  the 
purchaser  may  take  as  a  deduetioih  in  his  return  an  aliquot  part  of  such  sum  each 
year,  based  on  the  number  of  years  the  lease  has  to  run.  Taxes  paid  by  a  tenant 
to  or  for  a  landlord  for  business  property  are  additional  rent  and  constitute  a 
deductible  item  to  the  tenant  and  taxable  income  to  the  landlord,  the  amount 
of  the  tax  being  deductible  by  the  latter.  The  cost  borne  by  a  lessee  in  erecting 
buildings  or  making  permanent  improvements  on  ground  of  which  he  is  lessee  Is 
held  to  be  a  capital  investment  and  not  deductible  as  a  business  expense.  In 
order  to  return  to  such  taxpayer  his  Investment  of  capital,  an  annual  deduction 
may  be  made  from  gross  income  of  an  amount  equal  to  the  total  cost  of  such  im- 
provements divided  by  the  number  of  years  remaining  of  the  term  of  lease,  and 
such  deduction  shall  be  in  lieu  of  a  deduction  for  depreciation.  If  the  ren;»ainder 
of  the  term  of  lease  is  greater  than  the  probable  life  of  the  buildings  erected  or  of 
the  improvement  made,  this  deduction  shall  take  the  form  of  an  allowance  for 
depreciation. 

The  appellant  contends  that  the  advanced  payments  made  add  noth- 
ing to  the  value  of  the  lease  and  quotes  Committee  on  Appeals  and 
Review  Recommendation  178  (C.  B.  3, p.  129),  and  O.  D,  664  (C.  B.  3, 
p.  131)  in  support  of  this  contention.  A  study  of  the  rulings  referred 
to  reveals  nothing  in  the  way  of  facts  that  could  be  construed  as  being 
analogous  to  the  instant  case.  The  Committee  is  of  the  opinion  tliat 
the  advanced  payments  constitute  a  capital  outlay  representing  addi- 
tional cost  of  the  leasehold  acquired  and  could  not  by  any  stretch  of 
the  imagination  be  construed  as  an  ordinary  or  necessary  expense  of 
doing  business  for  any  year  prior  to  possession  of  the  lease. 

In  view  of  the  foregoing  it  is  recemmended  that  the  action  of  the 
Income  Tax  Unit  in  disallowing  an  item  of  a?  dollars  deducted  by  A 
as  a  rental  during  1918  in  his  return  of  annual  net  income  for  the 
year  1918,  and  the  rejection  of  the  claim  for  abatement  filed  as  a 
result  of  this  disallowance,  be  sustained  and  the  appeal  accordingly 
denied. 

Section  214(a)  1,  Articub  111 :  When  charges  deductible. 

•(See  28-21-1723;  sec.  213(a),  art.  31.)  Proceeds  of  oil  leases, 
taxes,  and  interest  paid  by  lessee. 


Section  214(a)  1,  Articub  111:  When  charges  28-21-1726 

deductible.  ^  O.D.974 

The  lessee  of  business  premises  paid  to  the  lessor  as  damages  a 
lump  sum  in  consideration  of  the  lessor's  cancellation  of  a  lease  for  a 
term  of  years.    The  sum  paid  equaled  a  certain  amount  for  each 
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month  of  the  unexpired  term.  It  is  held  that  the  amount  paid  is  an 
allowable  deduction  as  a  business  expense  under  section  214 (a)  1  of 
the  Bevenue  Act  of  1918  and  article  109  of  Regulations  45.  The 
amount  of  the  damages  is  deductible  for  the  year  in  which  actually 
paid  or  accrued  depending  upon  the  method  ox  accounting  employed. 


Section  214(a)  1,  Abticue  111 :  When  charges  85-21-1793 

deductible.  O.  D.  1013 

In  March,  1920,  a  taxpayer  leased  certain  property,  the  lease  to  be 
effectiye  October,  1922.  To  obtain  the  lease  the  lessee  paid  to  the 
lessor  X  dollars  to  cover  the  period  intervening  between  the  date  of 
the  execution  of  the  lease  and  date  the  lease  becomes  effective. 

Held,  that  the  sum  paid  in  1920  by  the  lessee  for  the  privilege  of 
securing  this  lease  is  a  business  expense  and  is  a  proper  charge 
against  the  taxpayer's  business  for  the  period  from  March  — ,  1920, 
to  October  — ,  1922,  and  is  to  be  apportioned  over  that  period. 


Section  214(a)  1,  Article  111 :  When  charges  38-21-1829 

deductible.  O.  D.  1039 

A  corporation  conducted  in  its  taxable  year  a  national  campaign  of 
advertismg  its  manufactured  product.  Inquiry  is  made  as  to 
whether  this  expense  of  advertising  must  be  charged  off  as  an  op- 
erating expense  during  the  year  in  which  it  was  incurred,  or  whether 
it  can  be  carried  as  a  deferred  asset  and  charged  off  over  a  period 
of  years. 

It  is  held  that  the  expenses  of  such  advertising  campaign  are 
deductible  as  a  business  expense  only  in  the  return  for  the  year  in 
which  such  expenses  were  paid  or  in  tne  year  in  which  liability  there- 
for accrued,  if  the  books  of  the  company  are  kept  on  an  accrual  basis. 


Section  214(a)  1,  Article  111:  When  chaises  42-21-1871 

deductible.  O.  D.  1067 

Defective  goods  sold  by  a  taxpayer  in  1920  were  returned  in  1921. 
Inquiry  is  made  whether  the  loss  sustained  as  a  resiilt  of  the  return 
of  the  defective  goods  was  an  allowable  deduction  in  the  return  for 
1920. 

Held,  that  a  loss  sustained  by  a  taxpayer  as  the  result  of  the 
return  of  defective  goods  in  one  year  which  had  been  sold  in  a  prior 
year,  constitutes  a  deductible  loss  for  the  year  in  which  the  goods 
were  returned  and  not  the  year  in  which  the  sales  were  made. 


Section  214 (a)  1,  Article  111:  When  charges  deductible.  ^ 

(See  47-21-1929;  sec.  213(a),  art  31.)  Losses  sustained  from  em- 
bezzlement or  confiscation  of  automobiles  and  charged  against  an 
insurance  fund  created  by  owner. 
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Sbotion  214(a)  1,  Abtici^  111:  When  charges  /     48-21-1948 

deductible.  A.  R.  R.  685 

(Also  Section  213(a),  Article  52.) 

Recommended,  in  the  appeal  of  the  M  Corporation,  that  the 

♦  action  of  the  Income  Tax  Unit  in  disallowing  as  a  dedaction  from 

gross  income  for  the  fiscal  year  ended  June  30,  1919,  an  item  of 
6x  dollars,  representing  a  loss  sustained  by  the  company  on  a  claim 
against  the  United  States  Government  arising  out  of  the  cancella- 
tion of  a  Government  subcontract  and  the  rejection  of  the  abate- 
ment claim  filed  as  a  result  of  this  disallowance,  be  reversed  and 
the  company  allowed  to  reduce  net  income  for  the  fiscal  year  ended 
June  30.  1919,  by  the  amount  of  60*  dollars  ft>r  the  purpose  of  com- 
puting income  and  profits  taxes. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Corporation  from  the  action  of  the  Income  Tax  Unit  in  disallow- 
ing as  a  deduction  from  gross  income  for  the  fiscal  year  ended  June 
30,  1919,  an  amount  of  Qx  dollars,  representing  a  loss  sustained  by 
the  company  on  a  claim  against  the  United  States  Government 
arising  out  of  the  cancellation  of  a  subcontract  during  such  fiscal 
year,  and  the  rejection  of  an  abatement  claim  filed  as  a  result  of  the 
disallowance  of  this  item. 

It  appears  from  the  record  that  the  M  Corporation  engaged  in  the 
manufacture  of  certain  goods,  filed  a  return  for  the  fiscal  year  ended 
June  30,  1919,  including  therein  as  gross  income  an  amount  of  21x 
dollars  representing  charges  to  the  account  of  the  United  States 
Government  for  the  total  amount  of  its  claim  arising  out  of  the 
cancellation  of  a  subcontract.  Of  this  amount  6x  dollars  was  sub- 
sequently paid  and  the  balance  settled  by  the  District  Claims  Board 
in  1919  for  lOo?  dollars,  thus  producing  a  loss  on  the  claim  amount- 
ing to  Ox  dollars.  Upon  the  determination  of  this  loss  the  income 
and  profits  taxes  for  the  fiscal  year  ended  June  30,  1919,  were  ad- 
justed by  deducting  from  the  gross  income  for  that  year,  as  origi- 
nally reported,  the  amount  of  6x  dollars,  and  an  abatement  of  5x 
dollars  claimed.  The  Income  Tax  Unit  in  the  adjustment  of  the 
claim  has  ruled  that  inasmuch  as  the  amount  of  the  loss  sustained 
was  not  determined  until  the  subsequent  taxable  year  and  that  the 
amount  was  not  charged  off  until  such  subsequent  year,  it  is  not  an 
allowable  deduction  for  the  fiscal  year  ended  June  80, 1919,  but  is  an 
allowable  deduction  for  the  fiscal  year  ended  June  30,  1920.  The 
company  contends  that  the  Income  Tax  Unit  erred  in  the  rejection 
of  its  claim  for  the  reason  that  the  amount  of  21a?  dollars  originally 
included  in  gross  income  for  the  fiscal  year  ended  June  30, 1919,  was 
tentative  only  and  subject  to  adjustment  by  the  Grovemment  in  its 
final  settlement  under  the  contract,  and  that  it  falls  within  the  class 
of  cases  comprehended  bv  the  rule  laid  down  in  article  52,  Regula- 
tions 45,  an  excerpt  of  which  is  quoted  as  follows : 

In  view  of  the  unusual  conditions  prevailing  at  the  close  of  the  year  1918  it 
is  recognized  that  many  items  of  gross  income,  such  as  claims  for  compensa- 
tion under  canceled  contracts  together  with  claims  against  contracting  de- 
f^  partments  of  the  Government  for  amortization  and  other  matters,  while 
^  properly  constituting  gross  income  for  the  taxable  year  1918,  were  undecided 
and  not  sufficiently  definite  in  amount  to  be  reported  in  the  original  return  for 
that  year.  In  every  such  case  the  taxpayer  should  attach  to  his  return  a  full 
statement  of  such  pending  claims  and  other  matters,  and  when  the  correct 
amount  of  such  items  is  ascertained  an  amended  return  for  the  taxable  year 
1918  should  be  filed. 
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Reference  to  the  original  return  filed  by  the  company  for  the  fiscal 
year  ended  June  30,  1919,  discloses  that  the  return  was  received  in 
the  collector's  office  for  the  first  district  of  New  York  on  September 
16,  1919,  the  due  date  of  filing.  On  September  24,  1919,  nine  days 
later,  the  corporation  charged  off  on  its  books  an  amount  of  6aT 
dollars,  the  loss  resulting  from  the  settlement  decided  by  the  District 
Claims  Board,  and  the  amount  of  its  claim  against  the  fjnited  States 
Government.  As  a  matter  of  record  the  claim  was  decided  several 
days  before  the  return  was  filed,  but  official  notice  was  not  mailed  by 
the  District  Claims  Board  until  after  the  return  was  filed. 

V  It  is  an  established  fact  that  a  large  number  of  claims  against  the 
Government  and  its  agencies  arising  out  of  the  cancellation  of  war 
contracts  were  adjudicated  by  a  committee  organized  by  the  contract- 
ing departments  of  the  Government  for  the  purpose  of  securing 
equitable  settlements^^<^onsequentl^  all  claims  m  the  final  analysis 
were  more  or  less  tentative  and  subject  to  a  revision  by  the  Govern- 
ment. .  In  the  instant  case  it  would  appear  that  the  charge  entered 

^  on  thv  books  of  the  corporation,  representing  the  estimated  amount 
of  its  claim  arising  out  of  the  cancellation  of  a  Government  contract, 
should  not  be  placed  in  the  same  category  as  a  regular  ^^  Account 
receivable  ^  of  the  company  for  the  reason  that  the  uncertain  condi- 
tions prevailing  at  the  time  the  charge  was  entered  on  its  books  made 
it  impossible  to  determine  with  any  degree  of  accuracy  the  amount  of 
such  charge.  The  Committee  is  of  tne  opinion  that  the  company 
could  not  be  Held  liable  for  an  estimated  profit  set  up  on  its  books  on 
a  basis  of  the  best  evidence  obtainable  in  view  of  the  conditions  sur- 
rounding the  charge  and  the  option  provided  in  article  52,  Regula- 
tions 45.  The  loss  sustained  surely  could  not  be  ascribed  to  the  ordi- 
nary reasons  characteristic  of  bad  accounts,  inasmuch  as  a  settlement 
in  full  could  have  been  secured  from  the  Government  if  the  charge 
had  been  bona  fide.  The  Committee  is  of  the  opinion  that  the  loss 
resulting  from  the  company's  claim  was  due  more  to  an  overesti- 
mated cnarge  tentatively  set  up  on  the  books  of  the  company,  and 
that  any  subsequent  loss  sustained  on  the  account  was  more  properly 
a  charge  to  surplus  when  the  amount  of  the  settlement  was  finally 
decided.  In  this  case  it  would  seem  that  the  company  would  have 
been  perfectly  within  its  rights  in  accordance  with  article  52,  Regula- 
tions 45,  if  it  had  withheld  from  its  return  for  the  fiscalyear  ended 
June  30,  1919,  the  full  amount  of  its  claim  against  the  Government 
pending  a  final  settlement,  which  it  was  known  would  be  definitely 
decided  at  a  later  date  by  tne  District  Claims  Board.  It  would  seem, 
therefore,  that  the  disallowance  of  the  loss  resulting  ^from  an  errone- 
ous charge  in  1918  would  be  a  discrimination  agamst  the  company 
and  a  penalty  for  the  apparent  good  faith  displayed  in  including  as 
a  taxable  profit  an  amount  which  at  the  time  of  filing  its  return  was 
unquestionably  in  doubt. 

In  view  of  the  foregoing,  the  Committee  recommends  in  the  appeal 
of  the  M  Corporation,  that  the  action  of  the  Income  Tax  Unit  in  dis- 
sillowing  as  a  deduction  from  gross  income  for  the  fiscal  year  ended  A^ 
June  30,  1919,  an  item  of  6x  dollars,  representing  a  loss  sustained  by  ^^ 
the  company  on  a  claim  against  the  United  States  Government  aris- 
ing out  of  the  cancellation  of  a  subcontract,  and  the  rejection  of  the 
abatement  claim  filed  as  a  result  of  this  disallowance,  be  reversed 
and  the  appeal  accordingly  sustained. 
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Section  214(a)  1,  Abvicle  111:  When  charges  48-21-1949 

deductible.  O.D.1118 

Chai)ter  459  of  the  Session  Laws  of  1921  for  the  State  of  Wis- 
consin imposes  an  additional  surtax  on  net  income  in  excess  of  $3,000, 
retroactive  for  the  year  1920.  Inquiry  is  made  whether  taxpayers 
who  are  called  upon  to  pay  this  additional  tax  for  1920  are  entitled 
to  recompute  their  Federal  income  tax  for  that  ^ear,  taking  into  con- 
sideration the  additional  surtax  imposed  by  said  act  of  the  Wiscon- 
sin Legislature. 

Held,  that  since  the  surtax  was  not  such  a  known  liability  at  the 
time  of  closing  their  books  for  1920  as  to  justify  them^  in  setting  up 
an  accrual  for  such  surtax,  it  is  not  an  allowable  deduction  &om 
gross  income  for  1920,  but  is  deductible  by  the  taxpayers  in  the  year 
in  which  paid,  or  in  which  liability  therefor  accrued,  if  the  books 
of  the  taxpayers  are  kept  on  an  accrual  basis. 


Section  214(a)  1,  Article  111 :  When  charges  49-21-1959 

deductible.  O.  D.  1123 

A  corporation  carried  its  own  compensation  insurance  in  accord- 
ance with  the  Workmen's  Compensation  Law  of  the  State  of  Penn- 
sylvania. Compensation  for  personal  injury  to,  or  for  the  death  of 
an  employee,  by  an  accident,  in  the  course  of  his  employment,  is 
based  upon  a  certain  percentage  of  the  employee's  wages,  with  cer- 
tain stated  maximum  and  minimum  limitations,  payable  in  periodi- 
cal installments,  the  same  as  wages,  over  periods  extending  in  some 
eases  as  long  as  16  years.  The  compensation  thus  fixed  is  subject  to 
change  in  the  event  of  a  subsequent  change  in  the  disability  status 
of  the  employee,  or  his  status  as  to  dependents.  The  amount  of 
compensation  is  fixed  by  the  Compensation  Board  of  the  State.  In 
some  cases  the  board  may  order  the  compensation  paid  in  a  lump 
sum. 

By  filing  a  certified  copy  of  the  agreement  or  award  with  the 
Court  of  Common  Pleas  of  any  county  in  the  State,  the  amount  of 
compensation  shown  in  such  agreement  or  award  will  be  entered  as 
a  judgment  against  the  employer,  which  judgment  is  a  lien  against 
the  property  of  the  employer  from  the  date  of  filing  the  agreement 
or  award.  Execution  in  all  such  cases  shall  be  for  the  amount  of 
compensation  and  interest  thereon  due  and  payable  up  to  the  date 
of  the  issuance  of  the  execution,  with  costs,  and  further  execution 
may  issue  from  time  to  time  as  further  compensation  shall  become 
due  and  payable  until  the  full  amount  of  the  judgment  with  costs 
shall  have  actually  been  paid  (sec.  428). 

The  corporation  claimed  that,  since  it  kept  its  books  on  an  accrual 
basis,  the  total  amount  of  the  compensation,  as  determined  by  the 
Compensation  Board,  represented  an  accrued  liability  which  was 
deductible  in  the  year  in  which  the  compensation  award  was  made, 
irrespective  of  the  fact  that  the  compensation  is  payable  in  install- 
ments  covering  a  considerable  period  of  time. 

It  is  held  that  as  the  exact  amount  which  will  have  to  be  paid  in 
satisfaction  of  a  compensation  claim  is  indefinite  and  contingent,  the 
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amount  of  compensation  approved  by  the  Compensation  Board  is  not 
such  an  item  as  may  be  properly  accrued  in  its  entirety  as  at  the  time 
of  such  approval.  Only  so  much  of  the  award  as  under  its  terms 
the  corporation  was  required  to  pay  during  the  taxable  year  1920 
represents  a  liability  for  that  year.  Installments  not  actually  due 
and  payable  as  at  the  end  of  the  taxable  year  are  in  the  nature  of  a 
deferred  liability.  The  amount  of  compensation  actually  due  and 
payable  whether  paid  or  unpaid  at  the  end  of  the  taxable  year  is 
deductible. 

Section  214(a)  1,  Article  111 :  AMien  rnarges  61-21-1981 

deductible.  O.  D.  1141 

(Also  Section  213(a),  Article  62.) 

O.  D.  917  (C.  B.  4,  p.  142),  is  not  in  conflict  with  O.  D.  826  (C.  B. 
4,  p.  96).  The  ruling  contained  in  O.  D.  826  must  be  confined  to  the 
peculiar  facts  therein  considered  and  the  facts  upon  which  that  ruling 
IS  based  are  not  parallel  with  those  in  O.  D.  917. 

In  the  case  of  a  dispute  as  to  the  title  of  oil-producing  land,  the 
royalties  belong  to  the  true  owner.  They  follow  the  land  and  come 
into  existence  regardless  of  the  person  or  activities  of  the  owner. 
If  one  collects  the  royalties  thinking  he  is  the  owner  and  then  by 
judgment  of  court  finds  that  another  is  the  owner,  he  must  surrender 
the  royalties  received  not  as  damages  but  simply  because  they  belong, 
and  belonged  from  the  beginning  to  the  true  owner.  The  one  who 
first  received  the  royalty  did  so  because  he  thought  the  land,  and 
therefore,  the  royalties  were  his. 

Where  a  patentee  obtains  a  judgment  against  the  infringer  of  a 
patent  by  virtue  of  which  the  infringer  must  account  for  all  profits 
made  through  the  infringement,  the  situation  is  materially  different. 
The  infringer  of  a  patent  directly  creates  by  his  activities  the  profits 
made;  but  for  him  they  might  not  have  come  into  existence.  These 
profits  as  earned  belong  to  him  and  are  properly  returned  as  in- 
come in  the  years  eameoT  But  having  committed  a  wrong  in  infring- 
ing the  patent  he  is  compelled  to  compensate  the  owner  for  the 
damage  done  him  and  the  measure  of  such  damage  in  equity  is  the 

Krofit  derived  by  such  infringement  and  such  further  amount  as  the 
[aster  may  find.  A  judgment  requiring  an  accounting  of  profits, 
in  such  a  case,  is  the  equivalent  or  substitute  for  legal  damages.  It 
does  not  mean  that  the  profits  made  by  the  infringer  belong  to  the 
owner  of  the  patent  from  the  time  such  profits  are  made  and  that 
the  infringer  is  converted  into  a  trustee  for  the  owner  with  respect 
to  such  profit.  {TUghman  v.  Proctor^  126  U.  S.  136;  Root  v.  R,  Ry, 
Co,^  106  U.  S.  214.)  With  this  understanding  of  the  nature  of  judg- 
ments requiring  an  accounting  of  profits  in  patent  infringement  cases 
it  is  clear  that  the  loss  sustained  Dy  the  infringer  must  be  taken  in 
the  year  judgment  is  rendered. 


C 
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SECTION  214(a)  3.— DEDUCTIONS  ALLOWED: 

TAXES. 

Sectiont  214  (a)3,  Article  131:  Taxes. 

(See  39-21-1844;  sec.  222,  art.  382.)  Mineral  tax  and  income 
tax  paid  to  the  Province  of  British  Columbia.  Definitioi^  of  term 
**  foreign  country. " 


SECTION  214(a)  4,  5,  6.— DEDUCTIONS  ALLOWED: 

LOSSES. 

Section  214(a)  4,  5,  6,  Akticle  141 :  Losses.  29-21-1734 

O.  D. 978 

The  taxpayer  sold  a  farm  and  the  purchaser  later  sued  him  for 
damages,  alleging  that  the  taxpayer  had  made  misrepresentations 
respecting  the  land.  Judgment  was  given  the  plaintiff  and  paid  by 
the  taxpayer  in  1919. 

Under  the  provisions  of  article  111  of  Regulations  45/ any  amount 
paid  pursuant  to  a  judgment  or  otherwise  on  account  of  damages  for 
personal  injuries,  patent  infringement,  or  otherwise,  is  deductible 
Trom  gross  mcome  when  the  claim  is  put  in  judgment  or  paid.  Since 
it  appears  that  the  damages  paid  by  the  taxpayer  pursuant  to  the 
judgment  grew  out  of  a  sale  made  in  the  course  of  his  regular  busi- 
ness, it  is  held  that  the  amount  so  paid  by  him  is  deductible  under  the 
provisions  of  section  214(a)4  of  the  Revenue  Act  of  1918  in  the  tax- 
able year  when  the  claim  was  put  in  judgment  or  paid. 


Section  214(a)  4,  5,  6,  Article  141 :  Losses.  30-21-1744 

(Also  Section  215,  Article  293.)  A.  R.  R.  688 

Recommended  that  the  action  of  the  Income  Tax  Unit  in  denying 
A  the  right  to  deduct  as  a  loss  in  the  taxable  year  1920  an  assess- 
ment made  against  him  as  stockholder  of  the  M  Company,  a  bunk, 
be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  denying  as  a  deductible  loss  in 
the  year  1920  an  assessment  made  against  him  as  stockholder  of  the 
M  Company,  a  bank,  in  order  to  make  good  a  loss  suffered  by  the 
bank  through  the  defalcation  of  its  cashier. 

In  1914  A  purchased  from  the  N  Company,  a  national  bank,  y 
shares  of  its  capital  stock  of  a  par  value  of  x  dollars  and  paid  there- 
for Ifa?  dollars  per  share.  This  purchase  price  carried  with  it  a 
number  of  shares  of  the  capital  stock  of  the  M  ^Company — an  asso- 
ciate bank — of  a  par  value  of  x  dollars.  In  1920'a  defalcation  by  the 
cashier  was  discovered.  In  order  to  make  good  the  loss  the  stockhold- 
ers, under  the  laws  of  the  State,  were  compelled  to  meet  an  assess- 
ment of  100  per  cent  of  their  stock  holdings.  It  is  this  100  per 
cent  assessment  which  A  claims  as  a  deductible  loss  to  him  in  the 
taxable  year  1920.    . 

The  Income  Tax  Unit  has  denied  the  claim  on  the  ground  that  an 
assessment  paid  by  a  stockholder  of  a  bank  on  account  of  statutory 
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liability  under  State  law  constitutes  an  investment  of  capital  and 
should  be  considered  as  additional  cost  of  this  stock.  The  Unit  takes 
the  further  position  that  when  the  stockholder  sells  or  otherwise  dis- 
poses of  his  stock  the  difference  between  the  original  cost  of  such 
stock  or  its  fair  market  value  as  of  March  1,  1913,  if  acquired  prior 
to  that  date,  plus,  in  either  case,  the  additional  cost  represented  by  the 
assessment  and  the  amount  received  for  the  stock,  will  constitute  a 
taxable  gain  or  a  deductible  loss,  as  the  case  may  be,  for  the  year  in 
which  the  stock  is  disposed  of. 

The  point  at  issue  is  fully  covered  by  article  293  of  Regulations  45 
which  reads,  in  part,  as  follows: 

An  a^^sessnient  paid  by  a  stockholder  of  a  national  bank  on  account  of  bis 
statutory  liability  is  similarly  not  deductible. 

The  principle  underlying  this  regulation  is  the  fact  of  ownership 
in  the  share  of  stock  which  has  not  been  lost  or  destroyed.  Unlike 
the  merchant  who  is  robbed  of  his  goods,  and  is  allowed  a  deductible 
loss  on  account  of  such  robbery,  the  shareholder  continues  in  pos- 
session of  his  evidence  of  ownership  in  a  corporation  and  no  loss  or 
gain  is  determined  until  he  sells  or  otherwise  disposes  of  his  share 
or  evidence  of  ownership.  In  the  instant  case  the  assessment  under 
the  statutes  of  the  State  imposed  upon  A  the  necessity  of  an  addi- 
tional capital  expenditure  which  must  be  added  to  the  original  cost 
of  his  stock  and  his  gain  or  loss  can  not  be  .determined  until  this 
stock  is  sold  or  otherwise  disposed  of  in  a  closed  transaction. 

The  Committee  accordingly  recommends  that  the  action  of  the  In- 
come Tax  Unit  in  denying  A  the  right  to  deduct  as  a  loss  in  the  tax- 
able year  1920  an  assessment  made  against  him  as  stockholder  of  the 
M  Company  be  sustained. 


Section  214(a),  4,  5, 6,  Article  141 :  Losses.  32-21-1760 

A.  R.  R.  604 

REVENUE  ACTS  OF  1916  AND  1917. 

Recommended  upon  reconsideration  of  the  appeal  of  the  execu- 
tors of  the  estate  of  A  that  the  action  of  the  Income  Tax  Unit  in 
disallowing  losses  siistained  iipon  the  purchase  and  sale  of  certain 
securities  be  reversed,  and  that  Committee  on  Appeals  and  Review 
RecommeiTdation  249,  sustaining  the  action  of  the  Unit  in  this 
respect,  be  modified  accordingly. 

The  Committee  has  reconsidered  its  Recommendation  249  (C.  B.  3, 
p.  146)  sustaining  the  action  of  the  Income  Tax  Unit  in  disallowing 
a  deduction  on  account  of  losses  sustained  by  A  through  the  sale  of 
certain  securities  in  i917. 

The  pertinent  part  of  Recommendation  249  dealing  with  the  losses 
in  question  reads  as  follows: 

A  further  question  is  raised  as  to  the  1917  returns  as  to  the  deductibility  of 
losses  sustained  by  A  in  the  sale  of  certain  securities.  A  schedule  of  A's  deal- 
ings in  stock  during  the  year  is  filed,  which  shows  quite  extensiye  purchases  of 
stocks  during  the  years  1916,  1917,  and  1918,  as  weU  as  numerous  sales  during 
the  same  years.  The  sales  made  were  not,  however,  all  stocks  recently  pur- 
chased, and  the  conclusion  of  the  Committee,  from  an  analysis  of  this  schedule, 
is  that  A  was  not  purchasing  stocks  for  resale,  but  for  investment,  although, 
like  any  other  capitalist,  he  sold  out  his  investments  when  they  became  or 
promised  to  become  less  satisfactory  than  others  which  he  had  the  opportunity 
to  make.  In  the  opinion  of  the  Committee,  a  capitalist  is  not  a  dealer  in  stocks, 
if  purchases  are  made  with  a  view  rather  to  the  investment  return  than  to  the 
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trading  profit,  and  is  entitled  to  be  classed  as  a  dealer  in  securities  only  when 
the  principal  object  of  purchase  or  sale  is  the  trading  profit  to  be  made. 
-   The  Committee  is  therefore  of  the  opinion  that  A  was  not  properly  classifiable 
as  a  dealer  in  securities,  and  consequently  was  not  entitled  in  1017  to  take  his 
losses  on  securities  beyond  his  profits  upon  similar  transactions. 

Subsequent  to  the  approval  of  Kecommendation  249  the  Solicitor 
of  Internal  Eevenue  had  occasion  to  place  an  interpretation  upon 
the  word  "profits"  as  used  in  section  6(a),  paragraph  5,  of  the 
Revenue  Act  of  1916. 

Section  5  of  the  Revenue  Act  of  1916  provides  that  in  computing 
net  income  in  the  case  of  a  citizen  or  resident  of  the  United  States— 

(a)  For  the  purpose  of  the  tax  there  shaU  be  allowed  as  deductions: 

(5)  In   transactions  entered   into  for   profit  but   not   connected   with   his 

business  or  trade,  the  losses  actually  sustained  therein  during  the  year  to 

an  amount  not  exceeding  the  profits  arising  therefrom ; 

In  Law  Opinion  1061  (C.  B.  4,  p.  160)  the  word  "profits^"  as  used 
in  the  foregoing  provision  of  the  statute,  is  defined  and  it  is  held 
that — 

Returns  realized  from  either  the  ownership  or  the  final  disposition  of  in- 
vestments, representing  transactions  entered  into  for  profit,  but  not  connected 
with  the  taxpayer's  business  or  trade,  are  '* profits"  within  the  meaning  of 
the  fifth  deduction,  section  5(a),  Revenue  Act  of  1916. 

"  Dividends  "  received  during  a  taxable  year  on  stock  acquired  by  the  tax- 
payer as  an  investment  without  the  scope  of  his  "  vocation,"  are  profits  for  the 
purpose  of  offsetting  losses  actually  sustained  during  the  same  taxable  year  In 
connection  with  dosed  and  completed  transactions  entered  into  for  profit,  but 
likewise  subordinate  to  his  regular  business  or  trade. 

The  Committee  concurs  in  the  foregoing  definition  of  the  word 
**  profits "  and  in  view  of  Law  Opinion  1061  recommends  that  Com- 
mittee on  Appeals  and  Beview  Kecommendation  249  be  amended 
so  that  in  computing  the  net  income  of  A  for  1916  and  1917  all 
returns,  such  as  dividends,  rents,  interest,  surplus  from  sales,  etc., 
actually  realized  within  the  taxable  year  from  subordinate  endeavors 
entered  into  for  profit  shall  be  considered  as  profits  within  the  mean- 
ing of  that  word  as  used  in  section  5(a),  paragraph  5,  of  the  Revenue 
Act  of  1916,  and  that  losses  actually  sustained  within  the  same  tax- 
able period  by  reason  of  similar  transactions,  which  are  closed  and 
completed,  shall  be  allowed  to  the  extent  of  such  realized  profits. 

Committee  on  Appeals  and  Review  Recommendation  249  is  hereby 
amended  accordingly. 

Section  214 (a) 4,  5,  6.  Article  141:  Losses.  33-21-1773 

T.  D.  3209 

INCOME  TAX — LOSSES. 

Article  141,  Regulations  45  (1920  edition)  as  amended  by  Treas- 
ury Decision  3206  of  July  28,  1921,  further  amended. 

Treasury  Department, 
Office  of  Commissioner  or  Internal  Revenue, 

Washington-^  D,  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

Article  141  of  Reflations  45  (1920  edition.)  as  amended  by  Treas- 
ury Decision  3206  is  hereby  further  amended,  for  the  purpose  of 
supplying  an  omission,  to  read  as  follows : 

Art.  141.  Losses. — Losses  sustained  during  the  taxable  year  and  not  compen- 
sated for  by  insurance  or  otherwise  are  fully  deductible  (except  by  nonreside^  * 
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alienB)  if  (a)  incurred  in  a  taxpayer's  trade  or  business,  or  (b)  incurred  in  any 
transaction  entered  into  for  profit,  or  (c)  arising  from  fires*  storms,  shipwreck, 
or  other  casualty,  or  theft  They  must  usually  be  evidenced  by  closed  and  com- 
pleted transactions.  In  the  case  of  the  sale  of  assets  the  loss  will  be  the  differ- 
ence between  the  cost  thereof  less  depreciation  sustained  since  acquisition  and 
the  price  at  which  sold  or  disposed  of.  However,  the  loss  which  is  deductible 
in  the  case  where  such  property  was  acquired  before  March  1,  1913,  and  where 
its  fair  market  value  on  that  date  was  less  than  the  cost  thereof,  is  the  differ- 
ence bet^'een  such  value  (less  depreciation)  and  the  price  at  which  sold  or  dis- 
posed of.  No  loss  is  recognized  in  the  case  of  property  sold  at  less  than  cost 
minus  depreciation,  but  for  more  than  its  fair  market  value  as  of  March  1, 
1913.  See  section  202  of  the  statute,  and  articles  39-46  and  1561  as  amended. 
When  loss  is  claimed  through  the  destruction  of  property  by  fire,  flood,  or  other 
casualty,  the  amount  deductible  will  be  the  difference  between  the  cost  of  the 
property  and  the  salvage  value  thereof,  after  deducting  from  such  cost  the 
amount,  if  any,  which  has  been  or  should  have  been  set  aside  and  deducted  in 
the  current  year  and  previous  years  from  gross  income  on  account  of  deprecia- 
tion and  which  has  not  been  paid  out  in  making  good  the  depreciation  sustained. 
In  the  case  of  property  acquired  l)efore  March  1,  1913,  when  the  fair  market 
value  as  of  that  date  is  lower  than  the  cost,  the  deductible  loss  is  the  difference 
between  such  value  and  the  salvage  value  thereof  after  deducting  from  the 
value  as  of  March  1,  1913,  the  amount,  if  any.  which  has  been  or  should  have 
been  set  aside  and  deducted  in  the  current  year  and  previous  years  from  gross 
income  on  account  of  depreciation  and  which  has  not  been  paid  out  in  making 
good  the  depreciation  sustained.  No  loss  is  recognized  where  the  salvage  value 
is  less  than  the  cost  but  more  than  the  depreciated  value  of  such  property  as  of 
March  1.  1913.  In  any  event  the  loss  should  be  reduced  by  the  amount  of  any 
Insurance  or  other  compensation  received.  See  articles  49  and  50.  A  loss  on 
the  sale  of  residential  property  is  not  deductible  unless  the  property  was  pur- 
chased or  constructed  by  the  taxpayer  with  a  view  to  its  subsequent  sale  for 
pecuniary  profit.  Losses  in  illegal  transactions  are  not  deductible.  Where  a 
person  gives  away  property,  or  is  divested  thereof  by  death,  no  realization  of 
loss  results  therefrom. 

D.  H.  Blair, 
Commdssioner  of  Internal  Revenue. 
Approved,  August  4,  1921. 

A.  W.  Mellon, 

Secretary  of  the  Treasury. 


Section  214(a)4,  5,  6,  Article  141 :  Losses. 

(See  38-21-1837;  sec.  214(a)7,  art.  151.)  Payments  in  1918  in 
liquidation  of  liability  incurred  before  March  1,  1913,  as  indorser  of 
notes  of  corporation  which  was  without  assets  of  value  prior  to 
March  1,  1913. 

Section  214(a)4,  5,  6,  Article  141:  Losses. 

(See  39-21-1843;  sec.  215,  art.  293.)  Uselessness  to  purchaser  of 
property  bought. 

Section  214 (a) 4,  5,  6,  Article  141 :  Losses.  43-21-1885 

O.  D.  1076 

Taxpayer  claimed  a  deduction  of  x  dollars  in  his  return  for  1918,  f^ 
such  sum  representing  part  of  the  cost  of  replacing  flooring  and  fur- 
niture damaged  by  the  freezing  and  bursting  of  water  pipes  in  his 
residence  during  his  absence.  The  loss  was  not  compensated  for  by 
insurance  and  the  question  is  raised  whether  such  loss  constituted  a 
deductible  loss. 
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It  is  held  that  losses  sustained  by  ^' other  casualty^'  within  the 
meaning  of  section  214 (a) 6  of  the  statute  are  those  which  arise 
through  the  action  of  natural  physical  forces,  and  which  occur  sud- 
denly, unexpectedly,  and  without  the  design  of  the  one  suffering  the 
loss.  The  loss  sustained  through  the  freezing  and  bursting  of  the 
water  pipes  in  a  residence  during  the  absence  of  the  occupant  clearly 
comes  within  the  definition  given  of  losses  arising  from  "  other  cas- 
ualty." The  deductible  loss  is  the  difference  between  the  cost  of  the 
flooring  and  furniture  (or  the  fair  market  value  on  March  1,  1913, 
if  acqi|ired  prior  thereto,  and  such  value  was  less  than  the  cost), 
less  depreciation  sustained  thereon  prior  to  the  casualty  and  the 
salvage  value  of  the  property. 


Secttion  214 (a) 4,  5,  6,  Article  141 :  Losses.  45-21-1908 

O.  D.  1091 

A  taxpayer  resigned  as  director  of  a  bank.  Three  years  later  the 
bank  was  placed  in  the  hands  of  a  receiver.  The  receiver  brought  suit 
against  the  taxpayer  on  account  of  alleged  dereliction  and  neglect  of 
duty  while  serving  in  the  capacity  of  director.  The  taxpayer  com- 
promised the  suit  by  paying  x  dollars.  The  question  presented  is 
whether  in  computing  net  mcome  the  taxpayer  may  deduct  such 
payment  as  an  ordinary  and  necessary  business  expense. 

Section  214 (a) 4,  5  of  the  Revenue  Act  of  1918  provides  that  in 
computing  net  income  there  shall  be  allowed  as  deductions: 

(4)  Losses  sastained  daring  the  taxable  year  and  not  compensated  for  by 
insurance  or  otlierwise,  if  Incurred  in  trade  or  business. 

(5)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise,  if  incurred  in  any  transaction  entered  into  for  profit, 
tliough  not  connected  with  the  trade  or  business ;     *     *     *. 

It  is  not  necessary  for  the  determination  of  this  case  to  decide 
whether  in  serving  as  director  of  the  bank  the  taxpayer  was  carrying 
on  his  trade  or  business  within  the  meaning  of  section  214 (a)  4  ot 
the  statute,  because  if  it  be  conceded  that  he  was  not,  there  can  be 
no  doubt  that  he  was  engaged  in  a  transaction  entered  into  for  profit 
within  the  meaning  of  section  214(a)6.  It  is  therefore  held  that  the 
amount  of  damages  so  paid  by  the  taxpayer  in  order  to  compromise 
the  suit  growing  out  of  his  actions  while  serving  as  director  of  the 
bank  constitutes  a  deductible  loss  within  the  meaning  of  section 
214(a)  of  the  aforesaid  Act. 


Section  214 (a) 4,  5,  6,  Article  141 :  Losses.  50-21-1974 

(Also  Section  225,  Article  422 :  Section  252,  A.  R.  M.  144 

Article  1036.) 

REVENUE  ACTS  OF  1916,  1917,  AND  1918. 

Held,  in  the  case  of  A,  that  the  n mounts  misappropriated  by  her 
guardian  in  the  years  1917.  1918,  and  1919  are  allowable  deductions 
for  those  years  under  the  provisions  of  the  Revenue  Act  of  1916 
m  amended  by  the  Act  of  1917,  and  the  Revenue  Act  of  1918.  If, 
however,  the  adjustment  is  made  by  claim  for  refund,  the  refund 
should  cover  only  the  taxes  paid  on  that  portion  of  the  income 
which  was  reported  and  misappropriated  by  the  guardian. 

The  Committee  having  received  from  the  Income  Tax  Unit  a  re- 
quest for  an  opinion  relative  to  a  question  which  appeared  to  be  one 
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of  law  rather  than  of  fact,  namely,  whether  or  not  one  A  is  entitled  to 
the  allowance  of  deductions  now  claimed  for  the  years  1917, 1918,  and 
1919  on  account  of  losses  alleged  to  have  been  sustained  by  her  during 
those  years,  while  a  minor,  through  the  misappropriation  of  funds  by 
the  le^l  guardian  of  A,  the  matter  was  referred  to  the  Solicitor  for  a 
consideration  of  the  facts  in  the  case  and  the  expression  of  an  opinion. 
The  opinion  of  the  Solicitor  has  now  been  received  and  is  as  fol- 
lows: 

Tlie  attached  file  raises  the  question  whether  A  is  entitled  to  the  allowance  of 
defluctions  for  the  losses  sustained  by  her  in  1917, 1918,  and  1919,  while  a  minor, 
through  misappropriation  of  funds  by  B,  her  legal  guardian. 

Section  5  of  the  Revenue  Act  of  1916  reads,  in  part,  as  follows : 

"  Sec.  5.  That  In  computing  net  income  in  the  case  of  a  citizen  or  resident  of 
the  United  States : 

(a)  There  shall  be  allowed  as  deductions: 

Fourth.  Losses  actually  sustained  during  the  year  •  •  •  from  theft, 
whtti  such  losses  are  not  comj)ensated  for  by  insurance  or  otherwise." 

The  Revenue  Act  of  1918  contains  a  similar  provision. 

The  facts  are  as  follows :  In  the  years  190-  and  191-  A  acquired  certain  lands 
upon  which  oil  was  later  discovered  in  paying  quantities.  As  she  was  a  minor» 
the  county  court  appointed  B  as  guardian,  who  acted  in  that  capacity  until 
May,  1919.  The  guardian  rendered  and  signed  the  income  tax  returns  for  her 
for  the  years  1917  and  1918  and  C,  her  husband,  signed  her  return  for  the  year 
1919.  After  A  had  signed  a  release  and  it  was  accepted  by  the  court  it  was 
ascertained  that  the  guardian  had  failed  to  account  for  certain  amounts  which 
he  had  received  In  1917,  1918,  and  1919.  Of  these  amounts  part  had  been  In- 
cluded in  the  income  tax  returns  and  the  remainder  had  never  been  reported 
as  income.  The  court  neglected  to  require  a  bond  upon  the  appointment  of  the 
guardian  and  the  guardian  has  no  funds  upon  which  recovery  can  be  made  for 
losses  sustained.    The  revenue  agent  in  his  report  of  May  19, 1921,  states : 

•*  These  are  losses  caused  by  failure  of  the  guardian  to  account  for  the  reve- 
nues of  the  taxpayer  and  have  been  determined  by  verification  of  the  revenues 
received  and  the  allowance  against  the  revenues  for  investment  that  could  be 
Identified.  It  is  doubtful  if  any  effort  could  be  made  that  would  serve  to  change 
the  figures  in  so  far  as  the  amount  of  defalcation  is  concerned." 

In  the  case  of  an  ordinary  guardianship  of  a  minor,  the  income  Is  taxable 
directly  to  the  beneficial^  (article  345,  Regulations  45).  The  guardian  may  be 
primarily  responsible  for  the  rendering  of  the  return  and  the  payment  of  the 
tax,  but  he  makes  the  return  for  the  minor.  However,  the  minor  may  make  the 
return  and  pay  the  tax  if  he  sees  fit  to  do  so,  under  which  circttmstanceg  the 
guardian  need  not  make  a  return  and  the  requirements  of  the  law  are  satisfied. 
(Article  422,  Regulations  45.) 

Both  the  legal  and  beneficial  title  to  the  property  are  in  the  minor,  conse- 
quently the  Income  from  the  property  Is  his  income.  If  the  guardian  who  re- 
ceives that  Income  misappropriates  the  same,  the  minor  has  suffered  a  loss 
which  is  deductible  under  the  provisions  of  the  Revenue  Act  of  1916,  as  amended 
by  the  Act  of  1917,  and  the  Revenue  Act  of  1918.  In  order  that  an  accurate 
adjustment  may  be  made  In  the  Instant  case,  inasmuch  as  the  guardian  did  not 
report  all  the  Income  which  he  received  for  the  minor,  the  minor  may  file 
amended  returns  for  the  years  in  question,  reporting  the  total  Income  and  taking 
deductions  for  the  total  amounts  misappropriated  by  the  guardian.  However, 
as  a  matter  of  administration,  no  reason  appears  why  the  tax  liability  may  not 
be  adjusted  by  a  claim  for  refund  of  the  taxes  paid  on  that  portion  of  the  income 
i*eported  and  misappropriated  by  the  guardian. 

It  is  clear  from  section  5(a)  of  the  Revenue  Act  of  1916  and  section  214(6) 
of  the  Revenue  Act  of  1918,  which  provide  for  deductions  for  '*  losses  actually 
sustained  during  the  year"  that  such  losses  to  be  allowable  as  deductions  must 
be  claimed  for  the  years  in  which  the  losses  are  actually  sustained,  regardless 
of  when  they  are  discovered  (L.  O.  845,  C.  B.  1,  p.  118). 

In  view  of  the  foregoing,  it  is  the  opinion  of  this  oflSce  that  the  amounts  misr 
appropriated  by  the  guardian  of  A  in  the  years  1917,  1918,  and  1919  are  allow- 
able deductions  for  those  years  under  the  provisions  of  the  Revenue  Act  of  1916, 
as  amended  by  the  Act  of  1917,  and  the  Revenue  Act  of  1918.  If,  however,  the 
adjustment  is  made  by  claim  for  refund,  the  refund  should  cover  only  the  taxes 
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paid  on  that  portion  of  the  income  which  was  reiK>rted  and  misappropriated  by 
the  guardian. 

The  Committee  concurs  in  the  foregoing  opinion  of  the  Solicitor, 
and  therefore  suggests  that  it  be  adopted  for  the  guidance  of  the 
Income  Tax  Unit. 

Section  214 (a)  4,  5,  6,  Article  141:  Losses. 

(See  51-21-1979;  sec.  213(a),  art.  31.)    Illegal  transaction. 


Section  214 (a) 4,  5,  6,  Article  141 :  Losses. 

(See  51-21-1982;  sec.  215,  art.  293.)  Payment  made  either  to  pur- 
chase an  interest  in  property  or  by  way  of  compromise  to  perfect  the 
title. 


Section  214 (a) 4,  5,  6,  Article  141:  Losses. 

(See  51-21-1984;  sec.  233,  art.  542.)     Exchange  of  certain  cor- 
porate assets  for  stock  of  the  same  corporation. 


Section  214(a)45  5,  6,  Article  141:  Losses.  52-21-1992 

O,  D.  1148 

A  taxpayer  purchased  property  in  1917  for  use  as  a  personal  resi- 
dence, for  which  he  paid  14a;  dollars.  He  made  additions  and  bet- 
terments costing  4a?  dollars.  He  used  the  property  as  a  personal  resi- 
dence until  1919,  when  he  moved  elsewhere  and  rented  it.  In  1920 
he  sold  the  property  for  13^0?.  dollars,  and  claimed  a  deduction  of 
4^a?  dollars  as  a  loss  arising  from  the  sale. 

It  is  held  that  if  a  loss  is  deductible  at  all  it  is  deductible  under 
section  214 (a) 5  of  the  Ee venue  Act  of  1918  as  a  loss  sustained  in 
a  transaction  entered  into  for  profit.  However,  the  mere  renting  of 
property  purchased  without  the  intention  at  the  time  of  purchase  of 
making  a  pecimiary  profit  thereon  does  not  constitute  a  "transac- 
tion entered  into  for  profit "  within  the  meaning  of  the  statute,  and 
as  the  taxpayer  in  the  instant  case  purchased  the  property  lor  a 
home,  it  was  not  his  intention  at  the  time  to  subsequently  seD  it  for 
profit.  It  is  therefore  held  that  any  loss  sustained  is  not  deductible 
for  the  purposes  of  the  Revenue  Act  of  1918. 


Section 214(a)4j  5,  6,  Article  142:  Voluntary  37-21-1816 

removal  of  buildings.  O.  D.  1031 

A  taxpayer  purchased  improved  real  estate  in  1919,  adjoining 
its  plant,  for  the  sum  of  66a;  dollars,  for  the  purpose  of  enlarging  its 
plant.  The  improvements  consisted  of  several  dwelling  houses  of 
frame  construction.  At  the  time  the  property  was  purchased  the 
taxpayer  expected  to  sell  the  houses  for  not  less  than  30x  dollars. 
It  was  found,  however,  that  under  the  fire  r^;ulations  the  moving  or 
placing  of  frame  houses  on  the  streets  was  prohibited.  The  houses 
were  sold  in  1920  for  2x  dollars.    The  taxpayer  claims  that  had  it 
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known  the  houses  could  not  be  moved  it  would  not  have  paid  such  a 
large  price  for  the  propertv.  It  is  contended  that  the  amount  of  the 
loss  from  such  sale  should  oe  computed  in  accordance  with  section  202 
of  the  Revenue  Act  of  1918. 

It  is  held  that  since  the  property  was  purchased  primarihr  for  the 
enlai^ement  of  the  plant  and  not  with  the  view  of  selling  it  for  profit, 
and  inasmuch  as  the  fire  regulations  were  existent  at  the  time  the 
property  was  purchased,  the  houses  in  fact  were  worth  onlv  their 
salvage  value  when  purchased,  regardless  of  what  it  was  thought 
they,  were  worth  and  irrespective  of  the  fact  that  the  taxpayer  was  not 
aware  of  the  fire  regulations.  The  amount  paid  for  the  property, 
including  the  buildings,  less  the  salvage  value  of  the  buildings, 
represents  the  amount  actually  paid  for  the  land.  As  the  land  has 
not  been  sold  or  otherwise  disposed  of,  the  gain  or  loss  from  the 
transaction,  if  any,  has  not  been  determinea.  No  deductible  loss 
was  sustained  from  the  sale  of  the  buildings. 


Section  214(a)4,  6,  6,  Article  143:  Loss  of  33-21-1767 

useful  value.  T.  D.  3206 

Articles  ♦  *  *  143  *  *  *  of  Regulations  45  (1920  edi- 
tion) are  hereby  amended    ♦     ♦     ♦. 

Abt.  143.  Loss  of  useful  value. — When  through  some  change  in  business 
conditions  the  usefulness  in  the  business  of  some  or  all  of  the  capital  assets 
is  suddenly  terminated,  so  that  the  taxpayer  discontinues  the  business  or  dis- 
cards such  assets  permanently  from  use  in  such  business,  he  may  claim  as  a 
loss  for  the  year  In  which  he  takes  such  action  the  difference  between  the  cost, 
or,  if  acquired  prior  to  March  1,  1913,  the  cost  or  fair  market  price  or  value  as 
of  that  date,  whichever  is  lower,  of  any  assets  so  discarded  (l^ss  any  deprecia* 
tion  sustained)  and  its  salvage  value  remaining.  This  exception  to  the  rule 
requiring  a  sale  or  other  disposition  of  property  in  order  to  establish  a  loss 
requires  proof  of  some  unforeseen  cause  by  reason  of  which  the  property  has 
been  prematurely  discarded,  as,  for  example,  where  an  increase  in  the  cost  of 
or  other  change  in  the  manufacture  of  any  product  makes  it  necessary  to 
abandon  such  manufacture,  to  which  special  machinery  is  exclusively  devoted, 
or  where  new  legislation  directly  or  indirectly  makes  the  continued  profitable 
use  of  the  property  impossible.  This  exception  does  not  extend  to  a  case  where 
the  useful  life  of  property  terminates  solely  as  a  result  of  those  gradual 
processes  for  which  depreciation  allowances  are  authorized.  It  does  not  apply 
to  inventories  or  to  other  than  capital  assets.  The  exception  applies  to  build- 
ings only  when  they  are  permanently  abandoned  or  permanently  devoted  to  a 
radically  different  use,  and  to  machinery  only  when  its  use  as  such  is  perma- 
nently abandoned.  Any  loss  to  be  deductible  under  this  exception  must  be 
charged  off  on  the  books  and  fully  explained  in  returns  of  income.  But  see 
articles  181-189. 


Section  214(a)4,  5,  6,  Article  143:  Loss  of  37-21-1817 

useful  value.  A.  R.  R.  556 

(Also  Section  327,  Article  901.) 


REVENUE  ACT  OF  1917. 


Recommended,  in  the  appeal  of  the  M  Company,  that  the  action  of  the  m^ 

Income  Tax  Unit  in  disallowing  a  deduction  of  Ibz  dollara  claimed  for  the  ^L 

year  1917  on  a<'count  of  depreciation  in  the  value  of  liquor  Uceiise  be  eua- 
tained,  and  that  the  corporation  be  gtanted  aflseflsment  of  excess  profits 
tax  for  the  year  1917  under  the  provisions  of  section  210  of  the  Revenue 
Act  of  1917. 

The  Cominittee  has  had  under  consideration  the  appeal  of  the  M 
Company  for  the  allowance  of  a  deduction  of  15x  dollars  for  the  year 
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1917  to  cover  depreciation  in  the  value  of  a  liquor  license  and  for  the 
assessment  of  excess  profits  tax  for  that  year  under  section  210  of  the 
Revenue  Act  of  1917. 

The  records  in  the  case  show  that  A,  from  1905  until  his  death  in 
1913^  conducted  a  wholesale  and  retail  liquor  business.  After  Ids 
death,  B,  his  sole  l^atee,  continued  the  business  imtil  November, 
1913,  and  then  incorporated  the  same  under  the  name  of  the  M 
Company  with  an  authorized  capital  stock  issue  of  50x  dollars, 
whicn  stock  she  accepted  in  exchange  for  all  the  fixtures,  leases, 
stock  in  trade,  etc.,  oi  the  business,  said  to  have  been  appraised  at 
about  the  time  of  the  incorporation  as  having  a  value  of  200i;  dollars. 
In  an  affidavit  dated  January,  1921,  one  E  states  that  he  was  asso- 
ciated with  A  from  1905  until  1910  as  manager  of  the  latter's  store, 
that  he  had  access  to  A's  books  of  account  from  1905  to  1913  and 
knew  fully  the  extent  of  the  said  business  and  the  profits  derived 
therefrom  during  such  time.  E  further  states  that  m  1910,  when 
he  left  A's  employ,  the  latter  had  approximately  150ic  dollars  invested 
in  the  business;  that  subsequent  to  1910  and  until  the  death  of  A 
in  1913,  the  latter 's  capital  m vestment  had  inci'eased  approximately 
25  per  cent  and  that  the  yearly  profits  from  the  business  from  1905 
to  1913  were  equal  to  50  per  cent  or  better  on  the  invested  capital; 
and  he  expressed  the  beuef  that  at  the  time  B  incorporatea  the 
business  its  assets  were  worth  in  excess  of  150x  dollars. 

In  February,  1915,  B  disposed  of  all  her  stock  in  the  M  Company 
to  one  C,  at  a  price  which  is  not  stated,  and  he  managed  and  con- 
trolled the  busmess  until  June,  1915,  when  he  disposed  of  all  its 
capital  stock  to  D  and  E  for  175x  dollars.  In  determining  the 
amoimt  to  be  paid  for  the  capital  stock  D  and  E  appraisea  the 
assets  of  the  business  back  of  the  capital  stock  to  be  worth  the 
following  amounts: 

Bills  and  accounts  receivable 42ia;  dollars. 

Fixtures  and  furnishings S^x  dollars. 

Merchandise SSJa;  dollars. 

Liquor  license 15x  dollars. 

175a:  dollars. 

In  the  merchandise  account  was  included  the  actual  cash  surrender 
value  of  the  liquor  license  under  which  the  business  was  operated,  or 
3Jx  dollars,  which  license  had  been  taken  out  September,  1914,  at 
a  cost  of  lOx  dollars  to  run  for  one  year.  The  additional  value  of 
15a;  dollars  placed  upon  this  license  was  its  estimated  selling  value 
over  its  cast  surrender  value  at  the  time  the  capital  stock  of  the 
corporation  was  purchased  from  C.  At  that  time  local  laws  restricted 
the  number  of  hcenses  that  could  be  outstanding  and  operative  in 
the  city.  Each  license  was  for  the  operation  of  a  liquor  Dusiness  at 
a  certain  specified  street  address  and  was  renewable  from  year  to 

J'^ear.  It  could  not  be  transferred  to  another  address  but  was  trans- 
erable  from  one  holder  to  another.  This  created  a  ready  market 
for  each  such  license  outstanding  and  license  sales  were  being  made 
at  from  15x  dollars  to  30x  dollars  over  and  above  the  cash  surrender 
value  of  the  license.  Inmiediately  after  their  purchase  of  the  capital 
stock  of  the  M  Company  D  andTE  installed  a  new  set  of  corporate 
books  and  in  opening  same  they  had  set  up  a  license  account  showing 
a  value  of  I5x  dollars.     In  1917,  due  to  the  enactment  of  prohibition 
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laws,  it  was  considered  that  this  license  right  had  become  worthless 
and  the  item  of  15a:  dollars  was  charged  off  as  a  loss  and  claimed  as  a 
deduction  against  gross  income  for  that  year,  which  deduction  was 
disallowed  by  the  Income  Tax  Unit. 

In  the  opinion  of  the  Committee  the  action  of  the  Income  Tax  Unit 
in  disallowing  the  said  deduction  of  15x  dollars  should  be  sustained 
for  the  following  reasons:  The  transaction  in  which  B  sold  her 
holding  of  capital  stock  in  the  M  Company  to  C  was  a  transaction 
solely  between  two  individuals  and  not  one  between  an  individual 
and  a  corporation.  It  resulted  in  the  sale  of  the  said  capital  stock 
and  not  in  a  sale  of  the  corporation's  assets.  It  was  a  transaction 
to  which  the  corporation  itself  was  not  a  party.  The  same  is  true 
of  the  transaction  in  which  C  sold  the  same  stock  to  D  and  E.  The 
latter  paid  175a;  dollars  for  the  capital  stock  of  the  M  Company. 
They  aid  not  purchase  that  corporation's  assets  as  such  and  neither 
transaction  effected  any  change  m  the  corporation's  invested  capital. 
The  only  amount  the  corporation  ever  had  invested  in  the  license 
was  the  amount  paid  therefor,  or  lOx  dollars,  and  inasmuch  as  that 
license  was  taken  out  September,  1914,  and  ran  for  only  one  year, 
the  corporation  was  entitled  to  claim  the  proportionate  part  of  that 
amount  properly  chargeable  to  the  period  September  to  December  31, 
1914,  as  an  expense  deduction  for  the  year  1914  and  the  balance  as  a 
deduction  for  the  succeeding  year.     In  a  similar  manner  the  amount 

Eaid  for  a  renewal  of  the  hcense  in  1915,  1916,  and  1917  could  have 
een  and  probably  was  claimed  as  a  deduction.  Even  though  the 
license  haa  been  regarded  as  a  capital  asset  and  not  as  an  expense 
deduction,  appreciation  in  its  value  over  cost  was  not  properly 
returnable  as  mcome  for  tax  purposes  nor  allowable  as  a  deduction 
when  wiped  out  by  subsequent  events. 

The  Ilevenue  Act  of  1917  provides  that  if  the  Secretary  of  the 
Treasury  is  unable  in  any  case  to  satisfactorily  determine  the  invested 
capital  the  provisions  of  section  210  of  that  Act  shall  apply.  The 
taxpayer  in  the  instant  case  claims  assessment  under  that  section,  and, 
in  tne  opinion  of  the  Committee,  that  claim  should  be  granted.  It 
appears  clear  from  the  records  in  the  case  that  at  the  time  the  business 
of  A  was  incorporated  the  assets  transferred  in  exchange  for  capital 
stock  of  the  par  value  of  50x  dollars  were  worth  approximately  ISOz 
dollars  or  more.  B  when  selling  her  stock  retained  the  books  of  the 
corporation  and  has  since  refused  to  surrender  them.  C,  as  sole  owner 
of  the  corporation's  capital  stock,  apparently  conducted  the  business 
more  or  less  as  his  own  individual  business  and  kept  very  incomplete 
corporate  records.  When  disposing  of  his  stock  in  the  corporation  to 
D  and  E,  he  turned  over  to  them  tne  corporation's  stock  book,  stock 
ledger,  and  corporate  seal,  and  a  statement  showing  the  names  of  the 
corporation's  debtors  and  creditors  and  the  amoimts  due  and  payable. 
None  of  the  accoimt  books,  with  the  exception  of  a  cash  book,  were 
turned  over  to  the  purchasers  of  the  stock,  and  the  corporation  is 
not  now  in  possession  of  sufficient  records  to  clearly  establish  its 
statutory  invested  capital. 


% 


# 


145  [8  214(a)4,5,« 

The  Unit  in  its  final  audit  of  the  appellant  company's  return  for 
1917,  established  a  statutory  invested  capital  as  oi  the  beginning  of 
that  year  on  the  following  basis: 

Capital  stock 50a;  doUare. 

Surplus  (undivided  profits) 85a;  dollars. 

135a;  dollars. 
Less  1916  income  tax  prorated x  dollars. 

Adjusted  invested  capital 134a;  dollars. 

No  consideration  was  ^ven  to  the  fact  that  at  the  time  the  business 
was  incorporated  the  vdue  of  the  assets  taken  over  by  the  corpora- 
tion in  exchange  for  its  stock  was  greater  than  the  par  value  of  the 
stock  issued  therefor. 

Article  63  of  Regulations  41  provides  that — 

Where  it  can  be  shown  by  evidence  satisfactorv  to  the  Commissioner  of  Internal 
.Revenue  that  tangible  property  has  been  conveyed  to  a  corporation  or  partnership  by 
gift  or  at  a  value,  accurately  ascertainable  or  definitely  known  as  at  the  date  of  the 
conveyance,  clearly  and  substantially  in  excess  of  the  cash  or  the  par  value  of  the  stock 
or  shares  paid  therefor,  then  the  amount  of  the  excess  shall  be  aeemed  to  be  paid  in 
surplus.    *    *    * 

It  is  clearly  evident  from  the  records  in  the  case  that  tangible  prop- 
erty of  a  value  substantially  in  excess  of  the  par  value  of  the  stock  paid 
therefor  was  conveyed  by  B  to  the  M  Company  and  that  the  corpora- 
tion would  be  entitled  to  an  allowance  of  paid-in  surplus  if  it  were  now 
in  possession  of  records  showing  the  actual  cash  value  of  the  tangible 
property  at  the  time  of  conveyance.  However,  such  records  are  not 
how  available  nor  are  there  any  records  available  from  which  a  com- 
plete history  of  the  corporation's  invested  capital  from  time  of  incor- 
poration to  the  beginning  of  1917  may  be  obtained  and  the  amoimt  of 
statutory  invested  capital  allowable  to  the  corporation  for  that  year 
deafly  established. 

In  view  of  the  foregoing  the  Committee  recommends  that  the  action 
of  the  Income  Tax  Unit  in  disallowing  a  deduction  of  15a;  dollars 
claimed  by  the  M  Company  for  the  year  1917  to  cover  depreciation  in 
the  value  of  liquor  hcense  be  sustained,  and  that  the  corporation  be 
granted  assessment  of  excess  profits  tax  for  the  year  1917  imder  the 
provisions  of  section  210  of  the  Revenue  Act  of  1917. 


Section  214(a)4,  5,  6,  Artico:  144:  Shrinkage  33-21-1767 

in  securities  and  stocks.  T.  D.  3206 

Articles  ♦  *  *  144  *  *  *  of  Regulations  45  (1920  edi- 
tion) are  hereby  amended    *     ♦     ♦. 

ABT.  144. '  Shrinkage  in  securities  and  stocks. — A  person  x)068e88lng  securities, 
such  as  stock  and  bonds,  can  not  deduct  from  gross  Income  any  amount  claimed 
as  a  loss  on  account  of  shrinkage  in  value  of  such  securities  through  fluctuation 
of  the  market  or  otherwise.  The  loss  allowable  in  such  cases  is  that  actually 
sutEered  when  the  securities  mature  or  are  disposed  of.  See,  however,  article 
154.  In  the  case  of  banks  or  other  corporations  which  are  subject  to  super- 
vision by  State  or  Federal  authorities,  and  which  in  obedience  to  the  orders 
of  such  supervisory  officers  charge  off  as  losses  amounts  representing  an  alleged 
shrinkage  in  the  value  of  property,  the  amounts  so  charged  off  do  not  constitute 
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allowable  deUnctioiis.  However,  if  stock  of  a  corporation  becomes  worthless^ 
Its  cost,  or,  if  acquired  prior  to  March  1,  1913,  its  cost  or  fair  market  value  as 
of  that  (late,  whichever  is  lower,  may  be  deducted  by  the  owners  in  the  taxable 
year  in  which  the  stock  becomes  worthless,  provided  a  satisfactory  showing  of 
its  worthlessness  be  made  as  in  the  case  of  bad  debts.     See  article  151. 


SECTION  214(a)  7.— DEDUCTIONS  ALLOWED: 

BAD  DEBTS. 

• 
Section  214(a)  7,  Article  151 :  Bad  debts. 

(See  30-21-1742;  sec.  213(a),  art.  35.)  Deduction  by  merchant  of 
difference  between  face  value  of  notes  receivable  and  their  fair 
market  value  at  the  time  they  originally  became  due. 


Section  214(a)7,  Article  151:  Bad  debts.  38-21-1837 

(Also  Section  214(a)4,  5,  6,  Article  141.)  A.  R.  R.  479 

Recommended  that  the  action  of  the  Income  Tax  Unit  in  diaallowing 
for  the  years  1917,  1918,  and  1919  deductions  claimed  to  coyer  amounts 

Eaid  during  such  years  by  A  in  liquidation  of  certain  notes  indorsed  by 
im  prior  to  1913,  and  interest  thereon,  be  reversed,  and  the  said  deduc- 
tions allowed  in  full. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  disallowing  for  the  years  1917, 
1918,  and  1919,  deductions  claimed  to  cover  amoimts  paid  during 
such  years  on  promissory  notes  indorsed  by  him  for  two  corporations 
which  became  insolvent  prior  to  March  1,  1913. 

The  records  in  the  case  show  that  in  the  year  190-  and  subsequent 
thereto,  A  indorsed  certain  notes  issued  by  the  M  Company  and  also 
certain  notes  issued  by  the  N  Company,  which  companies  became 
insolvent  prior  to  March  1,  1913,  and  A  thereupon  became  liable  as 
indorser  for  payment  of  said  notes,  since  whicn  time  he  has  made 
certain  payments  of  principal  and  interest. 

In  making  up  his  personal  income  tax  return  for  each  of  the  years 
1917,  1918,  and  1919,  A  deducted  as  a  loss  the  amount  of  principal 
and  interest  paid  during  that  year.  The  Income  Tax  Unit  in  its 
audit  of  these  returns  ruled  that  such  payments  were  made  in  liquida- 
tion of  a  liability  incurred  prior  to  March  1,  1913,  and  interest  thereon, 
for  which  reason  their  amounts  were  not  allowable  deductions  under 
the  head  of  *' losses,''  but  that  the  amount  of  interest  paid  each  vear 
could  be  deducted  under  the  head  of  '*  interest  paid."  It  is  from 
this  action  of  the  Unit  that  the  taxpayer  now  appeals,  contending 
that  he  suffered  no  actual  loss  until  a  payment  on  the  notes  had  been 
made,  that  the  amount  so  paid  each  year  represented  an  actual  loss 
for  that  year,  and  inasmuch  as  his  accounts  were  kept  on  an  actual 
receipt  and  disbursement  basis,  the  amount  lost  each  year,  through 
payment,  constitutes  such  a  loss  as  is  properly  deductiole  under  the  ^ 

provisions  of  the  income  tax  law  then  in  force  and  the  regulations  ^c£^ 

issued  thereunder. 

The  revenue  agent  who  investigated  A's  returns  reported  thai 
neither  the  M  Company  nor  the  N  Company  had  any  assets  of  value 
then  (Mar.  1,  1913),  nor  have  they  had  any  since,  nor  has  either  of 
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them  done  any  business  since  that  time.  It  thus  appears  that  both 
companies  were  insolvent  prior  to  March  1,  1913,  and  that  there  is  no 
possibility  of  A  recovering  from  such  companies  any  part  of  the  pay- 
ments made  by  him  in  liquidation  of  their  notes.  A  second  report 
made  by  the  revenue  agent  reads  in  part  as  follows: 

(2)  A  has  never  admitted  the  liability  other  than  by  indorsement  or  the  signing  of 
joint  notes. 

(3)  A  made  no  agreement  to  pay  in  installments.  He  simply  renewed  the  old 
notes  in  the  name  oi  the  companies  with  his  indorsement.  The  holders  of  the  notes 
were  never  apprised  of  the  financial  condition  of  the  companies. 

(4)  A  did  not  promise  to  pay  in  installments,  either  orally  or  by  written  agreement. 
A  did  not  advise  the  holders  of  the  notes  that  the  makers  were  insolvent  for  this  would 
have  led  to  his  beinf  called  for  the  entire  amounts  which  he  could  not  have  paid, 
consequently  his  metnod  was  to  renew  the  old  notes  from  time  to  time  as  they  matured, 
paying  interest  and  making  reductions,  his  idea  being  that  he  could  eventually  clear 
up  the  liabilities  from  his  current  earnings.  The  notes  were  renewed  as  originally 
drawn. 

From  this  last  report  it  appears  clear  that  A  has  never  become 
primarily  liable  for  payment  oi  the  principal  of  the  said  notes  or  the 
mterest  thereon,  nor  has  he  ever  given  any  written  agreement  to  make 
such  payment.  As  the  original  notes  became  due  thev  were  renewed, 
in  the  names  of  the  original  makers  and  were  indorsed  by  A.  Had  the 
latter,  upon  default  in  payment  of  the  notes  prior  to  March  1,  1913, 
then  given  his  own  note  or  notes  in  payment,  a  debt  would  have  been 
created  upon  his  part  which  would  have  precluded  the  allowance  of 
deductions  claimed  to  cover  payments  made  in  liquidation  of  his  own 
notes,  inasmuch  as  pavments  made  in  liquidation  of  an  indebtedness 
created  prior  to  Marcn  1,  1913,  can  not,  under  the  provisions  of  any 
income  tax  law  enacted  since  that  date,  be  allowed  as  deductions. 

In  the  opinion  of  the  Committee,  A  suffered  no  actual  loss  through 
his  indorsement  of  the  said  notes  untU  he  made  his  first  paymentin 
liquidation  of  their  principal  and  interest  thereon.  When  a  pajrment 
was  made  it  created  a  debt  in  his  favor  due  from  the  makers  of  the 
notes,  which  debt  was  at  the  time  it  was  so  created  definitely  known 
to  be  worthless  and  uncollectible.  Each  additional  payment  created 
an  additional  bad  debt. 

In  view  of  the  foregoing  the  Committee  recommends  that  the  action 
of  the  Income  Tax  Unit  in  disallowing  the  deductions  claimed  by  A 
for  the  years  1917,  1918,  and  1919  to  cover  amounts  paid  in  liquida- 
tion of  the  said  notes  and  interest  thereon  be  reversed,  and  that  the 
said  deductions  be  allowed  in  the  amounts  as  claimed. 


Section  314(a)7,  Asncus  162:  Examples  of  27-21-1713 

bad  debts.  O.  D.  965 

As  a  result  of  an  investigation  of  the  financial  affairs  of  a  political 
subdivision  of  a  State,  it  was  discovered  that  during  the  year  190- 
illegal  warrants  had  been  issued  and  delivered  to  the  bank  by  the 
auditor  as  payment  of  promissory  notes  held  by  the  bank  against  the 
auditor  and  treasurer  of  the  subdivision.  The  bank  had  presented 
these  illegal  warrants  to  the  treasurer,  who  issued  in  payment  thereof 
checks  drawn  on  one  of  the  subdivision's  deposit  accounts  with  the 
bank.  The  subdivision  upon  discovering  that  its  funds  had  been 
misappropriated,  made  demand  upon  the  bank  for  the  recovery  of 
the  same.    Negotiations  with  the  bank  resulted  in  the  bank's  pay- 
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ing  X  dollars  in  full  settlement  of  the  demand.  The  bank  believing 
that  it  had  a  legal  right  to  reimbursement  from  the  ex-subdivision^ 
officials  for  all  or  a  portion  of  the  amount,  which  it  was  so  compelled 
to  pay  back  to  the  subdivision,  and  it  being  impossible  to  ascertain  at 
that  time  the  extent,  if  any,  to  which  such  claim  was  worthless,  the 
officials  of  the  bank  did  not  charge  this  off  as  a  loss,  but  carried  it  as 
an  asset  in  a  special  account  of  bills  receivable. 

Following  the  investigation  the  bank  received  from  the  investigat- 
ing officials  a  large  number  of  the  notes  executed  by  the  ex-officiab  in 
payment  of  which  illegal  warrants  had  been  issued  by  the  auditor  and 
paid  by  the  treasurer.  Believing  that  these  notes  constituted  valid 
claims  against  the  officials  by  whom  they  were  made,  the  bank  com- 
menced action  to  recover  on  these  notes.  In  1919  the  Supreme  Court 
rendered  a  decision  affirming  the  judgment  of  the  lower  court  against 
the  bank. 

Immediately  after  the  rendition  of  the  judgment  the  taxpayer,  in 
1919,  charged  off  a  portion  of  the  debt  and  the  remainder  was  car- 
ried in  the  profit  and  loss  account  as  a  debit  balance. 

In  view  of  the  decision  of  the  Supreme  Court  the  entire  amount 
actually  lost  by  the  bank  in  settlement  of  the  demand  of  the  political 
subdivision  is  deductible  in  1919,  pursuant  to  section  214(a)7,  irre- 
spective of  the  manner  in  which  it  had  been  carried  on  the  books.  The 
loss  is  a  proper  deduction  for  the  year  1919,  since  the  rendition  of  the 
final  judgment  of  the  Supreme  Court  fixed  the  time  i^hen  the  debt 
was  ascertained  to  be  worthless. 

The  court  costs,  attorney's  fees,  and  other  expenses  incurred  in 
attempting  to  collect  the  amount  paid  under  the  compromise  agree- 
ment are  proper  deductions  from  the  income  of  the  year  in  which 
such  expenses  were  incurred. 


SECTION  214 (a)8.— DEDUCTION  ALLOWED: 

DEPRECIATION. 

Section  214  (a)  8,  Article  161:  Depreciation.  31-21-1762 

Sol.  Op.  114 

SECTION  214 (a) 8,   SECTION   234  (a) 7.   REVENUE  ACT  OF   1918. 

Obsolescence,  which  accrued  prior  to  January  1,  1918,  may  not 
be  deducted  In  income  and  excess-profits  tax  returns  for  1018  and 
subsequent  taxable  years. 

Opinion  is  requested  as  to  whether,  under  the  provisions  of  sec- 
tion 214 (a) 8,  of  the  Revenue  Act  of  1918,  and  article  166,  of  Regula- 
tions 45,  obsolescence,  which  accrued  prior  to  January  1,  1918,  may 
be  deducted  in  income  and  excess  profits  tax  returns  for  1918  and 
subsequent  taxable  years. 

The  question  arises  in  connection  with  bulk  freighters  operating 
on  the  Great  Lakes.  A  number  of  5,000-ton  bulk  freighters  were 
constructed  in  1900.  In  1910  the  docks  in  the  larger  harbors  along 
the  Great  Lakes  were  greatly  enlarged  and  improved  so  that  only 
vessels  of  10,000  tons  capacity  or  larger  could  be  conveniently  or 
economically  accommodated.  As  a  result  of  this  condition  the  larger 
and  newer  type  of  vessels  could  carry  freight  at  a  cheaper  rate  than 
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the  5,000-ton  vessels,  and  began  at  that  time  to  dominate  the  lake 
trade  and  displace  the  smaller  types.  The  physical  life  of  the  6,000- 
ton  vessels  is  generally  conceded  to  be  33  years.  However,  for  the 
reasons  above  stated,  they  have  all  been  abandoned  or  will  be  aban- 
doned by  the  close  of  the  year  1921.  Their  salvage  value  is  estimated 
at  20  per  cent  In  the  past  depreciation  has  been  allowed  at  the 
rate  of  3  per  cent,  in  accordance  with  A.  E.  E.  27  (C.  B.  2,  p.  139.) 
The  owners  now  claim  that  20  per  cent  of  the  cost  of  the  vessels 
remains  on  their  books  as  a  loss  oy  reason  of  obsolescence  and  seek 
to  deduct  this  20  per  cent  loss  during  the  years  1918,  1919,  1920,  and 
1921.  The  Unit  contends  that  thej  should  be  allowed  to  take  only 
that  portion  of  the  obsolescence  which  actuallv  accrued  subsequent  to 
January  1,  1918^  and  the  remainder  of  the  loss  should  be  token  in 
the  year  in  which  the  vessels  are  sold,  scrapped,  or  permanently 
abandoned. 

Prior  to  the  Act  of  1918  there  was  no  specific  provision  in  the  in- 
come tax  Acts  for  a  deduction  on  account  of  loss  due  to  ohsolesieence, 
but  the  Bureau  had  taken  care  of  such  losses  by  allowing  what  was 
termed  "  loss  of  useful  value,"  deductible  only  m  the  year  in  which 
the  property  was  sold  or  permanently  abandoned.  (Arts.  177,  178, 
Beg.  33  (Eev.),  arts.  143, 166,  Eeg.  45.)    The  present  law  provides: 

Section  214(a).  That  in  oomptiting  net  income  there  shall  be  allowed  as 
<1e<luctions : 

«  «  «  i»  *  *  * 

(8)  A  reasonable  allowance  for  the  exhaustion  wear  and  tear  of  property 
iTSed  in  the  trade  or  business,  including  a  reasonable  aUowance  for  obso- 
lescence. 

The  samejprovision  occurs  in  section  234 (a)  7  with  respect  to  cor- 
porations.   This  Act  was  effective  for  the  taxable  year  1918. 

The  whole  theory  of  the  present  Act  is  that  taxable  income  for 
any  given  year  is  determined  oy  transactions  which  occur  within  that 
taxable  year.  Section  210  provides :  "  That,  *  *  *^  there  shall  be 
levied,  collected,  and  paid  for  each  taxable  year  upon  the  net  income 
of  every  individual  a  normal  tax  at  the  following  rates."  Section 
212(b)  provides:  " The  net  income  shall  be  computed  upon  the  basis 
of  the  taxpayer's  annual  accounting  period  *  *  *."  Section  214(a) 
provides :  *'  That  in  computinjg  net  income  there  shall  be  allowed  as 
deductions:  (1)  AH  the  ordinary  and  necessary  expenses  paid  or 
incurred  during  the  taxable  year  *  *  ♦.  (4)  IJosses  sustained  dur- 
ing the  taxable  year  *  *  *.  (7)  Debts  ascertained  to  be  worthless 
and  charged  off  within  the  taxable  year." 

Under  these  and  similar  provisions  of  the  Act  this  office  has  con- 
sistently ruled  that  items  of  income  received  or  accrued  during 
any  given  taxable  year  must  be  returned  for  that  year,  and  that  losses 
incurred  in  one  taxable  year  can  not  be  deducted  from  the  income  of 
other  taxable  years.  It  has  been  held  that  the  failure  to  take  de- 
preciation in  any  taxable  year  does  not  entitle  the  taxpayer  to  de- 
duct in  any  other  taxable  year  a  greater  amount  for  depreciation  than 
would  otherwise  be  allowed  (art.  167,  Reg.  45).  Article  166  of  Regu- 
lations 46  provides :  "  Inasmuch  as  under  the  provisions  of  the  income 
tax  Acts  in  effect  prior  to  Revenue  Act  of  1918  deductions  for  obso- 
lesence  of  property  were  not  allowed  except  as  a  loss  for  the  year 
in  which  the  property  was  sold  or  permanently  abandoned,  a  tax- 
payer may  for  1918  and  subsequent  years  revise  the  estimate  of  the 
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useful  life  of  any  property  so  as  to  allow  for  such  future  obsolescence 
as  may  be  expected  from  experience  to  result  from  the  normal  prog- 
ress of  the  art."  It  will  be  not^d  that  this  article  provides  only  for 
future  obsolescence. 

There  appears  to  be  nothing,  therefore,  in  the  Act  or  in  the  re^-  ^ 

lations  which  indicates  that  it  was  intended  that  obsolescence  which  w 

accrued  in  taxable  years  prior  to  1918  could  be  accumulated  and 
deducted  from  gross  income  in  years  subsequent  to  that  date;  or 
that  Congress  had  any  intention  that  this  particular  provision  should 
be  ffiven  a  retroactive  effect  beyond  January  1, 1918. 

The  contention  of  the  taxpa5'er  is  directlv  opposed  to  this  well- 
established  construction  of  the  Act  and  ought  not,  in  the  judgment 
of  this  office,  to  be  conceded.  The  facts,  as  indicated  by  the  affi- 
davits of  the  taxpayer,  show  that  obsolescence  began  in  1910,  when 
the  larger  vessels  began  to  displace  the  5,000-ton  freighters.  Any 
loss  due  to  obsolescence  should,  therefore,  be  spread  over  the  period 
from  1910  to  the  date  of  abandonment  (L.  O.  862;  C.  B.  1,  p.  127), 
and  it  follows  from  what  has  been  said  above  that  only  that  por- 
tion of  such  obsolescence  which  accrued  subsequent  to  January  1, 
1918,  can  be  taken  in  returns  for  1918  and  subsequent  years. 

Any  further  loss  not  taken  care  of  by  depreciation  and  obsolescence 
and  not  compensated  for  by  insurance  or  otherwise  may  be  taken  in 
the  year  in  which  the  vessels  are  sold  or  scrapped. 

It  is  concluded  that  obsolescence  which  accrued  prior  to  January 
1,  1918,  may  not  be  deducted  in  income  and  excess-profits  tax  returns 
for  1918  and  subsequent  taxable  years. 

Cabl  a.  Mafes, 
Solicitor  of  IrUemdl  Revenue. 


Section  214 (a )  8,  Article  161 :  Depreciation.  34-21-1780 

( Also  Section  215,  Article  293.)  O.  D.  1001 

A  brewing  company  after  prohibition  legislation  became  effective, 
engaged  in  the  manufacture  of  cereal  beverages,  etc  The  company 
claims  that,  in  view  of  the  wide  difference  of  opinion  as  to  the  future 
of  the  Volstead  Act,  the  manufacture  and  sale  of  cereal  beverages 
was  merely  a  stepping  stone  toward  the  resumption  of  the  former 
trade  or  the  going  out  of  business  entirely.  The  company  sustained 
a  loss  for  the  year  1920  as  a  result  of  the  venture.  A  new  corporation 
is  to  take  over  and  utilize  as  far  as  possible  the  present  buildings  and 
equipment  in  the  manufacture  of  a  different  product.  The  buildings 
are  to  be  remodeled  by  the  brewing  company  prior  to  their  being 
taken  over  by  th^  new  corporation.  Inquiry  is  made  as  to  how  the 
loss  arising  from  the  more  or  less  forced  abandonment  of  the  brew- 
ing plant  should  be  determined  and  the  period  for  which  such  loss 
may  be  allowed  as  a  deduction. 

Held,  that  a  brewing  company  which  has  been  forced  to  close  its 
plant  or  abandon  the  use  of  all  or  a  part  of  its  equipment  because  of 
prohibition  legislation  may  claim  a  deduction  for  obsolescence,  Be- 
Tore  such  a  deduction  can  be  claimed  for  any  given  period  it  is  essen- 
tial that  the  use  of  the  property  should  have  been  abandoned  during 
that  period  or  that  it  became  certain  that  the  property  must  be  aban- 
doned at  a  definite  future  date.    Where  the  use  of  the  property  is 
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continued  in  a  related  enterprise  under  the  same  ownership  there  is 
no  abandonment,  nor  is  it  possible  to  say  at  the  time  of  conversion 
that  the  property  must  be  abandoned.  It  may  prove,  and  often  has 
proved,  a  more  profitable  source  of  revenue  than  the  original  busi- 
ness, and  no  abandonment  has  in  fact  followed.  Since  it  is  not  clear 
that  there  was  any  intention  to  abandon  the  use  of  the  property  in 
the  years  1918  and  1919  if  the  cereal-beverage  business  proved  profit- 
able, and  since  it  does  not  appear  that  the  equipment  used  in  the 
brewing  business  was  not  entirely  adaptable  to  the  manufacture  of  the 
cereal  beverages,  or  that  it  was  not  so  used,  no  allowance  can  be 
granted  for  such  years  upon  the  evidence  submitted.  Any  loss  which 
may  have  been  sustained  is  properly  deductible  in  1920,  when  the 
plant  was  abandoned.  No  particular  method  of  determining  salvage 
value  of  abandoned  property  can  be  approved  in  advance  of  audit 
of  the  return  in  which  loss  is  claimed!.  Amounts  expended  in  re- 
modeling the  buildings  for  the  manufacture  of  a  different  product 
are  capi^l  expenditures  and  can  not  be  taken  as  a  loss  or  an  expense. 


Sectiok  214(a) 8,  AjmciiE  161 :  Depreciation.  35-21-1794 

(Also  Section  214(a)  1,  Article  103.)  O.  D.  1014 

The  M  Company  leased  to  the  O  Company  certain  street  railway 
properties. 

By  the  terms  of  the  lease  the  lessee  is  required  to  return  the  leased 
properties  to  the  lessor  at  the  end  of  the  lease  in  the  same  condition 
they  were  in  at  the  date  of  the  lease. 

AU  of  the  stock  of  the  lessor  company  is  owned  by  the  lessee  com- 
pany. Inquiry  is  made  whether  for  Federal  income  tax  purposes, 
the  lessee  company  may  charge  depreciation  of  the  leased  properties 
on  its  books. 

Held,  that  inasmuch  as  the  properties  leased  must  be  returned  to 
the  lessor  company  at  the  end  of  the  term  of  the  lease  in  the  same 
order  and  condition  as  they  were  in  at  date  of  lease,  there  will  be 
no  depreciation  of  such  properties  while  in  the  lessee's  possession 
and  therefore  no  deductions  by  the  lessee  for  depreciation  will  be 
allowed.  Amounts  expended  to  keep  the  properties  in  good  condition 
and  repair  are  deductible  as  business  expenses  in  the  returns  of  lessee 
corporation  for  the  years  in  which  such  amounts  are  expended. 


Section  214(a)8,  Article  161 :  Depreciation.  36-21-1800 

(Also  Section  214(a)  1,  Article  101.)  O.  D.  1019 

Under  the  terms  of  a  contract,  it  was  agreed  that  a  railroad  com- 
pany should  construct  a  private  siding  to  connect  its  railroad  with 
property  of  the  M  Company.  The  portion  of  the  railroad  company's 
property  from  the  point  of  switch  to  clearance  point  was  estimated  to 
cost  Sx  dollars,  that  portion  on  the  railroad  company's  property  from 
the  clearance  point  to  the  right-of-way  line  7x  dollars  and  that  portion 
on  the  property  of  the  M  Company  from  the  right-of-way  line  to  the 
end  of  the  siding  25a5  dollars.  The  cost  of  the  portion  of  the  siding 
from  the  point  of  switch  to  the  clearance  point  is  to  be  borne  by  the 
railroad  company  and  this  portion  is  to  be  owned  and  maintained  by 
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the  railroad  company.  The  cost  of  the  portion  of  the  siding  from  the 
clearance  point  to  the  right-of-way  line  is  to  be  borne  by  the  M  Com- 
pany but  this  portion  is  to  be  owned  and  controlled  absolutely  by  the 
railroad  company.  The  cost  of  the  portion  of  the  siding  m>m  the 
right-of-way  line  to  the  end  of  the  siding  is  to  be  borne  by  the  M 
Company  and  this  portion  maintained  and  owned  by  the  M  C^pany. 

Section  214(a)8  of  the  Revenue  Act  of  1918,  provides  that  in  com- 
puting net  income  there  shall  be  allowed  as  deductions  a  reasonable 
allowance  for  the  exhaustion,  wear  and  tear  of  property  used  in  the 
trade  or  business,  including  a  reasonable  allowance  for  obsolescence. 
The  capital  sum  to  be  replaced  should  be  .ehaiged  off  over  the  useful 
life  of  tne  property,  either  m  equal  annual  installments  or  in  accordance 
with  any  other  recoenized  trade  practice  and  must  be  reasonable. 
It  IB  held  that  the  M  Company  when  computing  its  net  income  may 
deduct  an  amount  representing  depreciation  on  that  portion  of  the 
siding  owned  by  it  from  the  ri^t-of-wa^  line  to  the  end  of  tlie  siding 
on  its  property,  the  rate  to  be  determined  in  accordance  with  the 
facts  in  the  case  and  to  be  figured  on  the  actual  cost  and  not  on  the 
estimated  cost  as  shown  in  the  contract. 

The  cost  of  the  siding  from  the  clearance  point  to  the  right-of-way 
line,  such  portion  being  owned  by  the  railroad  company,  but  the 
cost  borne  by  the  M  Company  is  held  to  be  a  business  expense  and 
properly  deductible  by  the  M  Company  for  the  year  in  ^mich  such 
expense  was  incurred.  No  depreciation  with  respect  to  those  por- 
tions of  the  siding  owned  by  the  railroad  company  may  be  taken  by 
the  M  Company. 

Section  214 (a)8,  Abucle  161:  Depreciation.  37-21-1818 

(Also  Section  214(a)  10,  Article  203.)  A.  R.  R.  570 

REVENUE  ACT  OF  1917. 

Recommended,  in  the  case  of  the  M  Fiartnerahip,  that  the  action  of  the 
Income  Tftx  Unit  in  allowing  onl^  2ix  dollars  for  amortiEation  of  tibe  lease- 
hold properties  of  the  taxpayer  in  the  taxable  year  1917  be  reversed  and 
that  in  lieu  thereof  there  oe  allowed  a  depreciation  of  10  per  cent  based 
on  original  cost  of  39x  dollars. 

The  Committee  has  had  under  consideration  the  appeal  of  the 
M  Partnership  from  the  action  of  the  Income  Tax  Umt  in  denyinjg 
the  depreciation  and  depletion  claimed  in  the  original  return  of  this 
partnership  for  the  taxsu[>le  year  1917. 

In  the  year  1917  the  M  Partnership  acquired  certain  oil  well  leases. 
This  purchase  was  made  in  August,  1916,  for  37x  dollars,  all  of  which 
amount  was  borrowed  by  the  taxpayer.  In  April,  1917,  the  tax- 
payer purchased  another  lease  in  the  same  locality  for  a  consideration 
of  2x  aollars.    This  amount  was  also  borrowed  by  the  taxpayer. 

In  an  affidayit  submitted  by  the  taxpayer,  it  is  estimated  the 

Shysical  equipment  on  the  leases  first  acquired  was  yalued  at  ix 
ollars  per  well.  Since  there  were  77  wells  at  the  date  of  this  pur- 
chase, me  physical  yalue  of  this  property  at  that  time  was  382 
dollars,  or  x  dollars  more  than  the  consideration  paid  therefor.  On 
the  lease  subsequently  acquired  for  2x  dollars  no  production  figures 
are  giyen  and  no  estimate  nas  been  made  of  the  physical  equipment. 
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but  it  would  appear  that  the  consideration  about  covers  the  value  of 
the  physical  equipment.  The  taxpayer,  in  his  return,  deducted  ^x 
dollars  as  depreciation  and  depletion  lor  the  year,  whicn  is  on  a  basis 
of  y  per  cent  of  the  purchase  price  of  the  propert^.  This,  however, 
was  considered  excessive  by  the  Income  Tax  Unit  and  only  l^x 
dollars  was  allowed.  This  was  subsequently  corrected  to  an  allow- 
ance of  2ix  dollars,  based  on  amortization  instead  of  depreciation 
and  depletion  over  an  estimated  life  of  15  years.  On  account  of 
borrowed  capital  having  been  used  in  the  acquisition  of  these  prop- 
erties, it  was  necessary  to  establish  invested  capital  under  section 
210  of  the  Revenue  Act^of  1917. 

The  taxpayer  contends  for  the  full  amount  of  depreciation  and 
depletion  originally  claimed  in  his  return  and  that  consideration 
should  be  given  to  salaries  for  services  actually  rendered  by  the 
partners  in  the  conduct  of  the  business  for  the  period  prior  to  March 
1,  1918,  which  salaries,  however,  were  not  deducted  as  a  business 
expense  of  the  partnership. 

The  Committee  has  carefully  reviewed  the  data  prepared  by  the 
Income  Tax  Unit  in  establishing  the  percentage  of  excess  profits 
tax  to  net  income  and  finds  that  the  invested  capital  and  income  of 
the  several  corporations  are  in  fair  comparison  with  that  of  the 
taxpayer. 

Tne  Committee  further  finds  that  the  Income  Tax  Unit,  in  arriving 
at  the  percentage  of  excess  profits  tax  to  net  income,  took  into  con- 
sideration the  question  of  salary  adjustment,  even  though  salaries 
not  paid  or  accrued  within  the  taxable  year  can  not  be  claimed  as  a 
deductible  expense. 

It  is  evident  from  the  values  placed  on  the  physical  equipment  of 
these  leases  under  estimates  made  by  the  taxpayer  that  the  capital 
simi  to  be  returned  on  the  investment  is  limited  to  the  value  oi  the 
physical  equipment  since  there  was  no  capital  outlay  for  the  oil  in 
these  properties  and  hence  no  basis  for  depletion. 

The  Committee  finds,  however,  that  owing  to  the  location  of  the 
properties  the  physical  improvements  thereon  are  subjected  to  depre- 
ciation from  sulpnur  water  in  coal  mines  in  the  immediate  vicinitv, 
which  sulphur  water  is  pumped  out  and  runs  into  the  various  creefis 
which  run  through  these  properties.  This  condition  is  abnormal 
and  the  Committee  is  of  the  opinion  that  the  claim  of  the  taxpayer 
for  at  least  10  per  cent  depreciation  should  be  allowed. 

It  is  accordingly  recommended,  in  the  case  of  the  M  Partnership, 
that  the  action  of  the  Income  Tax  Unit  in  allowing  only  2^x  dollars 
for  amortization  of  the  leasehold  properties  of  the  taxpayer  in  the 
taxable  year  1917  be  reversed  and  tnat  in  lieu  thereof  there  be  aUowed 
a  depreciation  of  10  per  cent,  based  on  original  cost  of  39x  dollars. 


Section  214(a)8,  Article  161:  Depreciation. 

"0  (See  44r-21~1894;  sec.  215,  art.  293.)    Depreciation  deductions  by 

lessor. 


I214(a)81  154 

Section    214(a)  8,    Abticle    162:  Depreciable  32-21-1761 

property.  A.  R.  R.  594 

(Also  Section  215,  Article  291.) 

Recommended  In  the  appeal  of  A,  United  States  Navy,  that  the 
action  of  the  Income  Tax  Unit  in  disallowing  a  deduction  claimed 
for  the  year  1917  to  cover  depreciation  in  tlie  vaiue  of  naval  uni- 
forms be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  A,  United 
States  Navy,  from  the  action  of  the  Income  Tax  Unit  in  disallowing 
a  deduction  for  the  year  1917  to  cover  depreciation  in  the  value  of 
naval  uniforms  and  equipment  owned  by  him. 

A,  in  support  of  his  contention  that  an  officer  of  the  United  States 
Navy  is  entitled,  under  the  provisions  of  the  Revenue  Act  of  1917, 
to  a  deduction  from  gross  income  to  cover  depreciation  in  the  value 
of  naval  uniforms  and  equipment,  submits  a  voluminous  brief,  a 
copy  of  "Uniform  Regulations,  United  States  Navy,"  revised  to 
January  15,  1917,  and  copies  of  Departmental  orders  prescribing 
changes  in  such  regulations.  The  Unit  apparently  bases  its  disallow- 
ance of  the  said  deduction  on  that  part  of  article  291  of  Regulation 
45,  which  reads: 

The  cost  of  the  equipment  of  an  Army  officer  to  the  extent  only  that  It  is 
specially  required  hy  his  profession  and  does  not  merely  take  the  place  of  arti- 
cles required  in  civilian  life  is  deductible.  Accordingly,  the  cost  of  a  sword  is 
an  allowable  deduction,  but  the  cost  of  a  uniform  is  not. 

An  examination  of  the  said  Uniform  Regulations  shows  that  the 
possession  by  a  naval  officer  of  each  style  ot  uniform  and  equipment 
prescribed  by  such  regulations,  except  such  as  have  been  discon- 
tinued by  Departmental  orders  amending  the  regulations,  is  neces- 
sary to  his  remaining  in  the  service.  These  regulations  specify  in 
minute  detail  the  particular  style  of  uniform  and  equipment  to  b^ 
worn  on  each  particular  occasion,  they  are  to  be  rigidly  enforced, 
and  admit  of  no  deviation. 

A  complete  clothing  equipment  of  a  commissioned  officer  in  the 
United  States  Navy  includes  special  full  dress,  full  dress,  dress,  even- 
ing full  dress,  evening  dress,  dinner  dress,  mess  dress,  undress,  and 
service  dress  uniforms.  The  Naval  Regulations  requirement  that 
an  officer  shall  provide  himself  with  a  complete  outfit  of  such  uni- 
forms and  their  accompanying  equipment  imposes  a  very  heavy  ex- 
pense upon  him,  and  A  contends  that  the  uniforms  prescribed  by 
the  Naval  Uniform  Regulations  do  not  take  the  place  of  civilian 
clothing;  and  he  further  contends  that  in  view  of  the  requirement 
that  a  naval  officer  shall  be  the  possessor  of  a  complete  outfit  of  the 
prescribed  uniforms,  such  uniforms  should  be  classed  as  business 
assets  and  their  possessor  granted  the  same  right  as  is  granted  to 
those  engaged  in  the  theatrical  profession  who  are  required  to  pur- 
chase theatrical  properties  and  costumes  to  be  used  exclusively  in 
the  production  of  a  play  and  which  are  not  adapted  for  occasional 
personal  use ;  that  is,  the  right  of  claiming  a  deduction  to  cover  de- 
preciation in  the  value  of  such  assets. 

While  there  may  be  a  certain  analogy  between  theatrical  costumes 
and  naval  uniforms,  the  latter  seem  to  fall  in  the  category  of  clothing. 
While  the  Naval  Uniform  Regulations  specify  the  occasions  upon 
which  each  of  the  prescribed  naval  uniforms  is  to  be  worn,  such 
regulations  do  not  prohibit  the  wearing  of  such  uniforms  upon  occa- 
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sions  which  are  not  of  an  official  character,  such  as  weddings,  Army 
post  and  naval  headquarters'  dances,  receptions,  etc.  On  such  occa- 
sions the  uniforms  worn  take  the  place  of  the  civilian  dress  suitable 
for  such  occasions.  The  resemblance  between  a  naval  uniform  and 
a  costume  used  exclusively  in  a  theatrical  business  and  the  occasion 
upon  which  each  is  worn  is  not  considered  so  close  as  to  justify  a 
ruling  that  the  cost  of  the  uniform  does  not  constitute  a  personal  or 
living  expense. 

In  view  of  the  foregoing  the  Committee  recommends  that  the 
action  of  the  Income  Tax  Unit  in  disallowing  a  deduction  claimed  by 
A  for  the  year  1917  to  cover  depreciation  in  the  value  of  naval 
uniforms  be  sustained. 


Section  2 14  (a)  8,  Article  162:  Depreciable  property. 

(See  36-21-1799;  sec.  214(a)  1,  art.  101.)     Title  abstract  plant. 


Section  214(a)  8,  Article  162:  Depreciable  property. 

(See  37-21-1810;  sec.  202,  art.  1561.)     Building  occupied  in  part 
as  residence  of  owner  and  rented  in  part  to  another. 


Section  214 (a) 8,  Article  162:  Depreciable  property. 

(See  49-21-1958;  sec.  214(a)  1,  art.  101.)  Automobile  required  to 
be  used  by  member  of  partnership  in  earning  share  of  partnership 
profits. 

Section  214 (a) 8,  Article  167:  Depreciation  27-21-1721 

of  patent  or  copyright.  O.  D.  966 

A  copvright  was  obtained  from  the  Government  in  1897,  and  the 
cost  of  the  same,  exclusive  of  the  value  of  the  author's  own  time  and 
labor,  was  approximateljr  16a?  dollars.  The  items  entering  into  this 
computation  are  cost  of  illustrations,  copvright  fees,  clerical  assist- 
ance, including  research  work,  stenographic  dictation  and  typing, 
and  traveling  expenses  of  the  author  and  his  secretary,  including  the 
salary  of  the  secretarv. 

The  following  method  has  been  suggested  by  the  author  for  de- 
termining the  value  of  the  copyright  on  March  1,  1913,  for  the  pur- 
pose of  computing  the  annual  depreciation  allowance  which  may  be 
claimed  in  the  author's  income  tax  returns : 

(1)  Determine  the  average  annual  net  royalties  received  from  the  copy- 
right for  the  years  prior  to  March  1.  1913. 

(2)  Assume  that  such  royalties  will  continue  for  the  remaining  life  of  the 
copyright;  and 

(3)  Fix  the  value  of  the  copyright  as  the  sum  required  to  purchase  an 
annuity  which  would  yield  annually  for  the  remaining  life  of  the  copyright  an 
amount  equal  to  the  average  net  royalties  therefrom. 

The  following  illustration  is  given  as  the  application  of  this 
method : 

The  textbook  was  copyrighted  In  1897.  The  royalties  received  from  this 
book  for  the  sixteen  years  between  1897  and  1918  amounted  to  16x  dollars,  an 
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average  of  x  dollars  for  each  year.  The  life  of  the  copyright  remaining  after 
March  1,  1913,  being  twelve  years,  its  value  on  that  date  is  fixed  at  Ix  dollars, 
the  amount  which,  according  to  the  table  in  an  almanac  of  1918,  would  be  re- 
quired to  purchase  an  annuity  yielding  x  dollars  per  annum  for  a  period  of 
twelve  years.  The  royalties  received  from  the  copyright  are  based  upon  sales 
of  the  book. 

Held,  that  the  result  obtained  by  the  method  suggested  is  not  an 
accurate  or  true  measure  of  the  value  of  the  copyright  as  of  March 
1,  1913.  The  author  has  assumed  that  the  average  annual  net  royal- 
ties which  he  will  receive  from  the  copyright  tor  the  period  from 
March  1,  1913,  to  the  time  it  will  expire  will  be  the  same  as  the 
royalties  received  prior  to  March  1,  1913.  There  is  nothing  in  the 
information  submitted  to  warrant  this  assumption.  The  cost  of  the 
annuity  used  in  the  illustration  is  based  upon  compound  interest  at 
7  per  cent.  To  assume  that  the  amount  of  the  average  yearly  royal- 
ties received  from  the  copyright  represents  a  like  return  on  its 
market  value  as  of  March  1,  1913,  is  purely  arbitrary. 

It  is  further  held  that  depreciation  of  a  patent  or  copyright  ac- 
quired prior  to  March  1,  1913,  can  be  taken  on  the  basis  of  the 
market  value  as  of  March  1,  1913,  only  when  affirmative  and  satis- 
factory evidence  of  such  value  is  offered,  and  in  the  absence  of  such 
evidence  the  depreciation  allowance  must  be  based  upon  the  cost. 
(See  Regulations  45,  article  167.) 

Held,  also,  that  in  view  of  the  foregoing  and  in  accordance  with 
article  167  of  Regulations  45,  the  annual  sulowance  for  depreciation 
of  the  copyright  should  be  computed  by  an  apportionment  of  the 
cost  of  the  copyright  over  its  life  since  its  grant,  and  such  cost  must 
be  limited  to  the  author's  actual  capital  outlay  in  securing  the  copy- 
right, including  the  actual  cost  to  the  author  of  producing  the  book 
covered  by  the  copyright,  but  not  including  any  amount  representing 
the  value  of  the  author's  own  time  and  labor. 


& 


Secttion  214(a)8,  Abticle  167 :  Depreciation  of  44-21-1893 

patent  or  copyright.  A.  R.  R.  520 

(Also  Section  326,  Article  851.) 

RBVBNUB  ACT  OF  1017. 

Recommended  in  the  appeal  of  the  M  Company  that  there  be 
allowed  as  a  deduction  from  gross  income  in  the  company's  1917 
return  a  depreciation  of  patent  rights  in  an  amount  which  bears 
the  same  ratio  to  the  established  cost  of  the  patent  rights  as  12 
months  (the  taxable  year)  bears  to  23.5  months  (the  total  period 
for  which  the  the  patent  rights  are  to  run ) ;  and  that  the  valuation 
assigned  to  such  asset  as  of  January  1,  1917,  for  invested  capital 
purposes  be  the  cost  of  the  asset,  x  dollars,  minus  depreciation 
for  one  and  one-half  months,  or  an  amount  not  in  excess  of  20 
per  cent  of  the  total  shares  of  stock  outstanding  on  March  3, 
1917,  measured  by  their  value  as  at  date  or  dates  of  Issue,  which-  ^ 

ever  Is  lower     (See  art  58,  Reg.  41.)  m§^. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Unit  in  making  certain  adjust* 
ments  respecting  the  valuation  of  patent  rights  for  the  purpose  of 
computing  invested  capital  and  respecting  the  basis  of  computing 
allowances  for  depreciation  of  such  rights. 
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The  records  in  the  case  indicate  that  patent  rights  were  accjuired 
November  — ,  1916,  extending  to  November  — ,  1918  (a  period  of 
23.5  months),  by  the  taxpayer  for  a  consideration  of  x  dollars  cash 
value  of  the  corporation's  capital  stock.  On  April  — ,  1917,  a  new 
right,  to  begin  November  — ,  1918,  and  extend  for  a  period  of  eight 
years  was  secured.  It  is  shown  that  the  new  right  extending  for 
the  additional  period  of  eight  years  was  given  to  the  corporation 
gratis.  Notwithstanding  the  receipt  of  the  new  right  which  became 
effeictive  November  — ,  1918,  the  corporation  continued  during  the 
year  1917  to  use  and  operate  under  the  first  right  acquired  as  afore- 
said. 

In  the  brief  submitted  by  the  taxpayer's  counsel  the  following 
matter  is  set  forth  with  respect  to  the  treatment  accorded  this  asset 
(patent  right)  in  the  preparation  of  income  and  excess  profits  tax 
reiturn  for  the  calendar  year  1917 : 

In  making  Its  income  tax  return  the  corporation  considered  claiming  **  de- 
preciation "  on  patent  rights  at  the  rate  of  12/23.5  per  year  during  the  entire 
year  1917  at  which  rate  in  fact  its  original  investment  should  be  amortized, 
but  in  a  spirit  of  willingness  to  stand  its  fair  share  of  war  taxation  it  con- 
ceived that  it  would  take  such  '*  depreciation  **  only  up  to  April  — ,  1917,  when 
the  new  right  was  received  and  thereafter  "depreciate"  on  the  basis  Uiat  at 
least  the  original  value  of  the  patent  right,  viz.,  w  dollars  had  been  restored 
and  "  depreciation  "  should  thereafter  be  claimed  upon  the  basis  of  a  life  from 
April  — ,  1917,  to  November  — ,  1926. 

With  reference  to  the  so-called  ** appreciation  of  patents"  the  corporation 
simply  conceived  that  the  gift  of  April  — ,  1917,  restored  the  original  value  and 
treated  the  gift  as  "  paid-in  surplus "  of  the  value  theretofore  lost  by  **  depre- 
ciation "  for  five  months  from  November  — ,  1916,  at  the  rate  of  1/23.5  of  cost 
per  month.  This  sum  averaged  over  the  year  made  an  invested  capital  increase 
of  l/6a?  dollars  which  was  claimed  and  U8e<l  as  an  element  in  computing  in- 
vested capital. 

In  the  audit  of  the  return  the  Income  Tax  Unit  insisted  that  de- 
preciation should  be  on  the  basis  of  the  original  cost  of  x  dollars 
spread  over  a  ten-year  life,  embracing  the  two  separate  periods  for 
which  rights  were  granted,  November  — ,  1916,  to  November  — ,  1926, 
and  accordingly  disallowed  all  depreciation  claimed  in  excess  of 
amounts  determined  on  that  basis. 

The  Unit  also  eliminated  from  invested  canital  such  depreciation 
as  had  been  claimed  by  the  taxpayer  from  November  — ,  1916,  to 
April  — ,  1917,  and  which  was  sought  to  be  restored  to  the  value  of 
the  asset  for  the  purpose  of  subsequent  depreciation  allowances. 

The  taxpayer  contends  that  the  method  adopted  by  it  in  treating 
this  asset  in  the  manner  heretofore  outlined  m  the  preparation  of 
its  income  tax  return  for  1917  was  both  equitable  and  correct  under 
the  law  and  regulations.  Action  contrary  to  this  contention  has  been 
taken  by  the  Unit  in  adjusting  the  corporation's  tax  liability,  and  it 
is  from  such  action  that  the  taxpayer  appeals. 

In  the  opinion  of  the  Committee,  both  the  taxpayer  and  the  Unit 
have  erred  in  this  matter.  It  is  evident  from  tne  foregoing  state- 
ments that  the  taxpayer  acquired  on  November  — ,  1916,  an  intan^ble 
asset  (patent  right)  to  extend  to  November  — ,  1918,  a  period  of  ap- 
proximately 23.5  months,  and  that  such  asset  was  acquired  for  a 
consideration  of  x  dollars  cash  value  of  the  company's  capital  stock 
at  that  date.  The  record  indicates  with  respect  to  the  stock  issue  of 
the  corporation  that  it  consisted  of  y  shares  of  no  par  value. 
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Article  58  of  Regulations  41,  pertaining  to  the  valuation  for  in- 
vested capital  purposes  of  intangible  property,  provides  in  part: 

Intangible  property  bona'  fide  purchased  prior  to  March  3,  1917,  with  stock 
having  no  par  value  may  be  included  in  invested  capital  at  a  value  not  ex- 
ceeding the  actual  cash  value  of  such  intangible  property  at  the  time  of  the 
purchase  and  in  an  amount  not  exceeding  twenty  per  cent  of  the  total  shares 
of  stock  outstanding  on  March  3,  1917,  measured  by  their  value  as  at  the  date 
or  dates  of  issue. 

There  is  nothing  in  the  record  which  indicates  the  method  by 
which  a  valuation  of  x  dollars  has  been  fixed  and  accepted  by  the 
Unit,  but  for  the  purpose  of  rendering  an  opinion  upon  the  point  at 
issue,  the  Committee  assumes  that  such  value  has  been  determined  in 
accordance  with  the  law  and  regulations  and  to  the  satisfaction  of  the 
Unit. 

Article  163  of  Begulations  45,  issued  under  the  Revenue  Act  of 
1918,  is  equally  applicable  under  the  Revenue  Act  of  1917.  This 
article  provides  in  part : 

If,  however,  an  intangible  asset  acquired  through  capital  outlay  is  known 
from  experience  to  be  of  value  in  the  business  for  only  a  limited  period,  the 
length  of  which  can  be  estimated  from  experience  with  reasonable  certainty, 
such  intangible  asset  may  be  the  subject  of  a  depreciation  aUowance,     *     *    *. 

In  the  determination  of  the  depreciation  allowance  which  may  be 
claimed  in  the  1917  return  of  tne  taxpayer,  two  factors  must  be 
known  and  are  apparent  in  the  record,  to  wit :  the  cost  of  the  asset, 
and  its  life,  as  determined  by  the  period  for  which  the  right  under 
which  the  company  operated  in  1917,  was  to  run. 

These  factors  as  shown  by  the  record  are :  cost  of  asset,  x  dollars ; 
and  life  of  asset,  23.5  months- 
It  is  the  opinion  of  the  Committee,  therefore,  that  the  depreciation 
allowance  to  which  the  taxpayer  is  entitled  for  the  calendar  year  1917 
is  an  amount  which  bears  the  same  ratio  to  x  dollars  as  twelve  months 
(the  taxable  year)  bears  to  23.5  months  (the  total  period  or  life  of 
the  asset). 

In  line  with  this  opinion  there  appears  to  be  no  question  as  to  the 
measure  of  value  which  may  be  assigned  to  the  asset  (patent  right) 
for  purposes  of  invested  capital  as  of  January  1,  1917,  which  neces- 
sarily must  be  x  dollars  minus  depreciation  for  one  and  one-half 
months  (November  —  to  December  31,  1916),  or  an  amount  not  in 
excess  or  20  per  cent  of  the  total  shares  of  stock  outstanding  on 
March  3,  1917,  measured  by  their  value  as  at  date  or  dates  of  issue, 
whichever  is  lower. 

It  is  recommended,  therefore,  in  the  appeal  of  the  M  Company 
that  there  be  allowed  as  a  deduction  from  gross  income  in  the  com- 
pany's 1917  return  a  depreciation  of  patent  rights  in  an  amount 
which  bears  the  same  ratio  to  the  established  cost  of  the  patent  rights, 
X  dollars,  as  12  months  (the  taxable  year)  bears  to  23.5  months  (the 
total  period  for  which  the  patent  rights  are  to  run) :  and  that  the 
valuation  assigned  to  such  asset  as  ot  January  1,  1917,  for  invested  ^ 

capital  purposes  be  the  cost  of  the  asset,  x  dollars  minus  depreciation  m^i 

for  one  and  one-half  months,  or  an  amount  not  in  excess  of  20  per 
cent  of  the  total  shares  of  stock  outstanding  on  March  3,  1917, 
measured  by  their  value  as  at  date  or  dates  of  issue,  whichever  is 
lower.     (See  art.  58,  Reg.  41.) 
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SECTION  214(a) 9.— DEDUCTIONS  ALLOWED: 

AMORTIZATION. 

Section  214  (a) 9,  Akticle  183:  Property  cost  45-21-1909 

of  which  may  be  amortized.  L.  0. 1074 

INCOME  TAX:  RDVENUE  ACT  OF  1918,  SECTION  214(a)9,  AND  SECTION  284(a)8. 
AMORTIZATION  CLAIMED  BY  RAILROAD  CONSIDERED. 

A  Claim  for  amortization  on  additional  facilities  which  were 
acquired  and  built  by  a  railroad  subsequent  to  April  6,  1917,  to 
meet  the  additional  demands  upon  such  road  arising  out  of  the 
prosecution  of  the  war  is  not  within  the  statute  and  must  be 
denied. 

There  has  been  presented  by  the  M  Railroad  Company  a  claim  for 
abatement  of  2ix  dollars,  corporation  income  tax  for  1918,  based  on 
two  items.  The  major  portion  of  the  claim  and  the  one  to  which 
attention  is  herein  directed,  relates  to  an  allowance  for  amortization 
of  certain  additional  property  acquired  and  built  by  the  railroad 
company  to  meet  the  unusual  demands  arising  out  of  the  war.  The 
facts  are  these: 

The  M  railroad  at  the  breaking^out  of  the  war  was  doing  a  normal 
business  for  a  road  of  its  size.  In  1915  certain  manufacturers  con- 
structed various  plants  in  the  vicinity  of  the  road.  It  is  stated  that 
the  only  outlet  for  the  productions  of  these  plants  was  the  M  railroad, 
and,  in  order  to  enable  the  road  adequately  to  handle  the  output  of 
such  plants,  as  well  as  to  transport  thousands  of  workers  to  and 
from  their  work,  it  was  necessary  for  it  to  provide  additional  facili- 
ties. From  the  year  1915  the  railroad's  expenditures  for  additional 
facilities,  consisting  of  tracks,  stations^  additions  to  stations,  loco- 
motives, and  passenger  cars  steadily  increased,  and  in  1917  they 
amounted  to  l^x  dollars,  which  was  increased  in  1918  by  an  ex- 
penditure of  ^Ix  dollars.  It  was  found  impossible  to  obtain  the 
services  of  the  O  company's  repair  shops,  and,  by  reason  of  the  re- 
fusal of  that  company  to  make  such  repairs,  it  became  necessary  for 
the  railroad  to  erect  certain  building  and  plants.  The  taxpayer 
calls  attention  to  the  fact  that  these  racilities,  necessitating  this  ad- 
ditional investment,  were  absolutely  necessary  in  the  prosecution  of 
the  war,  and  that  they  were  constructed  and  acquired  solely  for  war 
purposes.  As  a  consequence  the  road  contends  that  it  is  entitled  to 
a  large  deduction  based  on  an  amortization  allowance  on  these  ad- 
ditional facilities.  The  propriety  of  this  allowance  is  now  before 
the  Solicitor  for  review. 

Every  allowance  to  a  corporation  by  way  of  amortization  is  based 
on  section  234(a)  8  of  the  Revenue  Act  of  1918.  Under  the  provisions 
of  this  section  amortization  allowance  can  be  made  only  in  the  case 
of  buildings,  machinery,  equipment,  or  other  facilities  constructed, 
erected,  installed,  or  acquired  on  or  after  April  6,  1917  "  for  the  pro- 
diction  of  articles  contributing  to  the  prosecution  of  the  present 
war  and  in  the  case  of  vessels  constructed  or  acquired  on  or  after 
such  date  for  the  transportation  of  articles  or  men  contributing  to 
the  prosecution  of  the  present  war^^  The  question  involved  is 
whether  or  not  the  facilities  acquired,  constructed,  and  erected  by 
the  railroad  company  in  the  instant  case  are  such  as  to  bring  them 
within  the  provision  quoted  above. 

It  is  recognized  by  Congress  that  the  phraseology  used  in  the 
statute  in  regard  to  the  amortization  allowance  on  Duildings,  ma- 
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chinery,  eqiiipment,  and  war  facilities  is  not  sufficiently  .broad  to 
admit  of  an  allowance  of  facilities  used  for  transportation*  The  Act 
as  originally  passed  by  the  House  (H.  R.  12863),  in  respect  to 
amortization  (section  214(a)9,  section  234(a)8),  did  not  contain  the 
language  in  respect  to  ships  now  found  in  the  statute  but  provided 
for  the  allowance  in  the  following  language: 

In  the  case  of  buildings,  machinery,  equipment,  or.  other  fadUttee  constructed, 
erected,  installed,  or  acquired  on  or  after  April  e,  1917,  for  the  production  of 
articles  contributing  to  the  prosecution  of  the  war  there  may  be  allowed  a 
reasonable  deduction  for  the  amortization  or  such  part  of  the  cost  of  such 
facilities  as  has  been  borne  by  the  taxpayer,    ♦    ♦    ♦. 

In  the  report  of  the  Senate  Committee  on  Finance  dated  December 
6,  1918,  the  following  remarks  are  made  in  respect  to  amortization : 

In  the  paragraph  relating  to  amortization  allowance  (section  214(a)  and  sec- 
tion 234(a) 8),  it  was  feared  that  the  language  was  not  broad  enough  to  include 
vessels  cjevoted  to  war .  purposes,  and  provision  has  therefore  been  made  for 
amortization  allowance  in  the  case  of  vessels  constructed  or  acquired  on  or 
after  April  6,  1917,  for  the  traniE^rtation  of  articles  or  men  contributing  to  the 
prosecution  of  the  present  war. 

The  amendment  referred  to  in  the  Senate  committee  report  re- 
sulted in  the  existing  provisions  of  the  statute. 

Therefore,  Congress  recognized  that  the  language  used  in  the  first 
part  of  the  section  was  not  sufficient  to  embrace  transportation  facili- 
ties and  advisedly  broadened  the  section  only  in  so  xar  as  to  include 
ships. 

While  the  additional  facilities  purchased  by  the  M  Railroad  Com- 
pany enabled  it  to  meet  the  extraordinary  demands  occasioned  by 
the  war,  they  are  not  such  facilities  as  ma^  be  said  to  have  been  used 
for  the  production  of  munitions  manuractured  by  the  companies 
whose  plants  were  built  in  the  vicinity  of  its  right  of  way.  Trans- 
portation can  not  be  regarded  as  a  part  of  production  and  this  is 
evidently  the  construction  which  Congress  intended  should  be  put 
upon  the  statute. 

It  is  held  that  where  railroads  constructed  additional  track,  lines, 
sidings,  stations,  roundhouses,  and  repair  shops,  and  purchased  ad- 
ditional locomotives  and  cars  in  order  to  meet  the  demands  on  such 
roads  occasioned  by  the  war,  no  allowance  may  be  made  for  amorti- 
zation, as  those  facilities  do  not  fall  within  the  classes  enumerated  in 
section  234 (a) 8  of  the  Revenue  Act  of  1918.  The  entire  allowance 
for  amortization  claimed  by  the  M  Railroad  Company  should  there- 
fore be  denied. 

Cakl  a.  Mapes, 
Solicitor  of  Internal  Revenue. 


SECTION  214(a)  10.— DEDUCTIONS  ALLOWED: 

DEPLETION. 

Section  214  (a)  10,  Articlb  203:  Capital  re-  36-21-1801       A 

coverable  through  depletion  deductions  in  Sol.  Op.  118      ^^ 

the  case  of  lessee. 

INCOME  TAX— SECTION  234(a)9,  REVENUE  ACT  OF  1918. 

Where  a  taxpayer  made  claim  under  the  placer  mining  laws  to 
public  land,  which  was  withdrawn  by  Executive  order  prior  to  com- 
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pletion  o/ valid  location  (and  prior  to  Mar.  1,  1913),  and  later  (sub- 
sequent to  Mar.  1,  1913),  operated  the  land  under  agreement  with 
the  Secretary  of  the  Interior,  or  lease  iKom  the  Government,  he  is 
not  entitled  to  a  depletion  ^^ductiopr^ased  upon  the  value  of  his 
claim  as  of  March  1,  1913,  but,  undet  the  provisions  of  the  Revenue 
Act  of  1918,  he  is  entitled  to  a  depletion  deduction  btised  upon  the 
discovery  value  as  to  discoveries  made  subsequent  to  the  acquisition 
of  the  lease  or  leases  from  the  Government. 
Note  :  The  headnote  only  of  this  opinion  is  published. 


Section  214(a)  10,  Article  203:  Capital  recoverable 
through  depletion  deduction  in  the  case  of  lessee. 

(See  37-21-1818;  sec.  214(a)8,  art.  161.)  Oil  lease  paid  for  with 
borrowed  capital. 

Section  214 (a)  10,  Article  223:  Charges  to  capital  34-21-1781 

and  expense  in  the  case  of  oil  and  gas  wells.  O.  D.  1002 

The  M  Corporation,  a  holding  company,  files  a  consolidated  income 
tax  return  on  behalf  of  itself  and  its  subsidiary  companies.  During 
1920  it  developed  and  operated  through  its  agent  certain  oil  proper- 
ties. In  1920  it  formed  a  new  oil  company  to  which  it  transferred 
all  its  right,  title,  and  interest  in  and  to  any  oil  properties  which  it 
had,  including  leases  which  it  had  been  up  to  that  time  developing 
and  operating.  xA.ll  the  stock  of  the  new  company  is  owned  by  the 
M  Corporation.  It  will  include  the  operations  of  the  new  company 
in  the  consolidated  return  filed  by  it. 

The  M  Corporation  charged  as  an  operating  expense  the  expenses 
incurred  by  it  during  the  period  which  it  operated  the  leases,  while 
the  new"  company  has  decided  that  all  expenses  incurred  by  it  in  the 
development  of  the  property  and  leases  shall  be  capitalized  and  re- 
covered through  deductions  for  depletion  and  depreciation. 

The  question  raised  is  whether  the  subsidiary  company  is  bound 
under  article  223  of  Regulations  45,  by  the  election  of  the  holding 
corporation  in  the  treatment  of  its  expenses  incurred  in  connection 
with  the  exploration  and  development  of  the  above  oil  leases  and 
properties. 

Held,  that  as  the  M  Corporation  had  elected  to  charge  such  ex- 
penditures to  operating  expenses,  its  subsidiary  company,  the  entii^ 
stock  of  which  is  owned  by  the  holding  corporation,  is  bound  by  the 
election  of  the  parent  organization  and  must  charge  such  develop- 
ment and  exploration  expenses  made  by  it  in  connection  with  such 
oil  leases  and  properties  to  operating  expenses. 


^%     Section  214(a)  10,  Article  227:  Depletion  of  4G-21-1921 

"Sr         timber.  Sol.  Op.  124 

income  tax— DErLETION— section  214(a)10  AND  SECTION  234ra»0,  REVKNUK 

ACT  OP  1018. 

Where  a  lumber  company  in  good  faith  purchased  lands  from  a 
railroad  company  in  violation  of  the  grant  of  the  lands  to  the  rail- 
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road  under  an  Act  of  Congress  and  subsequently,  under  a  subsequent 
Act  of  Congress^  compromised  the  litigation  which  had  been  insti- 
tuted by  the  Umted  States  to  declare  a  forfeiture  of  said  lands  by 
reason  of  the  violation  of  the  provisos  of  the  grant,  it  did  not  there- 
by purchase  complete  title  from  the  (lovernment  but  only  such  title 
or  interest  as  remained  in  the  United  States,  nor  did  it  relinquish 
whatever  right,  title,  or  interest  it  had  acquired  from  the  railroad 
company.  By  proceeding,  under  the  Act  of  Congress  the  parties 
compromised  and  adjusted  their  differences  and  the  title  of  the 
lumber  company  to  the  lands  was  perfected  and  confirmed. 

On  March  1,  1913,  after  proceedings  had  been  instituted  under  the 
Act  of  Congress  to  compromise  the  litigation  between  the  United 
States  and  the  so-called  innocent  purchasers,  but  prior  to  the  issu- 
ance of  patents  for  the  land  involved  and  the  making  of  final  pay- 
ments therefor,  the  said  purchasers  had  such  an  interest  in  the  lands 
as  would  entitle  them  to  an  allowance  for  depletion.  The  value  of 
that  interest  on  the  basic  date  was  the  value  of  the  land  less  the 
amount  paid  to  the  Ignited  States  as  provided  by  the  Act. 

Note  :  The  headnote  only  of  this  opinion  is  published. 


SECTION   214(a)  11.— DEDUCTIONS    ALLOWED: 
•     CHARITABLE    CONTRIBUTIONS. 

Secttox  214 (a)  11,  Article  251:  Charitable  contributions. 

(See  45-21-1914;  sec.  320,  art.  801.)  Deduction  of  charitable  con- 
tributions by  partnership  in  computing  net  income  subject  to  excess- 
profits  tax.     (Revenue  Act  of  1917.) 


SECTION  2L4(a)  12.— DEDUC  TIONS  ALLOWED: 

LOSS  IN  INVENTORY. 

Section  214(a)    12,  Articxe  262:  Loss   from  81-21-1753 

rebates.  A.  R.  R.  590 

Reoominended,  In  tlie  appeal  of  the  M  Company  that  the  action 
of  tlie  Income  Tax  I'nit  in  denyinj?  a  claim  for  aliateuient  based 
upon  a  dtHluctiou  of  2^.1-  dollars  rebates  paid  in  1919  pursuant  to 
contracts  of  sale  entere<l  into  and  consummated  in  1918,  be  re- 
verse<l,  and  accordingly  that  the  taxpayer's  claim  for  a  deduction 
of  such  amount  in  Ids  191S  return  and  his  claim  for  abatement 
based  on  sucli  adjustment,  be  allowed. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  denying  the 
right  to  deduct  in  the  taxpayer's  1918  return  an  item  of  2^x  dollars 
re})resenting  rebates  paid  to  customers  in  1911)  on  bills  of  goods  sold 
in  1918. 

The  record  in  the  case  indicates  that  the  taxpayer  filed  a  tentative 
return  for  the  year  1918,  and,  subsequently,  under  date  of  June  — , 
1919,  filed  a  completed  return  accompanied  by  a  claim  for  abatement 
of  X  dollars,  such  claim  being  based  upon  a  deduction  of  2^x  dollars 
rebates  as  mentioned  above. 
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The  Unit  in  reviewing  the  claim  has  denied  same  and  in  this  con- 
nection makes  the  following  comment : 

The  inventory  section  rejected  the  claim  in  view  of  the  fact  that  tlie  taxpayer 
could  not  furnish  written  contracts  in  pursuance  of  which  the  rebates  were 
granted,  and  for  the  further  reason  that  such  rebates  were  given  as  a  regular 
business  practice. 

The  pertinent  facts  in  the  Instant  case  as  developed  from  an  examination 
made  by  an  auditor  of  the  Inventory  section  are  as  follows: 

1.  Except  in  isolated  cases,  no  written  contract  was  entere<l  Into  between  the 
taxpayer  and  its  customers,  guaranteeing  such  customers  against  any  decline 
in  price. 

2.  Rebates  were  granted  only  in  connection  with  one  product  and  the  price 
was  made  solely  to  meet  the  competition  of  other  firms  in  a  similar  line  of 
business. 

3.  Such  rebates  were  a  custom  of  the  trade  and  have  been  in  vogue  many 
years.  ' 

In  the  opinion  of  the  inventory  section,  this  claim  does  not  measure  up  to 
the  test  of  sections  214 (a)  12  and  234 (a)  14,  Revenue  Act  of  1918  (articles 
261  and  262,  Regulations  45),  as  there  is  no  evidence  of  any  written  contract 
or  agreement,  binding  on  the  taxpayer,  to  pay  such  rebates  to  their  customers, 
jtnd  that  these  rel)ates  were  not  to  reimburse  customers  for  price  reductions 
resulting  from  unusual  conditions. 

Since  the  "  loss  from  rebates "  is  so  closely  connected  with  the  subject  of 
"  loss  of  inventory  '*  in  section  214 (a)  12  of  the  Act,  it  is  construed  that  payments 
of  rebates  must  be  on  account  of  reductions  In  1919  from  market  prices  obtaining 
in  1918. 

Tlie  Inventory  section  contends  that  after  Congress  had  been  conv!nce<l  that 
some  relief  should  be  granted  on  account  of  losses  in  inventory,  resulting  in 
1919  from  reduction  of  1918  values,  another  group  pointed  out  that  they  had 
been  better  merchandisers  and  sold  goods  to  customers  at  top  prices,  but  If 
a  market  decline  developed  in  1919  they  would  be  in  the  position  of  having 
to  pay  their  customers  rebates  to  make  good  such  declines  in  order  to  hold  their 
business  and  good  wiU,  and  unless  they  were  granted  some  relief  they  would 
be  at  a  disadvantage.  It  appears,  then,  that  the  Act  was  so  worded  to  embody 
a  condition  of  this  kind  and  wisely  required  that  in  proof  of  such  a  claim  the 
taxpayer  would  have  to  show  •*  contract^." 

The  true  interpretation  of  the  relief  clause  seems  to  be  applicable  rather  to 
businesses  engaged  In  the  production  of  articles  necessarj'  to  the  prose<'ution 
of  the  \var,  the  cancellation  of  contracts  covering  such  work,  and  consequent 
granting  of  rebates  as  liquidated  damages. 

Certainly  there  appears  to  he  no  good  reasons  for  granting  the  claim  on  the 

follow^ing  grounds :  The  practice  of  granting  rebates  In  this  particular  industry 

had  been  in  vogue  for  many  years  prior  to  the  incidence  of  the  excess  profits 

tax  law  in  1918  and  section  214(a)  12  can  hardly  be  considered  to  cover  ordinary 

trade  customs.     If  so,  why  not  extend  it  to  cover  succeeding  taxable  years? 
*    *    * 

The  Unit,  further  discusses  its  reasons  for  denying  the  taxpayer's 
claim,  but  the  foregoing  miotation  serves  to  point  out  the  material 
grounds  upon  which  such  aenial  is  based. 

Section  214(a)  12  of  the  Revenue  Act  of  1918  provides  that: 

At  the  time  of  filing  return  for  the  taxable  year  1918  a  taxpayer  may  file  a 
claim  in  abatement,  based  on  the  fact  that  he  has  sustaine<l  a  substantial 
loss  ♦  ♦  ♦  from  the  actual  payment  after  the  close  of  such  taxable  year  of 
rebates  in  pursuance  of  contracts  entered  into  during  such  year  upon  sales 
made  during  such  year    *     ♦     ♦. 

Article  262  of  Keoriilations  45,  which  amplifies  and  explains  the 
above  statutory  provision,  reads  as  follows: 

Where  after  the  close  of  the  taxable  year  1018  rebates  have  been  bona  fide 
paid  In  pursuance  of  contracts  entered  into  during  such  year  uixni  sales  made 
during  such  year,  the  net  income  for  that  year  niMy  I>e  reduced  by  the  deduction 
of  the  amotmt  of  such  rebates  actually  paid.  Is'o  such  deduction  will  be  allowed 
unless  the  profits  from  such  sales  have  been  included  in  the  income  for  the 
taxable  year  1918. 
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I'^pon  careful  consideration  of  the  lan^age  used  in  the  statute 
and  article  262,  Regulations  45,  the  Committee  finds  itself  unable  to 
subscribe  to  the  view  expressed  by  the  Income  Tax  Unit  to  the  effect 
that  such  statutory  provision  contemplates  only  such  rebates  as  may 
be  paid  by  reason  of  unusual  conditions ;  and  that  the  true  interpreta- 
tion of  tne  relief  clause  is  applicable  to  businesses  engaged  in  the 
production  of  articles  necessary  to  the  prosecution  of  the  war.  The 
language  of  the  statute  is  entirely  clear  in  this  connection  and  pro- 
vides for  a  deduction  against  1918  sales  of  rebates  paid  in  1919  pur- 
suant to  such  contracts  of  sale  and  is  not  qualified  by  any  language 
to  the  effect  that  such  a  deduction  is  restricted  to  those  taxpayers 
engaged  in  the  production  of  articles  necessary  to  the  prosecution 
of  the  war  rather  than  to  all  taxpayers  who,  pursuant  to  any  agree- 
ments or  trade  customs,  paid  such  rebates  in  the  ordinary  course  of 
their  business. 

It  is  the  opinion  of  the  Committee,  therefore,  that  section  214 (a)  12 
of  the  Revenue  Act  of  1918  gives  to  any  and  all  taxpayers  the 
right  to  a  deduction  of  rebates  made  in  1919  pursuant  to  sales  con- 
tracts entered  into  and  consummated  in  1918. 

The  other  and  material  ground  upon  which  the  Unit  has  denied  the 
taxpayer's  claim  is  the  interpretation  by  the  Unit  of  the  language  of 
section  214(a)  12,  which  reads: 

*  *  ♦  In  ptirsnance  of  contracts  entered  into  during  such  year  upon  sales 
made  during  such  year.     *     *     * 

It  is  the  understanding  of  the  Committee  after  discussion  of  this 
point  with  the  chief  of  the  Inventory  Section  that  as  a  matter  of 
practice  in  the  Unit  rebates  are  allowed  only  in  the  event  that  they 
are  paid  pursuant  to  the  terms  of  a  ^critten  coyitract  wherein  there  is 
a  specific  provision  for  the  payment  of  such  rebates. 

The  question  then  before  the  Committee  in  the  instant  case  is 
whether  or  not  such  rebates  were  actually  paid  in  pursuance  of  con- 
tracts entered  into  during  the  year  1918  upon  sales  made  during  the 
year  1918. 

In  connection  with  the  question  as  to  the  existence  of  a  contract, 
the  taxpayer  by  its  attorneys  submits  that  up  to  a  time  subsequent  to 
the  close  of  the  year  ending  December  31,  1918,  it  was  for  a  number 
of  years  the  universal  practice  of  the  taxpaver  as  well  as  nearly  all, 
if  not  all,  of  other  companies  engaged  in  tKe  sale  of  the  particular 
products  to  sell  all  such  products  to  the  domestic  trade  on  the  basis 
of  what  has  been  for  years  known  as  a  "  guarantee  against  decline." 
The  guarantee  against  decline  is  merely  a  contract  of  sale  by  which 
the  vendor  contracts  to  rebate  to  the  vendee  an  amount  equal  to  the 
difference  in  the  sale  price  of  the  article  sold  and  any  price  to  which 
the  vendor  may  decline  the  price  in  the  future  on  all  such  stock 
originally  purchased,  and  which  shall  not  have  been  resold  or  con- 
sumed by  the  vendee  at  the  time  when  the  decline  in  price  occurs; 
also  that  all  domestic  sales  made  by  the  claimant  during  the  year 
ended  December  31,  1918,  were  made  on  such  contracts  of  sale,  and 
all  of  the  rebates  which  form  the  basis  of  this  claim  were  paid  in  dis- 
charge of  the  liability  of  the  taxpayer  on  such  contract  of  sale. 

With  respect  to  the  existence  of  such  contracts,  the  taxpayer  further 

submits : 

First.  All  salesmen  who  took  orders  for  the  sale  and  purchase  of  the  prod- 
ts  sold  by  tlie  claimant  company  during  the  year  ending  December  31,  1918, 
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were  instructed  to,  and  presumably  did,  agree  with  the  oustonier.s  orally  that 
such  rebates  would  be  made. 

In  this  connection  the  following  affidavit  has  been  submitted  by 
A,  sales  manager  of  the  M  Company : 

A  being  duly  swttrn,  deposes  and  says :  That  he  has  l>een  for  upwards  of  two 
years  last  past  the  sales  manager  of  the  M  Company.  Tliat  for  the  past  10  years 
deponent  lias  been  familiar  with  the  trade  customers  and  practices  of  all  of  the 
larger  concerns  selling  and  distributing  the  particular  pro<lucts  and  has  been  in 
charge  of  all  domestic  sales  of  said  products  for  the  ^I  Company  since  August, 
1918.  That  prior  to  1919  it  was  the  universal  trade  practice,  In  the  event  of  a 
decline  in  the  price  of  the  product,  to  rebate  to  all  customers  the  difference 
represented  by  the  decline  of  price  upon  all  unused  stocks  of  customers. 

That,  prior  to  August,  1919,  the  M  Company  followed  this  trade  practice 
and  all  salesmen  were  authorized  to,  and  did,  sell  the  particular  product 
expressly  subject  to  price-decline  rebate  on  all  unused  stocks  of  customers. 
That,  in  August,  1919,  deponent  causetl  to  be  sent  out  to  all  the  customers  of 
the  M  Company  a  circular  letter  stating  that  the  rebates  paid  to  customers 
would  be  limited  to  stocks  on  hand,  not  to  excee<l  50  days  and  not  to  excee<l  y 
cases  to  any  one  customer.  That  practically  all  of  its  competitors  modified 
the  rebate  agreement  with  their  customers  in  the  same  manner  during  1910. 
That,  during  1918  and  1919,  prices  declined  and  rebates  were  paid  by  the  M 
Company  on  some  or  all  of  its  brands  of  the  goods  on  the  following  dates, 
viz,  February,  March,  April,  3ilay,  and  June,  1918;  February,  March,  and 
April,  1919.  That  all  of  said  rebates  were  paid  by  the  M  Company  to  its 
cust()mers  because  of  its  express  or  implied  promise  so  to  do,  made  at  the 
time  of  sale  of  the  goods  rebated  upon. 

That  deponent  freiiuently  instructed  his  salesmen  throughout  the  country 
to  call  the  attention  of  their  customers  to  the  M  Company's  guaranty  that 
it  would  protect  them  against  price  declines  and  authorized  them  to  make 
their  sales  expressly  subject  to  said  guaranty.  That  deponent  is  informed 
and  believes  that  in  accordance  with  his  instructions  the  said  salesmen  fre- 
quently used  said  guaranty  as  an  argument  to  the  customers  to  provide 
themselves  with  ample  stocks. 

That  deponent  in  the  pursuance  of  his  duties  as  a  sales  manager  keeps 
himself  informed  of  the  movements  of  all  competitors  of  the  M  Company, 
and  therefore  knows  that  the  practice  of  the  M  Company,  above  referred  to 
with  reference  to  rebates,  is  the  uniform  practice  of  the  particular  trade,  and 
that  all  of  the  larger  concerns  selling  this  product  in  the  United  States  an- 
nounce a  similar  practice  to  their  customers  and  pay  their  rebates  thereof 
in  the  same  manner  and  usually  at  about  the  same  times  that  the  M  Company 
pays  them. 

That  deponent  is  informed  and  believes  that  announcements  were  sent  out 
to  all  of  the  respective  customers  of  said  concerns  at  or  about  the  time  of 
the  dates  there(3n,  and  that  in  pursuance  thereof  said  concerns  actually  did 
pay  the  rebates  to  their  customers  therein  guaranteed  to  be  paid. 

That,  from  deponent's  experience  of  over  10  years  In  the  sale  of  the  par- 
ticular products,  he  can  confidently  say  that  it  would  be  ruinous  to  the 
business  of  any  company  selling  the  particular  products  to  refuse  to  guarantee 
its  customers  against  price  declines  so  long  as  it  remained  the  practice  of 
other  reputable  concerns  in  the  trade. 

The  taxpayer  further  contends  as  follows : 

Irrespective  of  whether  or  not  oral  contracts  were  actually  entered  into  ir 
every  case,  it  was  the  universal  custom  of  the  company  to  make  these  rebates, 
and  this  universal  custom  was  so  thoroughly  published  as  to  make  it  a  pari 
of  each  contract  of  sale  entered  into  by  the  claimant.     *     ♦     * 

This  custom  was  recognized  by  the  company  to  create  an  obligation  which 
went  with  every  contract  of  sale.  This  is  evidenced  from  the  fact  that  the 
company  considered  it  necessary  to  serve  notice  on  all  of  its  customers  and  the 

trade  in  general  when  on  August ,  1919,  it  wished  to  limit  its  guarantee 

against  decline  to  a  maximum  period  of  time  and  a  maximum  quantity  of 
goods.     *     *     * 

The  contracts  for  the  sale  of  goods  in  which  agreements  for  rebates  were 
made  are  not  in  writing.  Memorandums  of  sale  were  of  course  made  accord- 
ing to  the  commercial  cust(mi  on  order  blanks,  but  these  order  blanks  did  not 
contain,  nor  did  they  purport  to  contain,  all  of  the  conditions  of  the  sale. 
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With  i^gard  to  the  fact  that  contracts  were  not  made  in  writing, 
the  taxpayer  contends  that  it  is  a  well-settled  principle  of  law  that : 

When  the  whole  of  a  contract  has  not  l)een  rwluced  to  writing  such  a  con- 
tract in  its  entirety  is  to  be  regarded  as  a  parol  contract  subject  to  aU  the 
incidents  of  purely  parol  contracts.    Evans  v.  Schoonmaker,  2  App.  (D.  C.). 

The  taxpayer  contends  that  there  were  in  existence  oral  or  parol 
contracts  with  respect  to  each  sale  of  goods  in  1918  and  the  agree- 
ment to  rebate  under  the  conditions  hereintefore  outlined. 

In  further  support  of  the  existence  of  contracts,  the  taxpayer 
through  its  representatives  has  cited  the  following  authorities : 

Robinson  v.  United  States,  13  WalL  363,  page  366.  The  court  in  this  case 
held  that : 

"  Parties  who  contract  on  a  subject  matter  concerning  which  known  usages 
prevail  by  implication  incorporate  them  into  their  agreements  if  nothing  is 
said  to  the  contra  r>\" 

In  Smith  v.  Wright,  1  Calues  43,  the  following  principle  is  laid  down: 

"  The  true  test  of  commercial  usage  Is  its  having  existed  long  enough  to 
become  generally  known  and  to  warrant  a  presumption  that  contracts  are 
made  in  reference  to  it" 

Bliven  v.  New  England  Screw  Company,  23  How.  420,  page  431,  the  court  in 
this  case  held  that: 

"  Customary  rights  and  incidents,  universally  attached  to  the  subject  matter 
of  a  contract  in  the  place  where  it  was  made,  are  impUedly  annexed  to  the 
language  and  terms  of  the  contract,  unless  the  custom  is  particularly  and 
expressly  excluded.  Parol  evidence  of  custom,  consequently,  is  generally  ad- 
missible to  enable  the  court  to  arrive  at  the  real  meaning  of  the  parties,  who 
are  naturally  presumed  to  have  contracted  in  conformity  with  the  law  of 
established  usages  ♦  ♦  ♦  many  of  their  orders  thus  given  at  short  intervals 
had  been  expressly  accepted  to  be  filled  In  turn  or  in  course,  and  the  correspond- 
ence plainly  showed  that  the  plaintiffs  well  knew  what  was  meant  by  those  terma 
Evidence  to  prove  that  orders  had  been  taken  up  in  turn  and  filled  in  proportion 
to  the  orders  given  by  other  customers  was  therefore  admissible  in  order  to 
show  that  the  defendants  had  fulfilled  their  contract  and  done  no  injustice 
to  the  plaintiff ;  and  it  is  equally  clear  that  evidence  to  show  what  had  been  a 
usage  of  the  defendant's  business  was  also  admissible,  because  that  usage 
constituted  an  essential  part  of  the  several  contracts  which  were  the  subject  of 
controversy." 

In  further  substantiation  of  the  fact  that  the  agreement  upon  sales 
to  rebate  as  hereinbefore  outlined  was  a  consideration  entering  into 
the  purchase  by  a  vendee,  the  taxpayer  has  submitted  several  affidavits 
from  consumei-s  and  purchasers  of  their  products.  These  several 
affidavits  are  practically  the  same  in  substance,  and  for  that  reason 
but  one  of  them  is  quoted  here : 

I, ,  being  first  duly  sworn,  on  oath  depose  and  say  that  I  am  a  whole- 
saler and  have  engaged  in  or  connected  with  tlie  wholesale  business  for  32 
years;  that  I  am  owner  of  the  O  Company,  whicli  has  an  invested  capital  of 
Sij*  dollars;  that  I  have  been  familiar  with  the  sales  methods  of  manufacturers 
of  the  particular  product  for  32  years;  that  to  my  knowle«lge  the  practice  of 
guaranteeing  to  the  purchaser  of  this  product  a  rebate  on  stock  on  hand  on  the 
decline  in  the  manufacturer's  price  has  existed  for  more  than  10  years ;  that  I 
have  purchased  this  product  from  the  M  Company  and  from  its  predecessors 
for  more  than  10  years ;  that  all  i^urchases  of  this  product  in  the  year  of  1918 
from  the  M  Company  and  prior  thereto  from  any  or  all  of  these  companies  were 
made  by  me  or  my  company  upon  agreement  expressed  by  salesmen  of  these 
companies  or  by  the  comiMiny  or  companies ;  that  these  manufacturers  guaran- 
teed to  rebate  the  amount  of  decline  on  stock  on  hand  in  the  event  of  a  decline 
in  price ;  that  this  guaranty  was  one  of  the  terms  of  every  sale  of  the  product 
made  to  me  in  the  year  1918  by  the  M  Company  and  that  because  of  the  custom 
in  universal  practice  of  making  this  a  term  an<l  crmdition  of  sale,  I  would  not 
have  made  purchases  from  the  M  Company  in  1918  had  not  that  company  made 
the  guaranty  against  decline  one  of  tlie  considerations  for  the  sale. 
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After  careful  consideration  of  the  foregoing  arguments  and  afTi- 
davits,  the  Committee  is  of  the  opinion  that  sufficient  evidence  has 
been  submitted  to  show  the  existence  of  oral  contracts  in  pursuance 
of  which  the  rebate  payments  in  question  were  made.  It  appears 
to  the  Committee  that  it  has  been  established  as  a  fact  that  there  ex- 
isted in  the  trade  a  usage  or  custom  of  paying  rebates  on  decline 
which  has  become  so  general  and  so  thoroughly  established  as  to  be 
beyond  doubt  one  of  the  conditions  of  every  contract  for  sale  entered 
into  by  the  taxpajrer  during  the  taxable  year  1918. 

It  is  also  the  opinion  of  the  Committee  that  the  authorities  herein- 
before cited  are  conclusive  to  the  effect  that  an  oral  contract  or  a 
contract  implied  from  past  dealings  of  the  taxpayer  and  from  the 
usages  and  customs  of  the  trade  in  general  can  not  but  be  interpreted 
as  included  in  the  scope  of  the  word  "  contract "  as  used  in  section 
214(a)  12,  Revenue  Act  of  1918;  further,  that  the  rebate  payments  in 
quiBstion,  having  been  made  in  discharge  of  these  actual  contractual 
liabilities  which  the  taxpayer  could  not  escape,  constituted  the  pay- 
ment of  "  rebates  in  pursuance  of  contracts  entered  into  "  during  the 
taxable  year  1918. 

Therefore,  it  is  recommended  in  the  appeal  of  the  M  Company 
that  the  action  of  the  Income  Tax  Unit  in  denying  a  claim  for  abate- 
ment based  upon  a  deduction  of  2Ja?  dollars  reoates  paid  in  1919  pur- 
suant to  contracts  of  sale  entered  into  and  consummated  in  1918,  be 
reversed,  and  accordingly  that  the  taxpayer's  claim  for  a  deduction 
of  such  amount  in  his  1918  return  and  his  claim  for  abatement  based 
on  such  adjustment^  be  allowed. 


Sbotion  214(a)12,  Article  262:  Loss  from  31-21-1754 

rebates.  A.  R.  M.  136 

REVENUE  ACT  OF  1917. 

Held,  that  the  claim  of  the  M  Company  for  abatement  of  3j? 
dollars,  taxes  assessed  under  sbitemeiit  of  Income  as  originally  re- 
turned, should  be  denied  by  the  Income  Tax  Unit  for  the  reason 
that  rebates  allowed  In  the  year  1918  on  shipments  made  In  1917 
were  oontinpent  losses  and,  therefore,  only  de<hictible  when  defi- 
nitely determined  as  the  result  of  a  closed  or  completed  transaction. 

The  Committee  has  had  under  consideration  the  request  for  an 
expression  of  opinion  whether  certain  rebates  made  to  jobbers  in  the 
year  1918  on  sales  made  in  the  year  1917  by  the  M  Company  are  de- 
ductible from  gross  income  in  the  year  1917  or  in  the  year  1918. 

The  M  Company,  in  the  year  19i7,  according  to  established  practice, 
notified  its  jobbers  that  all  shipments  made  in  the  year  1917  were 
subject  to  reduction  in  invoice  to  be  determined  by  any  decline  in 
market  price  at  any  time  before  a  particular  purchase  was  sold  by 
the  purchaser.  It  was  understood  that  when  a  decline  in  the  market 
.^  was  established  the  jobber  would  inventory  his  stock  on  hand  and  give 
'1J  notice  of  same  to  the  M  Company,  which  company  would  rebate  to 
the  jobber  on  basis  of  the  decline  in  market,  thereby  insuring  the 
jobber  full  protection  under  competitive  conditions. 

In  1918  this  corporation  filed  its  tax  return,  reporting  net  income 
iOx  dollars.  In  June,  1918,  it  filed  an  amended  return  reporting  its 
net  income  at  35a?  dollars,  and  this  amended  return  was  supported  by 
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a  claim  for  the  abatement  of  »V  dollars,  corporation  income  and  excess 
profits  taxes  for  the  year  1917  based  on  this  reduction  in  net  income 
of  i)x  dollars.  A  schedule  was  submitted  with  the  claim  showing  re- 
bates aggregating  ox  dollars  made  in  the  year  1918  on  sales  made  in 
1917.  That  the  company  anticipated  sucli  rebates  to  be  made  in  1918  is 
shown  by  a  reserve  for  x  dollars  appearing  on  its  balance  sheet  as  of 
Deceml)er  31,  1917.  It  would  appear  from  the  files  before  the  Com- 
mittee that  to  the  extent  of  this  accrual  a  deduction  from  gross  income 
has  been  allowed  by  the  Income  Tax  ITnit  for  the  year  1917  and  the 
same  is  not  now  included  in  the  deduction  covered  by  claim  in  abate- 
ment amounting  to  ^x  dollars. 

The  taxpayer,  in  submitting  the  case  to  the  Income  Tax  Unit,  con- 
tends that  the  Government  must,  for  taxation  purposes,  determine 
the  true  net  income  of  a  corporation  within  the  definite  taxable 
j)eriod,  and  that  it  can  not  fail  to  take  into  consideration  the  obli- 
gations incurred  under  its  agreements  with  brokers,  which  agree- 
ments are  binding  and  enforceable  by  the  jobbers  upon  the  happening 
of  decline  in  market  price.  Otherwise,  it  is  contended  the  true  net 
income  of  the  corporation  for  the  taxable  period  in  question  is  not 
accurately  determined. 

It  is  stated  by  the  taxpayer  that  during  the  latter  part  of  1917  the 
j}rice  of  its  pro<iuct  was  an  unprecedented  one,  the  normal  price  being 
a  little  more  than  one-half  that  price.  The  taxpayer  further  states 
that  the  usual  time  for  decline  in  the  price  of  its  product  is  during 
the  first  months  of  the  year,  and  the  likelihood  of  such  a  decline  in 
Februarv  and  March  is  well  known  to  those  connected  with  tlie  trade. 
It  is  stated  that  one  of  the  reasons  for  this  is  that  the  production  of 
the  raw  material  begins  to  increase  in  the  month  of  March.  It  is 
contended  that  the  true  net  income  of  the  corporation  for  the  year 
1917  can  not  be  stated  without  taking  these  conditions  into  consider- 
ation and  the  company  should,  therefore,  be  allowed  to  reduce  its 
taxable  income  for  the  year  1917  by  the  rebates  made  in  1918  on  1917 
i-hipments. 

It  is  assumed  the  accounting  practice  of  this  taxpayer  is  to  set  up 
an  account  receivable  for  full  amount  of  invoice  at  date  of  shipment. 
If  full  payment  is  made  on  this  invoice  it  is  a  closed  transaction,  and 
a  rebate  ^subsequently  made  is  the  result  of  the  happening  of  a  con- 
tingency.* It  is  further  assumed  that  if  the  full  amount  of  the  original 
invoice  has  not  been  paid  that  the  balance  equivalent  to  such  recog- 
nised rebate  is  an  uncollectible  account  dehnitely  ascertained  and 
determined. 

The  Revenue  Act  of  1910,  under  section  13(d),  provides  as  follows: 

A  corporation,  joint-stock  comimny  or  association,  or  insurance  company 
keeping  accoants  upon  any  basis  otlier  tlian  tliat  of  actual  receipts  and  disburse- 
ments, unless  such  other  basis  does  not  clearly  reflect  its  income,  may.  subject, 
to  repnilatioiis  made  by  the  Conmiissioner  of  Internal  Revenue,  with  the  ap- 
proval of  the  Secretary  of  the  Treasury,  make  its  return  upon  the  basis  upon 
which  its  accounts  are  l^ept,  in  which  case  the  tax  shall  be  computjed  upon  its 
income  as  so  returned. 

This  basis  of  accrual  is  further  recognized  in  Treasury  Decision 
2483  (not  in  bulletin  service)  issued  January  8,  1917,  but  this  Treas- 
ury Decision  provides  that: 

The  reserves  contemplated  by  the  forepoing  ruling  are  those  reserves  only 
which  are  set  up  to  meet  scmie  actual  liability  incurrefl,  the  amount  necessary 
'^  discharge  which  can  not  at  the  time  be  definitely  determinetl,  and  do  not 
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oontemplate  reserves  to  meet  losses  contingent  upon  shrinkage  in  values,  losses 
from  bad  debts,  capital  investments,  etc.,  which  losses  are  deductible  only  when 
definitely  determined  as  the  result  of  a  closed  or  completed  transaction  and 
are  charged  off. 

In  the  instant  case  not  only  did  the  taxpayer  fail  to  accrue  a  re- 
serve approximating  the  amount  of  deductible  income  now  claimed, 
namely,  5j?  dollars,  but  the  deduction,  even  if  accrued,  could  not  be 
allowed  because  of  its  contingent  nature  until  definitely  determined 
as  the  result  of  a  closed  or  completed  transaction.  This  principle 
is  generally  recognized  in  the  income-tax  law.  In  the  1918  Kevenue 
Act,  however,  under  section  514 (a)  12,  express  provision  is  made  foi; 
such  rebate  allowances,  but  by  the  terms  of  the  Act  the  deduction  is 
limited  to  "  actual  payment  after  the  close  of  such  taxable  year  of 
rebates  in  pursuance  of  contracts  entered  into  during  such  year  upon 
sales  made  during  such  year."  This  is  a  remedial  provision  which  is 
not  written  into  the  Revenue  Act  of  1916,  as  amended. 

The  Committee  is  accordingly  of  the  opinion  that  the  claim  of  the 
M  Company  for  abatement  of  3aj  dollars,  taxes  assessed  under  state- 
ment 01  income  as  originally  returned,  should  be  denied  by  ,the 
Income  Tax  Unit  for  the  reason  that  rebates  allowed  in  the  year  1918 
on  shifjments  made  in  1917  were  contingent  losses  and,  therefore,  only 
deductible  when  definitely  determined  as  the  result  of  a  closed  or 
completed  transaction, 

Sectiox  214(a)  12,  Article  267:  Disposition  of  •         30-21-1745 

claims.  A.  K.  R.  554 

Recommended  that  the  action  of  the  Income  Tax  Unit  in  reject- 
ing a  claim  for  abatement  of  1918  taxes  filed  by  the  M  (Company 
on  account  of  reduction  in  inventory  values,  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  rejecting  that 
company's  claim  for  an  inventory  loss  of  3^^?  dollars  for  the  year 
1918  and- abatement  of  2^0?  dollars  taxes  assessed  for  that  year. 

The  records  in  the  case  show  that  the  December  31,  1918,  merchan- 
dise inventory  of  the  M  Company,  engaged  in  the  manufacture  and 
sale  of  certain  merchandise,  was  taken  at  "  cost  or  market  whichever 
was  lower  "  and  amounted  to  102ic  dollars.  The  company's  tax  re- 
turn for  the  calendar  year  ended  December  31, 1918,  showea  a  taxable 
.net  income  of  25a?  dollars  and  a  total  tax  of  V)\x  dollars.  In  April, 
1919,  the  taxpayer  filed  a  claim  under  section  234(a)  14  of  the  Revenue 
Act  of  1918  for  the  abatement  of  2^a?  dollars  taxes  assessed  for  the 
year  1918  on  account  of  a  reduction  of  inventory  values  amounting 
to  3^a?  dollars. 

The  said  claim  was  placed  in  the  hands  of  a  field  agent  for  investi- 
gation, and  under  date  of  November  — ,  1920,  he  reported,  in  part, 
as  follows: 

A  stated  in  the  presence  of  B  and  of  the  examiners  that  he  had  not  sustained 
a  net  loss  in  the  disposition  of  the  entire  Inventory.  The  examiners  draw  par- 
ticular attention  to  this  statement  of  A,  as  the  representative  of  the  accounting 
firm  employed  by  the  taxpayer  in  the  second  conference  held  with  him  In  order 
that  he  might  present  proofs  in  favor  of  his  client,  gave  the  examiners  a  contrary 
answer  to  this  statement.  The  representative's  furtlier  statement  was  that  to 
show  disposition  of  the  inventory  in  its  entirety  would  be  impossible.  At  the 
second  conference  the  representative  was  again  informed,  of  the  requirements 
relative  to  sljowii  g  the  disposition  of  the  entire  inventory  and  given  ample  tin- 
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in  which  he  attempt  the  preparation  of  such  data.  It  Is  therefore  recommended 
that  this  claim  be  rejected    •     ♦     ♦. 

The  Income  Tax  Unit  apparently  acted  upon  the  recommendation 
of  the  field  agent  and  rejected  the  claim  in  its  entirety  as  not  having 
been  satisfactorily  established.  It  is  from  this  action  that  the  tax- 
payer now  appeals. 

The  said  claim  for  abatement  was  filed  under  the  provisions  of 
section  234(a)  14  of  the  Revenue  Act  of  1918  which  reads,  in  part, 
as  follows: 

At  the  time  of  filing  return  for  the  taxable  year  1918  the  taxpayer  may  file 
«  claim  in  abatement  based  on  the  fact  that  he  has  sustained  a  substantial  loss 
(whether  or  not  actuaUy  realised  by  sale  or  other  disposition),  resulting  from 
any  material  reduction  (not  due  to  teniiK)rar>'  fluctuation),  of  the  value  of  tlie 
Inventory  for  such  taxable  year  ♦  ♦  ♦.  if  it  is  shown  to  the  satisfaction  of 
the  CJomniissioner  that  such  substantial  loss  has  been  sustained,  then  in  com- 
puting the  taxes  imposed  by  this  title  and  by  Title  III  the  amount  of  such 
loss  shall  be  deducted  from  the  net  income.     *     ♦     ♦ 

Article  263  of  Regulations  45  provides  that — 

Inventory  losses  are  allowable  either  (a)  where  goods  included  In  an  in- 
ventory at  the  end  of  the  taxable  year  1918  have  been  sold  at  a  loss  during 
the  succeeding  taxable  year,  or  <b)  where  such  goods  remain  unsold  through- 
out the  taxable  year  1919  and  at  its  close  have  a  then  market  value  (not  re- 
sulting from  a  temporary  fluctuation),  materially  below  the  value  at  which 
they  were  inventoried  at  the  end  of  the  taxable  year  1918. 

Article  267  of  Reflations  45  provides  that  in  order  to  satis- 
factorily establish  a  claim  for  loss  in  inventory  the  taxpayer  shall — 

submit  to  the  Commissioner  a  descriptive  statement  showing  the  quantity  and 
kind  of  all  goods  included  in  the  1918  inventory  which  have  been  (a)  sold  at 
a  loss  in  the  taxable  year  1919,  (b)  sold  at  a  profit  during  the  taxable  year 
1919.  or  (c)  not  sold  or  otherwise  disposed  of  during  the  taxable  year  1919, 
together  with  such  other  information  in  respect  of  such  goods  as  the  Com- 
missioner may  require. 

In  the  instant  case  none  of  these  requirements  have  been  met.  The 
taxpayer  in  its  letter  of  December  — ,  1920,  states: 

The  war  material  inventory,  listed  in  our  claim,  covered  less  than  twenty 
per  cent  of  our  entire  stock  on  hand  December  31,  1918.  This  material  was 
disposed  of  at  a  greater  loss  than  shown  in  the  claim,  since  our  claim  did 
not  cover  cost  of  selling,  but  merely  reduced  market  price.  Most  of  the  ma- 
terial proved  to  be  obsolete  stock  after  the  war,  and  was  hard  to  dispose  of 
at  any  price.  We  believe  that  a  heavy  loss  must  have  occurred  on  this  remain- 
ing eighty  per  cent  of  the  stock  on  hand  December  31st,  1918,  but  at  this  late 
date,  can  not  make  a  separation  between  the  cost  of  new  and  old  materials 
manufactured  on  this  remaining  stock. 

The  total  merchandise  inventory  of  the  taxpayer  as  of  December 
31,  1918,  taken  at  cost  or  market,  whichever  was  lower,  amounted  to 
102.Z?  dollars.  The  claim  as  filed  covers  only  nine  items  of  a  certain 
land  of  goods,  the  inventory  value  of  which,  as  of  December  31, 1918, 
was  approximately  19x  dollars,  which  value  it  is  claimed  had  shrunk 
^x  dollars  by  May  — ,  1919.  The  goods  listed  in  this  claim  do  not 
amount  to  twentv  per  cent  of  the  total  inventory.  ^ 

In  a  brief  filed  in  behalf  of  the  taxpayer  it  is  stated  that  prices  of  W 
certain  material  used  by  the  taxpayer  in  the  manufacture  of  its 
products  showed  an  upward  tendency  during  1918,  when  the  apex 
of  war  prices  was  reached  in  November^  1918,  and  immediately  there- 
after prices  began  to  decline  and  continued  to  decline  until  March, 
1919,  after  which  time  they  began  to  rise  and  continued  to  rise  until 
't  the  end  of  1919  such  prices  were  considerably  higher  than  any  price 
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obtainable  during  the  war.  It  is  further  stated  in  this  brief  that 
"  during  the  first  one-half  of  1919,  27ix  dollars  worth  of  the  kind  of 
goods  above  referred  to  were  sacrificed  by  this  company  on  a  declin- 
ing market  during  that  period.  These  goods  were  sold  almost 
entirely  from  stock  inventoried  on  December  31,  1918"  (the  total  of 
that  inventory  being  102a?  dollars).  It  is  stated  that  through  the 
sale  of  this  kind  of  goods  and  the  sale  of  manufactured  goods,  about 
ninetv  per  cent  of  the  December  31,  1918,  inventory  had  been  dis- 
posea  ot  by  December  31.  1919,  and  that  at  the  end  oi  1920  there  still 
remained  Jo?  dollars  of  tne  1918  inventory  items  unused  and  unsold. 
In  Office  Decision  186  (C.  B.  1,  p.  154)  it  was  held  that  : 

Claims  for  losses  in  inventories  of  tlie  taxable  year  1918  are  to  embrace  all 
items  of  the  taxpayer's  inventories,  so  tliat  gains  made  In  any  sales  of  certala 
items  or  classes  of  goods  will  be  used  to  offset  losses  in  others  and  the  net 
result  as  to  the  entire  inventory  determined.  If  the  ftnal  computation  shows  a 
net  gain  over  all  inventory  items  sold,  no  claim  for  loss  in  any  particular  item 
or  items  will  be  sustained. 

Regulations  45  clearly  require  a  statement  showing  the  disposition 
of  all  the  inventory  and.  the  regulations  conform  to  the  statute  which 
speaks  of  the  inventory.  Where  the  term  "  inventory  "  is  used  with- 
out qualification  it  means  the  inventory  as  a  whole  and  not  merely 
some  part  of  the  goods  included  in  the  inventory. 

In  the  instant  case  no  statement  showing  the  disposition  of  all  the 
December  31,  1918,  inventory  has  been  submitted,  and  the  taxpayer 
indicates  that  such  a  statement  can  not  now  be  compiled.  Such  oemg 
the  case  it  does  not  appear  possible  for  the  taxpayer  to  satisfactorily 
establish  the  fact  that  upon  a  complete  disposition  of  the  1918  inven- 
tory a  net  loss  was  sustained,  and  according  to  the  statement  made  by 
A  to  the  examining  officers,  the  disposition  of  the  entire  inventory  did 
not  result  in  a  net  loss. 

In  view,  therefore,  of  the  fact  that  the  records  in  the  case  do  not 
show  conclusively  that  an  inventory  loss  of  3Ja?  dollars  has  been  sus- 
tained as  claimed,  the  Committee  recommends  that  the  action  of  the 
Income  Tax  Unit  in  disallowing  the  claim  of  the  M  Company  for 
abatement  of  2ix  dollars  taxes  for  1918  be  sustained. 


SECTION  215.— ITEMS  NOT  DEDUCTIBLE. 

Section  215,  Akticle  291 :  Personal  and  family  31-21-1755 

expenses.  '  O.  D.  984 

Expenses  incurred  by  doctors  in  taking  post-graduate  courses  are 
deemed  to  be  in  the  nature  of  personal  expenses  and  not  deductible. 


Sectiox  215,  Article  291 :  Personal  and  family  expenses. 

{See  32-21-1761;   sec.   214(a)8,  ait.   162.)     Uniforms  of  naval 
officers. 


Section  215,  Article  291 :  Personal  and  family  expenses. 

(See  34r-21--1777 ;  sec.  213 (a),  art.  35.)     Sole  pix)prietoi^  account- 
ing for  provisions  withdrawn  tor  personal  or  family  use. 
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Section    215,    Article    291:  Personal    and  36-21-1802 

family  oxponsos.  O.  D.  1020 

Any  amounts  exponded  in  purchasing  furnishings  and  mamtaining 
the  residential  portion  of  an  embassy  are  considered  personal  expenses. 
Amounts  expended  in  entertaining  are  likewise  considered  personal 
expense.  W  nileit  is  recognized  that  ambassadors  do  a  certain  amount 
of  entertaining,  Congress  does  not  require  it  as  one  of  the  duties  of  the 
position  or  make  specific  appropriations  for  such  entertainment.  It 
IS  held  that  such  expenditures  are  personal  expenses  and  not  business 
expenses,  and  are  tnerefore  not  deductible. 


Section  215,  Article  291 :  Personal  and  family  37-21-1819 

expenses.  O.  D.  1032 

(Also  Section  214(a)  1,  Article  104.) 

A  taxpayer,  whose  vocation  is  that  of  a  professional  sinwr,  has  been 
treated  lor  a  number  of  years  by  a  throat  specialist  in  order  to  main- 
tain the  vocal  standard  reauired  by  his  professional  engagements  and 
thereby  earn  his  living,  tnroat  treatments  being  necessary  for  the 
pursuit  of  his  profession. 

Section  214(a)  1  of  the  Revenue  Act  of  1018  allows  as  a  deduction 
in  computing  net  income  **  AH  the  ordinary  and  necessary  expenses 

Eaid  or  incurred  during  the  taxable  year  in  carrying  on  any  trade  or 
usiness     *    *     *." 

vSection  215  of  the  same  Act  provides  that  in  computing  net  income 
no  deduction  shall  in  any  case  be  allowed  in  respect  of  (a)  '^ personal, 
living,  or  family  expenses." 

From  a  reading  of  the  above  provisions  it  is  clear  that  expenses 
which  are  ordinardy  regarded  as  of  the  nature  of  personal,  living,  or 
family  expenses  are  to  be  regarded  as  such  even  tnough  they  are  in- 
curred in  the  pursuit  of  an  occupation.  Payments  for  medical 
services  are  clearly  in  the  nature  of  personal  expenses  and  as  such  are 
not  deductible.  The  law  makes  no  exception  in  the  case  of  a  tax- 
payer who,  by  reason  of  his  carrying  on  of  a  certain  occupation,  is 
obliged  to  spend  more  for  personal  expenses  than  he  would  otherwise 
but  for  the  carrying  on  of  such  occupation. 

It  is  held  therefore  that  any  amount  expended  for  treatment  by  a 
throat  specialist  is  a  personal  expense  and  as  such  is  not  a  proper 
deduction  from  gross  income. 


Section  215,  x\.rticle  292:  Traveling  expenses.  29-21-1735 

A.  E.  R.  572 

Recomnien{le<l  !n  the  appeal  of  A,  that  the  action  of  the  la- 
come  Tax  Unit  in  disaUowing  deductions  for  expenses  incurred 
for  meals  and  lodging  in  connection  with  the  carrying  on  of  his 
business  for  the  years  1917  and  1918,  t>e  sustained,  and  that  the 
claims  of  the  taxpayer  accordingly  be  disallowed. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  disallowing  deductions  claimed 
on  the  individual  returns  of  A  for  the  years  1917  and  1918  on  ac- 
count of  expenses  incurred  for  personal  meals  and  lodging  in  con- 
nection with  the  carrying  on  of  his  business  for  those  years. 

A  is  engaged  in  the  business  of  making  real  estate  loans  requiring 
a  personal  examination  of  each  and  every  tract  as  far  as  it  is  possible 
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for  him  to  do  so,  and  since  moist  of  his  business  is  in  distant  States 
it  is  necessary  for  him  to  make  long  and  expensive  trips  by  railroad 
and  automobile. 

The  taxpayer  states  in  his  affidavit  that  he  was  absent  from  home 
on  business  between  five  and  six  months  during  the  year  1917^  and 
between  four  and  five  months  during  the  year  1918,  and  that  his  ex- 
penditures for  meals  and  lodging  while  traveling  on  business  were 
all  excess  expenditures  since  his  personal  expenses  at  home  to  the 
best  of  his  knowledge  and  belief  were  not  diminished  a  dollar  by  his 
absence  from  home.  The  expenditures  which  are  claimed  as  deduc- 
tions are  estimated  to  be  about  5a?  dollars  for  the  year  1917  and  BJa> 
dollars  for  the  year  1918. 

Article  292,  Regulations  45  (1920  edition),  provides  that: 

A  taxpayer  claiming  the  benefit  of  the  de<luctions  referred  to  herein  must 
attach  to  his  return  a  statement  showing  (1)  the  nature  of  the  business  in 
which  engaged;  (2)  the  nunil)er  of  days  away  from  home  during  the  calendar 
year  on  account  of  business;  (3)  number  of  members  in  taxpayer's  family  de- 
pendent upon  him  for  support;  (4)  average  monthly  expenses  incident  to 
meals  and  lodging  for  entire  family,  including  taxpayer  himself  when  at  home; 
(5)  •  *  *;  (6)  total  amount  of  expenses  incident  to  meals  and  lodging 
while  absent  from  home  on  business  during  taxable  year;  (7)  total  amount 
of  excess  expenditures  incident  to  meals  and  lodging  while  traveling  on  busi- 
ness and  claimed  as  a  deduction;  (8)  total  amount  of  other  expenses  incident 
to  travel  and  claimed  as  a  deduction. 

Claim  for  the  deductions  referred  to  herein  must  be  substantiated  when 
required  by  the  Commissioner  by  records  showing  in  detail  the  aitumnt  and 
nature  of  the  expenses  incurred. 

Upon  a  request  by  the  Committee  to  furnish  the  information  re- 
quired under  the  provisions  of  article  292,  the  taxpayer  submitted  an 
affidavit  in  which  the  time  devoted  to  business  away  from  home  could 
not  be  stated  with  any  degree  of  accuracy,  nor  could  a  detailed  state- 
ment of  traveling  expenses  incurred  during  the  years  1917  and  1918 
be  given. 

Since  the  taxpayer  has  failed  to  furnish  the  detailed  information 
required  by  article  292,  Begulations  45  (1920  edition)  and  has  based 
his  claim  for  deductions  solely  upon  estimates,  the  Committee  is  of 
the  opinion  that  the  taxpayer  has  not  met  the  requirements  of  article 
292  and  that  his  claims  for  deductions  for  the  years  1917  and  1918 
should  be  disallowed. 

The  attention  of  the  Unit  is  invited  to  the  fact  that  Treasury  De- 
cision J^lOl  amending  article  292,  Begulations  45,  has  been  superseded 
by  Treasury  Decision  3146  (Regulations  45,  1920  edition),  in  which 
no  mention  is  made  as  to  the  effective  date  of  the  provisions  of 
article  292. 

The  Committee  therefore  recommends  in  the  appeal  of  A,  that  the 
action  of  the  Income  Tax  Unit  in  disallowing  deductions  for  expenses 
incurred  for  meals  and  lodging  in  connection  with  the  carrying  on 
of  his  business  for  the  years  1917  and  1918  be  sustained  and  that  the 
claims  of  the  taxpayer  accordingly  be  disallowed. 


Section  215,  Article  292 :  Traveling  expenses.  35-21-1795 

O.  D. 1015 

A  traveling  salesman  was  away  from  his  home  for  more  than  one- 
half  the  year  1917,  and  at  the  same  time  he  maintained  a  home  where 
his  family  was  living. 
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The  question  presented  is  whether  Treasury  Decision  3101,  amend- 
ing article  292,  regulations  45,  which  has  l^een  superseded  by  Treas- 
uiy  Decision  3116  (Regulations  45, 1920  edition),  relative  to  traveling 
expenses,  is  retroactive,  and  if  so,  the  Revenue  Acts  to  which  it  applies. 

It  is  held  that  if  a  trip  is  on  business,  the  reasonable  and  necessary 
traveling  expenses,  including  railroad  fares,  and  meals  and  lodging 
in  an  amount  in  excess  of  any  exi>enditures  ordinarily  required  for 
such  purposes  when  at  home,  become  business  instead  of  personal 
expenses,  and  that  since  the  provisions  of  section  5  of  the  Act  of 
September  8,  1016,  as  amended  by  the  Act  of  October  3,  1917,  and 
section  214  of  the  Revenue  Act  of  1918,  relative  to  the  deduction  of 
necessary  expenses  paid  in  carrying  on  any  business  or  trade  during 
the  taxa\)le  year,  are  substantially  the  same,  the  principles  of  Treas- 
ury Decision  3101  amending  article  292,  Regulations  45,  which  has 
been  superseded  by  Treasury  Decision  3146  (Regulations  45,  1920 
edition),  are  applicable  to  the  Revenue  Acts  of  1916,  1917,  and  1918. 


Section  215,  Article  292 :  Traveling  expenses.  36-21-1803 

O.  D.  1021 

In  order  to  enter  upon  her  work  as  a  saleswoman  it  was  necessary 
for  A  to  proceed  from  her  parental  home  and  place  of  her  l^al  resi- 
dence M,  m  the  State  of  O,  to  Y,  in  the  distant  otate  of  Z.  Her  com- 
pensation for  selling  merchandise  is  a  commission  with  no  expense 
allowance.  She  travels  by  automobile  from  place  to  place  in  making 
sales. 

The  question  presented  is  whether  her  expenses  for  meals  and  lodg- 
ing are  deductible  in  an  amount  in  excess  of  any  amount  ordinarily 
required  for  such  purposes  when  at  her  parental  home  or  in  excess  of 
the  amount  required  at  her  home  in  Y. 

For  the  purpose  of  determining  the  amount  of  a  deduction  for  ex- 
penses for  meals  and  lodging  in  accordance  with  article  292,  Regula- 
tions 45,  the  home  contemplated  by  that  article  is  the  home  main- 
tained by  the  taxpayer  for  the  purpose  of  carrying  on  the  business  in 
connection  w^ith  whiich  the  deduction  for  expenses  is  claimed,  which 
in  the  present  case  is  the  home  in  Y. 


Section  215,  Article  292 :  Traveling  expenses.  50-21-1975 

O.  D.  1135 

An  Army  officer  makes  inquiry  relative  to  whether  the  amounts 
paid  by  the  Government  for  the  transportation  of  his  family  from 
one  place  to  another,  such  change  of  station  being  made  upon  compe- 
tent authority  and  involving  a  permanent  change,  constitute  income 
to  him. 

Held,  that  transportation  charges  paid  by  the  Government  on  ac- 
count of  the  transportation  of  the  families  of  Army  officers  are  in  the       A 
nature  of  additional  compensation  and  as  such  must  be  included  in       ^ 
gross  income. 

Section  215,  Article  293:  Capital  expenditures. 

(See  30-21-1744;  sec.  214(a)4,  5,  6,  art.  141.)     Assessment  under 
State  law  against  a  taxpayer  as  a  stockholder  of  a  bank. 
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Section  215,  Article  293 :  Capital  expenditures. 

(See  34r-21-1780;  sec.  214(a)8,  art.  161.)    Cost  of  remodeling  build- 
ings for  manufacturing  a  different  product. 


# 


Section  215,  Article  293 :  Capital  expenditures.  37-21-1820 

O. D.  1033 

The  taxpayer  was  a  member  of  a  partnership  of  two.  In  1919  he 
purchased  nis  partner^s  interest  in  tne  partnership  and  the  partner- 
ship was  dissolved.  Under  the  terms  of  the  dissolution  agreement 
the  taxpayer  agreed  to  pay  to  the  retiring  partner  his  share  of  the 
capital  and  undivided  pronts  of  the  partnership  and  the  sum  of  3x 
dollars,  payable  in  three  eaual  annual  installments.  This  sum 
equaled  uie  estimated  share  ot  the  profits  which  the  retiring  partner 
would  have  received  had  the  partnership  continued  in  business  for 
two  years  longer. 

It  is  held  that  the  Sx  dollars  represents  additional  cost  to  the  tax- 
payer of  the  retiring  partner's  share  of  the  assets  of  the  partnership 
which  should  be  apportioned  to  the  various  assets  acquired. 


Section  215,  Article  293:  Capital  e^cpenditures. 

(See  39-21-1842;  sec.  214(a)l,  art.  105.)     Attorneys'  fees  for  serv- 
ices in  securing  property  from  Alien  Property  Custodian. 


Section  215,  Abtiole  293:  Capital  expenditures.  3^21-1843 

/^^(Also  Section  214 (a)4,  5,  6,  Article  1410  O.  D.  1049 

The  cost  of  land  title  abstract  books  purchased  is  a  capital  ex- 

f)enditure.     The  expenditure  for  them  may  not  be  deducted  as  a 
OSS  by  reason  of  the  purchaser's  claim  that  they  are  of  no  service 
to  it  because  it  already  owns  another  set  of  the  same  records. 


-> 


Section  215,  Article  293 :  Capital  expenditures.  44-21-1894 

(Also  Section  214(a)8,  Article  161.)  O.  D.  1082 

The  M  Company  owns  certain  apparatus  which  it  leases  under  con- 
tracts for  a  period  of  years  at  an  agreed  rental.  The  contracts  pro- 
vide that  the  lessor  shall  maintain  the  apparatus  for  the  period  of 
the  contract  without  charge  to  the  lessee  and  that  the  apparatus  shall 
remain  the  property  of  the  lessor.  Although  the  apparatus  is  of  some 
value  at  the  expiration  of  the  lease,  such  value  is  less  than  the  cost 
of  its  removal  and  it  is  therefore  abandoned  by  the  lessor  at  the  expi- 
ration of  the  lease. 

The  expenditure  for  labor  incident  to  the  installation  of  the  appa- 
ratus, being  possible  of  allocation  thereto,  and  the  cost  of  the  ma- 
terial entering  into  the  installation  are  held  to  be  capital  expendi- 
tures, recoverable  through  depreciation  spread  over  the  term  of  the 
original  lease.  If  the  apparatus  had  a  salvage  value  at  the  expira- 
tion of  the  lease  it  would  be  necessary  to  take  this  vahie  into  consider- 
ation in  computing  deductions  for  depreciation  as  provided  in  article 
161  of  Regulations  45. 
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Section  215,  Article  293:  Capital  expenditures.  61-21-1982 

(Also  Section  214(a)4,  5, 6,  Article  141.)  A.  R.  R.  701 

Roc-()ninieiu1e<l,  in  the  nppeal  of  the  ^I  Company,  that  the  action  of 
the  Income  Tax  Unit  in  disal lowing  tlie  deduction  of  Qx  dollars  under 
the  head  of  lo^^ses,  for  the  year  1917,  he  sustained  and  the  appeal 
denied. 

The  Committee  has  carefully  considered  the  appeal  of  the  M  Com- 
pany from  the  action  of  the  Income  Tax  Unit  in  disallowing  the  de- 
duction of  6a?  dollars  as  a  loss  for  the  year  1917. 

In  1916,  A  and  B  became  interested  in  the  subject  of  operating  a 
certain  business.  Neither  of  these  parties  had  any  personal  experi- 
ence in,  or  knowledge  of,  the  business.  They  thereiore  enlisted  the 
interest  of  C,  an  experienced  person.  The  plan  adopted  contemplated 
the  formation  of  a  corporation  in  which  each  of  the  parties  should 
have  a  one-third  interest.  A  and  B  were  to  finance  the  business  up 
to  the  date  of  incorporation  and  C  was  to  contribute  x  dollars  and 
to  have  charge  of  the  conduct  of  the  business.  C  contributed  a? 
dollars,  was  placed  in  charge  of  the  property,  leases  were  acquired, 
supplies  and  machinery  were  purchased  upon  the  personal  credit  of 
A  and  B,  and  orders  were  taken  for  the  shipment  of  the  product. 
Steps  were  thereupon  taken  to  incorporate  the  company,  but  C,  be- 
lieving that  the  property  could  be  sold  to  advantage,  refused  to 
proceed  further  with  the  original  plan.  The  company  was  incorpor- 
ated in  1917,  and  C  refused  to  attend  the  first  meeting  of  the  stock- 
holders or  to  take  any  part  in  the  organization  of  the  corporation  and 
never  became  a  stockholder ;  he,  however,  continued  in  physical  pos- 
session of  the  propertv,  discharged  the  emplovees,  shut  down  the 
business,  and  excludecf  A  and  B  therefrom,  tinder  these  circum- 
stances, the  corporation  being  threatened  with  lawsuits  and  financial 
ruin,  the  corporation  entered  into  an  agreement  with  C  under  which 
it  was  to  pay  him  the  sum  of  7x  doflars,  including  the  x  dollars 
originally  paid  in  by  him.  There  were  certain  accounts  existing  be- 
tween C  and  the  corporation  at  this  time,  and  upon  the  adjustment  of 
these  accounts  he  was  actually  paid,  in  pursuance  of  the  agreement, 
the  sum  of  6a!  dollars,  which  constitutes  the  basis  for  the  deduction 
claimed  in  the  return  for  the  year  1917.  The  Income  Tax  Unit  has 
denied  this  deduction  upon  the  ground  that  the  amount  paid  to  C 
by  the  corporation  constituted  a  capital  expenditure  and  not  a  loss. 

Section  12(a)  of  the  Revenue  Act  of  1916,  as  amended  by  the 
Revenue  Act  of  1917,  provides  that : 

In  the  case  of  a  corporation  *  *  *  organized  in  the  United  States  such 
net  Income  shall  be  ascertained  by  deducting  from  the  gross  amount  of  its 
income  received  within  the  year  from  all  sources —    *     ♦     ♦ 

Second.  All  losses  actually  sustained  and  charged  off  within  the  year  and  not 
compensated  by  insurance  or  otherwise,  *  ♦  ♦:  Provided,  That  no  deduc- 
tion shall  be  allowed  for  any  amount  paid  out  for  new  buildings,  permanent 
imi)rovenients  or  betterments  made  to  increase  the  value  of  any  property  or 
estate    ♦     ♦     ♦. 

Construing  the  similar  provision  of  the  Revenue  Act  of  1918,  it  is 
said  in  article  293,  Regulations  45  (1920  edition) : 

The  cost  of  defending  or  perfecting  title  to  property  constitutes  a  part  of  the 
cost  of  the  property  and  is  not  a  deductible  expense. 

The  rule  stated  is  equally  applicable  under  the  earlier  Act. 
Upon  the  facts  above  set  out  it  seems  clear  that  the  amount  paid 
by  the  corporation  to  C  either  constituted  the  purchase  price  of  the 


i.: 


# 


d 


177  1^216 

interest  which  he  had  acquired  through  the  arrangement  originally 
entered  into  between  himself,  A,  and  fi,  or  was  paidto  him  by  way  of 
compromise  to  perfect  the  title  of  the  corporation  to  the  property. 
In  either  event  it  was  not  a  loss,  nor  was  it  properly  chargeable  to 
the  current  expenses  of  the  year.  It  was  a  capital  expense  and 
recoverable  through  depletion  and  depreciation  deductions  over  the 
life  of  the  property. 

It  is  accordingly  recommended  in  the  appeal  of  the  M  Company 
that  the  action  of  the  Income  Tax  Unit  in  disallowing  the  deduction 
of  6aj  dollars  under  the  head  of  losses,  for  the  year  1917,  be  sustained 
and  the  appeal  denied. 

Section  215,  Article  294:  Premiums  on  business  47-21-1938 

insurance.  O.  D.  1109 

(Also  Section  326,  Article  846.) 

The  O  Corporation  took  out  a  policy  of  insurance  on  the  life  of  A, 
who  had  guaranteed  the  accounts  of  the  corporation  against  the  M 
Company.  Subsequently  A,  by  reason  of  the  guaranty,  oecame  indi- 
vidually liable  for  the  claims  against  the  M  Company.  The  O  Cor- 
poration paid  premiums  on  the  policy  and  received  a  distribution  of 
a  20-year  surplus  from  the  insurer  in  1919.  Upon  the  death  of  A, 
the  O  Corporation  received  the  face  value  of , the  policy. 

It  is  held  that  where  insurance  is  taken  out  by  a  corporation  on 
the  life  of  the  guarantor  of  a  debt  to  the  corporation,  the  surrender 
value  of  the  policy  can  not  be  included  in  invested  capital,  but  the 
premiums  paid  may  be  deducted  as  a  business  expense. 

The  amount  received  as  a  distribution  of  surplus  by  the  insurance 
company  should  be  treated  as  income  and  included  in  the  gross  in- 
come of  the  O  Corporation  for  the  year  in  which  received,  subject  to 
both  income  and  excess  profits  tax. 

As  the  premiums  paid  are  deductible  as  business  expenses,  the 
amount  received  on  the  policy  in  excess  of  the  cash  surrender  value 
of  the  policy  on  March  1,  1913,  must  be  accounted  for  as  income  of 
the  year  in  which  received. 


SECTION  216.— CREDITS  ALLOWED. 

Section  216,  Article  303:  Personal  exemption  49-21-1960 

of  married  person.  O.  D.  1124 

The  taxpayer's  wife  was  granted  an  annulment  of  the  marriage 
with  him  by  a  court  composed  of  three  workmen,  known  as  the 
Peoples'  Commission,  under  the  Soviet  regime.  She  later  married 
a  Russian  subject.  This  marriage  was  under  Soviet  auspices.  On 
or  about  August  — ,  1920,  her  marriage  with  the  Russian  was  re- 
soleiiinizcd  by  a  clergyman.  The  taxpayer  claims  that  the  annulment 
of  her  marriage  and  the  marriage  to  the  Russian  are  invalid. 

Under  section  216(c)  of  the  Revenue  Act  of  1918  a  married  person 
living  with  husband  or  wife  is  entitled  to  a  personal  exemption  of 
$2,000.  In  the  absence  of  continuous  actual  residence  together, 
whether  or  not  a  man  or  woman  has  a  wife  or  husband  living  with 
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him  or  lier  within  the  meaning  of  the  statute,  depends  upon  the 
character  of  the  separation.  If  tlie  husband  voluntarily  and  con- 
tinuously makes  his  home  at  one  place  and  the  wife  hers  at  another, 
they  are  not  living  together  for  the  purpose  of  the  statute,  irrespec- 
tive of  their  personal  relations.     (See  art.  303,  R^,  45.) 

It  does  not  appeal*  exactly  how  long  the  taxpayer  and  his  wife 
have  lived  apart,  but  since  it  is  stated  that  the  marriage  to  the 
Russian  was  resolemnissed  about  August  — ,  1920^  it  is  clear  that  they 
had  been  living  apart  prior  to  that  date.  Since  the  facts  submittecl 
do  not  indicate  that  the  separation  was  of  a  temporary  character  or 
that  it  was  unavoidable,  it  is  held  that  he  did  not  on  December  31, 
1920,  the  last  day  of  his  taxable  year,  have  the  status  of  a  married 
man  living  with  his  wife,  and  accordingly  was  not  entitled  to  a  per- 
sonal exemption  of  $2,000  on  that  date. 


Section  216,  Article  307 :  When  nonresident  alien  30-21-1746 

individual  entitled  to  personal  exemption.  O.  D.  981 

Inasmuch  as  no  income  tax  is  levied  in  the  Fiji  Islands,  the  Western 
Pacific  Islands,  Kenya,  and  St.  Kitt-Nevis,  British  colonies  and  pro- 
tectorates, the  citissens  thereof,  who  are  nonresident  as  to  the  United 
States,  are  entitled,  in  computing  their  normal  tax  liabilities  to  the 
United  States,  to  the  same  personal  exemption  and  credit  for  de- 
pendents as  are  allowed  to  citizens  of  the  United  States. 


Sectio:n  216,  Article  307:  When  nonresident  alien  34-21-1782 

individual  entitled  to  personal  exemption.  O.  D.  1003 

Citizens  of  the  United  States  and  other  persons  who  are  not  resi- 
dents of  Trinidad  are  liable  for  income  tax  to  Trinidad  on  income 
received  from  sources  within  that  colony,  and  neither  a  personal  ex- 
emption nor  credit  for  dependents  is  allowed  to  such  persons.  Trini- 
dad, therefore,  is  a  country  which  does  not  satisfy  the  similar  credit 
requirement  of  section  216(e)  of  the  Revenue  Act  of  1918.  Citizens 
of  that  countrv  who  are  nonresident  aliens  as  to  the  United  States  are 
not  entitled  to  a  personal  exemption  and  credit  for  dependents  in 
computing  their  income  tax  liability  to  the  United  States  on  income 
from  sources  therein. 


Section  216,  Article  807:  When  nonresident  alien  34-21-1783 

individual  entitled  to  pei"Sonal  exemption.  O.  D.  ICMH 

Since  Albania  does  not  levy  any  income,  war  profits,  or  excess 

{irofits  taxes,  citizens  of  that  country  who  ai'e  nonresident  as  to  the 
Jnited  States,  in  computing  their  normal  tax  liabilities  to  the  Federal 
Government  for  the  year  1918  and  subsequent  years,  ai'e  entitled  to 
the  same  credits  for  personal  exemption  and  for  dependents  as  are 
allowed  to  citizens  of  the  United  States. 
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Section  216,  Article  307 :  When  nonresWant  alien  36-21-1304 

individual  entitled  to  i>ersonal  exemption.  O.  D.  1022 

Inasmucli  as  no  income  tax  is  levied  in  the  following  places,  the 
citizens  thereof,  in  computing  their  normal  tax  liability  to  me  Federal 
Governnaent,  are  entitled  to  claim  the  same  personal  exemption  and 
cre4it  for  dependents  as  are  allowed  to  citizens  of  the  United  States: 
Rasutoland,  Ceylon,  <jambia,  Grenada,  Mauritius,  Northern  Rhodesia, 
Sierra  Leone,  Virgin  Islands  (Brit.) ,  Zanzibar  Protectorate,  Bechuana- 
Iwid  Protectorate,  Cyprus,  Gibraltar,  Hongkong,  Monteerrat,  Nyasa- 
land  Protectorate,  Somaliland  Protectorate,  Weihaiwei,  British 
Guiana,  Falkland  Islands,  Gold  Coast,  Malay  States,  Nigeria,  St. 
Helena  Swaziland,  Uganda  Protectorate. 


Sectiox  216,  Article  307 :  When  nonresident  alien  40-21-1854 

individual  entitled  to  personal  exemption.  O.  D.  1054 

Since  no  income  tax  is  imposed  in  Armenia,  citizens  of  that  coun- 
try, who  are  nonresident  as  to  the  United  States,  are  entitled,  in 
computing  their  normal  tax  liabilities  to  the  United  States,  to  claim 
the  same  personal  exemption  and  credit  tor  dependents  as  are  allowed 
to  citizens  of  the  United  States. 


SjgcTioN  216,  Article  807 :  When  nonresident  alien  40-21-1855 

individual  entitled  to  personal  exempti(m.  O.  D.  1055 

Since  no  income  tax  is  levied  by  the  Government  of  Palestine, 
citizens  of  that  country  who  are  nonresident  as  to  the  United  States, 
are  entitled,  in  computing  their  normal  tax  liabilities  to  the  Federal 
Government,  to  the  same  credit  for  personal  exemption  and  for  de- 
pendents as  are  allowed  to  citizens  of  the  United  States. 


Section  216,  Article  307 :  When  nonresident  alien  41-21-1860 

individual  entitled  to  personal  exemption.  O.  D.  1059 

(Also  Section  222,  Article  886.) 

Citizens  of  the  United  States  not  residing  in  Dutch  Ouiana  are 
liable  to  the  income  tax  imposed  in  that  colony  upon  incomes  derived 
from  sonrces  therein,  but  are  not  flowed  a  personal  exemption  or 
credit  for  dependents. 

No  credit  is  allowed  to  citizens  of  the  United  States  living  in  Dutch 
Guiana  for  taxes  paid  to  the  Government  of  the  United  States  on 
income  derived  from  sources  within  the  United  States. 

Dutch  Guiana,  therefore,  fails  to  satisfy  the  similar  credit  require- 
ments of  sections  216(e)  and  222(a)3  of  the  Revenue  Act  of  1918. 


Sectiok  216,  Article  307:  When  nonresident  alien  49-21-1961 

individual  entitled  to  personal  exemption.  O.  D.  1125 

(Also  Section  222,  Article  385.) 

An  income-tax  ordinance  has  been  in  eifect  in  the  Straits  Settle- 
ments since  January  1,  1920.    This  ordinance  provides  that  non- 
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resident  aliens  as  to  the  Straits  Settlements  who  have  received  in- 
come from  sources  therein  are  liable  for  tax  to  the  Straits  Settle- 
ments if  they  are  in  receipt  of  total  income  amounting  to  $5,000  per 
annum  or  more.  If  part  of  this  income  is  from  without  the  Straits 
Settlements  the  tax  is  levied  only  on  that  portion  of  the  income  from 
sources  within  the  Straits  Settlements,  but  the  rate  of  tax  is  deter- 
mined by  the  amount  of  the  total  income.  There  is  no  personal 
exemption  or  credit  for  dependents.  The  only  provision  in  the 
nature  of  an  exemption  is  the  exemption  from  tax  liability  in  the 
case  of  a  person  whose  total  income  is  less  than  $5,000.  This  exemp- 
tion applies  to  citizens,  residents  and  nonresidents,  of  the  Straits 
Settlements. 

A  credit  for  taxes  is  allowed  only  in  the  case  of  income  taxes  paid 
to  British  possessions. 

Inasmuch  as  the  Straits  Settlements  income-tax  ordinance  of  1920 
is  not  applicable  in  the  case  of  income  of  less  than  $5,000,  and  such 
provision  applies  to  both  citizens  and  aliens,  whether  resident  or 
nonresident,  it  is  held  that  the  income-tax  ordinance  of  the  Straits 
Settlements  satisfies  the  similar  credit  requirement  with  respect  to 
personal  exemption.  For  1920  and  subsequent  years,  therefore,  citi- 
zens of  the  Straits  Settlements  who  are  nonresident  aliens  as  to  the 
United  States  may  claim  a  personal  exemption  in  computing  income 
subject  to  tax  from  sources  within  the  United  States.  Xo  credit  for 
dependents  may  be  claimed. 

Since  no  credit  for  taxes  paid  to  a  foreign  country  is  allowed  (only 
taxes  paid  to  British  possessions),  the  similar  credit  requirement  of 
the  Kevenue  Act  of  1918  with  respect  to  taxes  paid  to  a  foreign 
country  is  not  satisfied.  Therefore,  a  resident  alien  of  the  United 
States  who  is  a  citizen  of  the  Straits  Settlements  may  not  claim  a 
credit  for  taxes  paid  to  the  Straits  Settlements  on  income  derived 
from  sources  therein  in  determining  his  tax  liability  to  the  United 
States  for  1920  and  subsequent  years. 


Section  216,  Akticle  307 :  When  nonresident  alien  49-21-1962 

individual  entitled  to  personal  exemption.  O.  D.  1126 

The  income  arising  or  accruing  to  any  person  not  residing  in  the 
colony,  derived  from  sources  therein,  is  subject  to  the  income  tax 
imposed  by  British  Honduras ;  no  income  tax  is  levied  upon  the  first 
$l,fK)0  of  income  of  any  person;  and  any  individual  whose  income, 
althoucrh  exceeding  $1,000  a  year,  does  not  exceed  $3,000,  is  entitlea 
to  additional  exemption  on  account  of  his  wife  and  dependent 
children. 

British  Honduras,  therefore,  satisfies  the  similar  credit  require- 
ment of  section  216(e)  of  the  Revenue  Act  of  1918.  Consequently, 
citizens  of  that  colonv,  who  are  nonresident  as  to  the  United  States, 
in  computing  their  net  incomes  for  1920  and  subsequent  years,  for  m 
the  purpose  of  the  Federal  income  tax,  are  permitted  to  claim  the  ^ 
same  credits  for  personal  exemption  and  for  dependents  as  are  al- 
lowed to  citizens  of  the  United  States. 
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SECTION  218.— PARTNERSHIPS  AND  PERSONAL 

SERVICE  CORPORATIONS. 

Section  218,  Articue  321 :  Partnerships.  29-21-1736 

A.R.R.571 

Reconimended,  in  the  appeal  of  the  M  Company,  a  corporation, 
that  the  action  of  the  Income  Tax*  Unit  in  holding  that  a  loss  sus- 
tained by  a  corporation  which  was  organized  and  which  tooli  over 
a  partnersliip  during  the  taxable  year  1920  Is  not  deductible  in  com- 
puting the  net  income  of  the  predecessor  partnership,  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  ihe 
M  Company,  a  corporation^  from  the  action  of  the  Income  Tax  Unit 
in  holding  that  a  loss  sustained  by  the  corporation  which  took  over  a 
partnership  during  the  taxable  year  1920  is  not  deductible  in  com- 
puting the  net  income  of  the  predecessor  partnership. 

The  business  under  consideration  was  operated  as  a  partnership 
up  to  June  30, 1920.  On  July  1, 1920,  the  individuals  comprising  the 
partnership  incorporated  and  acquired  the  entire  capital  stock  in 
payment  for  the  assets  of  the  partnership,  with  the  exception  of  a  few 
shares,  which  were  held  by  two  employees. 

For  the  first  six  months  of  1920  the  partnership  showed  a  profit  on 
which  the  members  were  accordingly  taxed,  while  for  the  last  six 
months  of  1920  the  return  of  the  corporation  showed  a  loss. 

The  taxpayer  contends  that  the  law  intended  taxing  a  business  on 
a  twelve  months'  period,  and  that  an  injustice  is  done  if  the  partners 
are  required  to  pay  a  tax  on  the  profits  for  the  first  six  months  of 
the  taxable  year  1920  without  being  allowed  a  deduction  for  the  loss 
sustained  by  the  corporation  for  the  last  six  months  of  the  taxable 
year. 

Section  218  of  the  Revenue  Act  of  1918  provides : 

(a)  That  individuals  carrying  on  business  in  partnership  shall  be  liable  for 
income  tax  only  in  their  individual  capacity.  There  shall  l)e  included,  in  com- 
puting the  net  income  of  each  partner  his  distributive  share,  whether  dis- 
tributed or  not,  of  the  net  income  of  the  partnership  for  the  taxable  year.  ♦  ♦  ♦ 

(d)  The  net  income  of  the  partnership  shall  be  computed  in  the  same  manner 
and  on  the  same  basis  as  provided  in  section  212,  except  that  the  deduction 
provided  in  paragraph  (11)  of  subdivision  (a)  of  section  214  shall  not  be 
allowed. 

Section  239,  Revenue  Act  of  1918,  provides : 

That  every  corporation  subject  to  taxation  under  this  title  ♦  ♦  ♦  shaU 
make  a  return,  stating  specifically  the  items  of  its  gross  income  and  the  deduc- 
tions and  credits  allowed  by  this  title. 

The  law  specifically  provides  that  partnerships  are  required  to 
make  returns  of  income  and  that  the  individuals  carrying  on  business 
in  partnership  are  taxable  on  their  distributive  shares  of  the  net 
income  of  such  partnership,  whether  distributed  or  not.  The  law 
also  specifically  provides  that  every  corporation  subject  to  taxation 
shall  make  a  return  stating  the  items  of  its  gross  income  and  deduc- 
tions and  credits  allowed  by  this  title. 

There  is  no  provision  in  the  law  for  the  taxing  of  partnership 
profits  as  profits  of  a  successor  corporation,  except  as  provided  in 
section  330  of  Revenue  Act  of  1918 : 

In  the  case  of  the  organization  as  a  corporation  before  July  1,  1919,  of  any 
trade  or  business  In  which  capital   is   a   material  income-producing  factor 


<218]  182 

m 

*  *  *,  the  net  income  of  such  trade  or  bnsiiiess  from  January  1,  1918,  to  the 
date  of  such  reor^nization  may  at  the  option  of  the  individual  or  partnership 
be  taxed  as  the  net  income  of  a  corporation  is  taxed  under  Titlfes  II  and  III ; 
In  which  event  the  net  income  and  Invested  capital  of  such  trade  or  business 
shall  be  computed  as  if  such  corporation  had  been  in  existence  on  and  after 
JanuaiT  1,  1918.    ♦    ♦    ♦. 

Since  the  appellant  corporation  came  into  existence  subsequent  to 
Jul^  1, 1919,  the  Committee  concurs  in  the  ruling'  of  the  Income  Tax 
Unit  and  recommends  that  its  action  in  the  appeal  of  the  M  Company 
holding  that  a  loss  sustained  by  such  corporation  which  took  over 
the  assets  of  the  partnership  during  the  taxable  year  1920  is  not 
deductible  in  computing  the  net  income  of  tlie  predecessor  partner- 
ship, be  sustained. 

Section  218,  Article  321:  Partnerships. 

(See  40-21-1850;  sec.  1,  art,  1507.)  Distinction  between  joint  ven- 
ture and  partnership. 


Section  218,  Abticle  321:  Partnerships. 

(See  41-21-1866;  sec.  301,  art.  711.)     Husband  and  wife  jointly 
entering  into  transactions  in  grain  futures. 


Section  218,  Article  321 :  Partnerships. 

(See  44-21-1895;  sec.  1,  art.  1503.)    Private  banking  business  coa- 

ducted  as  partnership. 

Section  218,  Article  321 :  Partnerships. 

(See  45-21-1902;  sec.  1,  art.  1503.)  Mining  partnerships  in  Colo- 
raao. 


Seci'ion  218,  Article  321 :  Partnerships. 

(See  45-21-1914;  sec.  320,  art.  801.)  Deduction  of  charitable  con 
tribiitions  by  partnership  in  computing  net  income  subject  to  excess- 
profits  tax.     (Revenue  Act  of  1917.) 


t 


Section  218,  Article  332:  Taxation  of  stock-  46-21-1922 

holders  of  personal  sendee  corporation  with  O.  D.  1101 

fiscal  year  ending  in  1918. 

The  fiscal  year  of  the  taxpayer,  a  partnership,  ends  July  31.  The 
individual  members  are  stockholders  in  a  number  of  corporations  B^, 
which  have  claimed  personal  service  classification  with  a  fiscal  year 
ended  June  30.  The  taxpayer  refers  to  the  fact  that  article  332  of 
Regulations  45  provides  that  the  stockholder  of  a  personal  service 
corporation  with  a  fiscal  year  beginning  in  1917  and  ending  in  1918 
is  liable  to  surtax  at  the  rates  for  the  calendar  year  1917  on  his  dis- 
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tribative  share  of  the  undistributed  net  income  of  the  corporation  for 
its  fiscal  year  attributable  to  the  calendar  year  1917.  This  article 
further  provides  that  such  income  is  not  subject  to  the  normal  tax, 
and  any  distribution  by  the  corporation  subsequent  to  the  close  of 
its  fiscal  year  out  of  such  undistributed  net  income  so  taxed  to  the 
stockholders  is  free  from  any  tax. 

Inquiry  is  made  in  what  block  of  the  return.  Form  1065,  such  un- 
distriDuted  net  income  should  be  reported  by  the  personal  service 
corporation  in  order  that  the  income  reported  by  the  individual 
stockholder  in  his  personal  return  for  1918  may  be  verified  or  checked 
with  income  reported  by  the  personal  service  corporation  in  its  re- 
turn for  the  fiscal  year  ended  m  1918. 

Form  1065,  "Partnership  and  Personal  Service  Income  Tax  Re- 
turn," is  applicable  und^r  the  Revenue  Act  of  1918,  having  been 
issued  in  1919.  No  specific  place  is  provided  on  Form  1065  for  re- 
porting the  income  of  the  personal  service  corporation  for  that  por- 
tion of  the  fiscal  year  falling  within  the  calendar  year  1917.  How- 
ever, this  office  will  have  sufficient  information  to  check  up  and 
verify  the  data  in  Question  by  a  reference  to  the  income  tax  return, 
Form  1031  ( re  Vised ),  previously  filed  by  the  personal  service  cor- 
poration for  the  fiscal  year  ended  in  1918  and  filed  by  it  during  1918, 
and  from  the  replies  to  questions  pertaining  to  TfU^le  20,  Form  1065, 
which  must  be  fully  answered. 


Section  218,  Article  332 :  Taxation  of  stock-  49-21-1963 

holders  of  personal  service  corporation  with  O.  D.  1127 

fiscal  year  ending  in  1918. 

A  partnership  with  a  fiscal  year  ending  July  81  is  a  stockholder 
in  a  personal  service  corporation  with  a  nscal  year  ending  June  30. 

The  partnership  should  report  in  its  return  for  the  fiscal  year 
ended  July  31,  1918,  in  schedule  A8,  the  partnership's  distributive 
share  of  the  net  income  earned  since  December  31,  1917,  bj  the  per- 
sonal service  corporation  (whether  received  or  not),  which  is  six- 
twelfths  of  the  partnership's  share  for  the  year.  That  portion  of  the 
partnership's  distributive  share  of  the  earnings  of  the  personal  serv- 
ice corporation  which  was  earned  during  1917  (six-twelfths  of  the 
earnings  for  the  year),  should  be  reported  as  cash  dividends  in 
schedule  A9  of  the  partnership  return.  Since  that  portion  of  the 
income  of  the  partnership  which  was  earned  by  the  personal  service 
corporation  during  1917  and  reported  as  a  cash  dividend  by  the 
partnership  will  be  deducted  from  the  income  of  the  partnership  in 
computing  the  excess  profits  tax  of  the  partnership  for  that  portion 
of  its  fiscal  year  falling  within  the  calendar  year  1917,  it  will  be 
I'eported  as  dividends  received  by  the  individfual  membera  of  the 
partnership  and  subject  to  surtax  only,  at  the  rates  for  the  calendar 
year  1917  (see  art.  332,  Reg.  45) ;  that  is,  the  six-twelfths  reported 
m  schedule  A9  of  the  partnership  return  will  not  lose  its  identity  as 
dividends  when  passing  through  the  partnership  to  the  ultimate  re- 
cipients, the  individuals  of  the  partnership. 

That  portion,  six-twelfths,  ot  the  partnership's  distributive  share 
of  the  net  income  earned  since  December  31,  1917,  by  the  personal 
service  corporation  and  reported  in  schedule  A8,  loses  its  identity 
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when  mingled  with  the  other  income  of  the  partnership  which  is 
reported  in  column  5,  table  20,  page  1,  of  the  partnership  return. 
Seven-twelfths  of  such  income  will  be  allocated  to  the  year  1918  and 
five-twelfths  to  the  year  1917.    The  partners  will  report  their  shares  ^^| 

of  such  income  in  their  individual  returns.  ^ 

In  its  return  for  the  fiscal  year  ended  July  31,  1919,  the  partner-  "' 

ship  should  report  in  schedule  A  8  its  share  of  net  income  earned  by 
the  personal  service  corporation  for  its  fiscal  year  ended  June  30, 
1919.  Such  income  loses  its  identity  as  income  from  a  personal 
service  corporation  when  mingled  with  the  other  income  of  the 
l>artnership  and  the  portion  of  such  income  assignable  to  the  year 
1919  is  seven-twelfths  of  such  income  and  the  portion  assignable  to 
the  year  1918  is  five-twelfths. 


SECTION  219.— ESTATES  AND  TEUSTS. 

Section  219,  Article  341 :  Estates  and  trusts.  52-21-1993 

A.  B.  R.  684 

REVENUE  ACT  OF  1917  AND  REVENUE  ACT  OF  1918. 

Recommended,  in  the  appeal  of  the  estate  of  A,  that  the  action 
of  the  Income  Tax  Unit  in  holding?  that  the  income  of  the  trust  in 
its  entirety  be  taxed  to  the  beneficiaries  of  said  trust  In  propor- 
tion to  their  interest  in  sucli  income,  be  reversed,  and  that  the  tax- 
payer's appeal  be  sustained,  and  tax  liability  of  tlie  trust  and 
the  several  beneficiaries  thereof  be  adjusted  in  accordance  with 
the  following  opinion  of  the  Solicitor. 

The  Committee  has  had  under  consideration  the  appeal  of  the 
estate  of  A,  from  the  action  of  the  Income  Tax  Unit  in  holding  that 
the  income  of  the  trust  in  its  entirety  was  taxable  to  the  known 
beneficiaries  of  the  trust  in  proportion  to  their  interests  in  such  in- 
come. The  action  of  the  Unit  is  apparently  based  upon  a  provision 
of  the  trust  deed  to  the  effect  that  upon  unanimous  consent  of  the 
beneficiaries  or  their  successors  said  trust  can  at  any  time  be  revoked. 

Inasmuch  as  the  question  involved  is  one  for  legal  determination, 
the  case  was  submitted  to  the  Solicitor  of  Internal  Revenue  for  an 
expression  of  his  opinion  in  the  premises  and  under  date  of  Septem- 
ber 28,  1921,  such  opinion  was  addressed  to  the  Committee,  as 
follows : 

It  appears  that  A  died  intestate.  His  heirs,  knowing  generally  what  his 
wishes  were  as  to  the  distribution  of  the  property,  created  a  trust  estate  in 
order  that  the  property  might  be  disposed  of  in  accordance  with  his  wishes 
as  they  understood  them.  The  heirs  consisted  of  his  widow  and  five  children. 
Accordingly,  on  December  — ,  190-,  the  trust  instrument  was  executed  and 
the  i)roperty  of  tlie  estate  was  turned  over  to  two  trustees,  both  of  whom  were 
children  and  heirs  of  A,  to  manage,  hold,  invest,  sell,  transfer,  and  reinvest 
at  their  discretion  as  if  the  property  were  their  own.  The  trust  was  to  re- 
main in  force  until  the  expiration  of  21  years  from  the  decease  of  the  last 
survivor  of  A's  widow,  and  certain  other  persons  designated   in  the  instru-  ^^ 

ment,  unless  revoked  prior  thereto  in  accordance  with  the  provisions  of  sec-  Ut\ 

tion  — .     No  attempt  will  be  made  to  set  out  the  provisions  of  the  trust  instru-  ^^ 

ment  at  length.     Some  of  the  pertinent  provisions  follow : 

**  The  trustees  may  at  their  discretion  deduct  from  the  net  income  of  the  estate 
not  exceeding  25  per  centum  tliereof  for  any  one  year  for  accumulation,  and 
invest  the  same  as  a  part  of  the  capital  of  the  trust  fund.  And  the  remainder 
of  the  net  income  they  shall  <livide  and  pay  over  as  often  as  twice  a  year  as 
follows :  One-fifth  thereof  to  the  widow  of  said  intestate,  for  her  life,  and  the 


• 


i 


185  [8  219 

remainlDg  four-fifths  they  shall  pay  over  and  divide  equally  among  the  tiSQ 
children  of  the  intestate,  to  wit :     ♦    *     *,  for  and  during  their  respective  lives. 

"  The  trusts  herein  provided  for  may  be  extended  in  time,  may  be  modified  or 
revoked,  or  the  trust  may  be  terminated  and  wound  up,  and  the  trust  estate 
divided  and  distributed  at  any  time  by  the  agreement  and  consent  in  writing 
signed  by  the  widow  and  all  of  the  then  surviving  childrien  of  the  said  Intes- 
tate:    ♦     ♦     *." 

Then  follows  an  elaborate  designation  of  the  persons  who  shall  succeed  to 
the  right  of  the  creators  of  the  trust  to  agree  to  such  extension,  modification, 
or  revocation  of  the  trust  instrument  in  case  of  the  decease  of  any  of  the 
creators.  The  instrument  likewise  provides  that  on  the  death  of  any  of  the 
children  of  the  intestate,  leaving  a  husband  or  wife  but  no  issue,  such  husband 
or  wife  is  entitled  for  life  to  a  specified  percentage  of  the  share  of  income  of 
which  such  child  was  in  present  enjoyment  at  the  time  of  his  or  her  decease. 
The  remainder  of  such  share  of  income  with  accTetions  is,  upon  distribution  of 
the  trust  estate,  to  be  turned  over  to  the  heirs  of  the  intestate.  One  of  the 
children  died  in  190 — -and  his  wife  succeeded  to  the  right  to  receive  the  income 
which  he  was  then  receiving  at  the  time  of  his  decease.  In  accordance  with  the 
authority  granted  by  the  instrument,  the  trustees  accumulated  a  certain  per  cent 
of  the  income  of  the  trust  estate  instead  of  distributing  it  periodically.  Upon 
filing  returns  for  the  years  1916,  1917,  and  1918,  the  income,  which  under  the 
terms  of  the  indenture  had  been  accumulated  during  these  years,  was  returned 
and  taxed  to  the  trust  as  an  entity,  while  the  amounts  distributed  to  the  several 
I)eneficiaries  were  returned  and  taxed  to  them  individually.  Upon  an  audit  of 
these  returns  the  revenue  agent  recommended  that  the  beneficiaries  be  com- 
pelled to  file  amended  returns  for  these  years  reporting  their  proportionate 
share  of  the  accumulated  income,  for  the  reason  that  the  trust  is  revocable.  He 
also  recommended  that  the  trustees  file  a  corresponding  claim  for  refund.  The 
Unit  upheld  the  revenue  agent,  and  from  this  decision  the  taxpayer  appeals. 

It  has  been  the  practice  of  this  Bureau  under  the  Revenue  Act  of  1916,  as 
amended,  and  the  Revenue  Act  of  1918,  to  tax  the  income  of  a  revocable  trust 
to  the  grantor  (par.  194,  Reg.  33,  revised,  and  art.  341,  Reg.  45).  The  obvious 
purpose  of  the  ruling  is  to  prevent  wholesale  evasion  of  taxes  by  the  expedient 
of  creating  revocable  trusts. 

It  is  the  Judgment  of  this  office  that  the  principle  and  purpose  of  the  regula- 
tion under  consideration  do  not  reach  a  case  like  the  present.  The  trust  in- 
stniment.  in  this  case  is  revocable,  but  it  must  be  remembered  that  the  action 
of  all  of  the  grantors  must  coincide.  It  Is  not  possible  for  any  one  of  them  by 
his  own  act  to  repossess  himself  of  the  property  and  assert  the  complete  owner- 
ship and  control  of  his  portion  of  it,  as  is  true  in  the  case  where  there  is  but 
a  single  grantor.  He  must  persuade  all  of  the  other  grantors — w^ho  in  this 
case  are  also  beneficiaries  under  the  trust  instrument  and  might  be  adversely 
affected  by  such  revocation  or  amendment — to  consent  to  the  revocation.  In 
addition  to  this,  if  the  grantors  agree  to  the  revocation,  they  must  settle  the 
claims  of  certain  persons  entitled  to  income  for  life  under  the  instrument  by 
payment  of  a  lump  sum,  or  by  the  purchase  of  an  annuity  for  them.  There  is 
at  present  one  i)erson  whose  right  must  be  purchased.  This  makes  practical 
revocation  difficult  and  it  will  become  increasingly  so  as  the  present  grantors 
die.  Since,  therefore,  it  is  impossible  for  any  one  of  the  grantors  to  assert 
ownership  over  his  portion  of  the  property  by  his  own  act,  it  seems  wrong  in 
principle  to  tax  him  individually  on  the  income  from  that  portion  of  the  prop- 
erty on  the  authority  of  a  regulation  which  has  ownership  as  its  basis.  It  is 
concluded  that  the  income  from  the  A  estate  trust  in  so  far  as  it  is  to  be  ac- 
cumulated should  not  be  taxed  to  the  grantors. 

This  memorandum  must  not  be  construed  to  the  effect  that  in  every  case 
where  there  is  more  than  one  grantor  the  regulation  with  respect  to  the  rev- 
ocable trusts  is  not  applicable.  It  is  conceivable  that  occasions  might  arise 
where  its  application  would  be  proper. 

Since  this  case  involves  the  returns  made  under  both  the  Revenue  Act  of 
1916,  as  amended,  and  the  Revenue  Act  of  1918,  the  income  of  the  trust  must  be 
treated  accordingly.  Under  the  earlier  Act  income  accumulated  in  trust  was 
returned  by  and  taxed  to  the  trustees,  except  when  returned  for  the  purposes 
of  the  tax  by  the  beneficiaries  (sec.  2(b),  Revenue  Act  of  Sept.  8,  1916:  par. 
208,  Reg.  33,  rev.).  Under  the  1918  Act,  where  under  the  terms  of  the  will  or 
deed  the  trustee  may  in  his  discretion  distribute  the  income  or  accumulate  it, 
the  income  is  taxed  to  the  trustee  irrespective  of  the  exercise  of  his  discretion 
(art.  342,  Reg.  45).  Accordingly,  such  portion  of  the  income  of  the  trust  as 
was  accumulated  in  1916  and  1917,  and  not  returned  for  the  purpose  of  the  tax 
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by  the  beDeficiariet),  shouUl  be  taxed  to  the  trustees  for  those  years.  Since  tlie 
trustees  have  complete  discretion  to  accumulate  25  per  cent  of  the  trust  Income, 
under  the  1918  Act  this  amount  must  Ije  returned  by  the  trustees  and  the  tax 
paid  by  them  whether  or  not  they  distribute  any  iK)rtion  of  it. 

If  the  returns  are  not  in  accord  witli  these  rulings  they  i^ould  be  amended 
to  conform  therewith. 

In  view  of  the  foregoing  opinion,  in  which  the  Committee  concurs, 
it  is  recommended  in  the  appeal  of  the  A  estate  that  the  action  of  the 
Income  Tax  Unit  in  holding  tliat  the  income  of  the  trust  in  its  en- 
tirety be  taxed  to  the  beneficiaries  of  said  trust  in  proportion  to  their 
interest  in  such  income  be  reversed,  and  that  the  taxpayer's  appeal 
be  sustained,  and  tax  liability  of  the  trust  and  the  several  bene- 
ficiaries thereof  be  adjusted  in  accordance  with  the  foregoing  opinion 
of  the  Solicitor. 


Section  219,  Abticle  342:  Estates  and  trusts  27-21-1714 

taxed  to  fiduciary.  O.  D.  967 

An  executor  or  administrator  of  an  estate  in  process  of  administra- 
tion may  not,  at  his  option,  in  rendering  the  return,  Form  1040,  for 
the  estate,  either  claim  as  a  deduction  the  amount  of  income  properly 
paid  or  credited  during  the  year  to  any  heir,  legatee,  or  other  bene- 
ficiary, or  compute  the  net  income  without  the  benefit  of  such  deduc- 
tion and  pay  the  entire  tax  himself. 

Held,  in  accordance  with  the  provisions  of  section  219,  subdi- 
visions (c)  and  (d)  of  the  Revenue  Act  of  1918,  that  the  administrator 
or  executor  shall  claim  in  his  return,  Form  1040,  for  the  estate,  a 
deduction  for  any  amount  of  income  properly  paid  or  credited  within 
the  year  to  any  legatee,  heir,  or  other  beneficiary,  and  that  the  re- 
cipient must  include  such  amount  in  his  gross  income.  This  applies 
to  cases  of  final  distribution  as  well  as  to  distributions  made  during 
the  period  of  administration. 


Sectiok  219,  Article  342 :  Estates  and  trusts 
taxed  to  fiduciary. 

(See  28-21-1724;  sec.  213(b),  art.  84.)  Income  accumulated  for 
use  by  municipality  in  exerci.se  of  normal  governmental  function 
after  annuitant's  death. 

Section  219,  Article  342:  Estates  and  trusts  38-21-1830 

taxed  to  fiduciary.  O.  D.  1040 

(Also  Section  202,  Article  1562.) 

In  the  year  1915  a  woman  died  intestate  owning  real  property  in 
the  State  of  New  York.  She  left  surviving  her  a  husband  and  a  son 
of  full  age,  who  was  her  sole  heir  at  law  and  next  of  kin.  In  Septem- 
ber, 1920,  the  property  was  sold  for  cash  by  a  joint  conveyance  of  the 
husband  and  the  son,  and  a  profit  resulted  from  the  sale.  It  is 
assumed  that  the  profit  represents  the  difference  between  the  amount 
of  the  fair  market  value  of  the  property  at  the  time  of  the  woman's 
death  and  the  amount  receivea  as  consideration  for  the  joint  con- 
veyance. The  husband  has  never  elected  to  take  an  amount  com- 
puted upon  the  basis  of  the  probability  of  his  life  in  lieu  of  his  right 
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of  curtesy  (a  hie  estate).  The  proceeds  of  the  sale  were  placed  in  a 
bank  in  a  special  account  in  the  name  of  the  husband.  This  dis- 
position of  the  fund  was  made  with  the  consent  of  the  husband  and  the 
son  and  with  an  agreement  between  them  that  the  father  was  to  have 
the  income  from  the  fund 'for  his  hf^  and  that  upon  his  death  the 
principal  was  to  go  to  the  son. 

Under  the  laws  of  the  State  of  New  York  and  by  the  weight  of 
authority  generally  where  a  life  estate  with  remainder  over  is  created 
in  personalproperty,  the  life  tenant  is  entitled  to  possession,  and  upon 
possession  oecomes  a  trustee  for  the  remainder-man.  When  the 
father  and  the  son  sold  the  property  by  joint  conveyance  for  an 
amount  of  cash  greater  than  the  value  of  the  property  at  the  time 
they  acquired  their  interests  therein,  it  is  apparent  that  a  profit  was 
realized.  This  profit  accrued  to  and  constituted  a  part  of  tne  corpus 
of  the  trust  fund  in  the  possession  of  the  father,  oi  which  the  son  is 
the  ultimate  beneficiary.  It  is  not  distributable  to  the  son  or  to  the 
father,  but  under  the  law  is  required  to  be  held  in  the  fund  during  the 
Ufe  of  the  father  in  order  that  he  may  have  the  use  thereof.  The 
profit  derived  from  the  sale  therefore  represents  the  undistributable 
mcome  of  a  trust  entity. 

Section  219(a)  of  the  Revenue  Act  of  1918  provides  that  the  tax 
imposed  by  sections  210  and  211  shall  apply  to  the  income  of  *  *  * 
any  kind  of  property  held  in  trust,  including — (3)  income  held  for 
future  distribution  under  the  terms  of  the  *  *  *  trust.  Ac- 
cordingly, the  father,  as  trustee,  should  file  a  return  for  the  year  1920, 
showing  the  profit  arising  from  the  sale  of  the  property  as  income  of 
the  trust,  and  pay  the  tax  thereon. 


Sbction  219,  Abticle  348:  Decedent's  estate  29-21-1737 

during  administration.  A.  R.  R.  665 

(Also  Section  210,  Article  3.) 

Recommended,  in  the  appeal  of  the  M  Corapaiiy  as  coezecutor 
of  the  estate  of  A  that  the  action  of  the  Income  Tax  Unit  in  as- 
sessing normal  and  Bartazen  against  the  net  income  of  tlie  estate 
of  A  for  tlie  period  January  1  to  C)ctf>ber  — ,  1918»  at  the  rates 
specified  in  sections  210  and  211(a)  of  the  Revenue  Act  of  1918, 
be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  as  coexecutor  of  the  estate  of  A  from  the  action  of  the  In- 
come Tax  Unit  in  assessing  income  tax  against  the  net  inoome  of  the 
estate  for  the  period  January  1,  1918,  to  October  — ,  1918,  on  which 
latter  date  the  administration  of  the  estate  was  closed,  under  the 
provisions  of  the  Revenue  Act  of  1918. 

The  records  in  the  case  show  that  A  died  testate  in  May,  1917, 
leaving  a  will  duly  probated  and  recorded,  appointing  the  M  Com- 
pany and  B  as  executors.  The  administration  of  the  estate  was 
closed  and  the  executors  discharged  October  — ,  1918.  As  one  of 
the  measures  necessary  to  the  proper  closing  of  such  administration 
the  M  Company  as  coexecutor,  prepai'ed  an  income  tax  return  for 
the  estate  covering  the  period  from  January  1,  1918,  to  October  — , 
1918,  and  computed  the  tax  thereon  under  the  provisions  of  the 
Revenue  Act  of  September  8,  1916,  as  amended  by  the  Revenue  Act 
of  October  3, 1917,  which  tax  so  computed  amounteil  to  .r  dollars  and 
was  paid  October  — ,  1918.    In  the  audit  of  this  return  the  Income 
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Tax  Unit  computed  the  tax  at  the  rates  provided  for  in  sections  210 
and  211(a)  of  the  Revenue  Act  of  1918  and  assessed  an  additional 
amount  of  l^.r  dollars,  which  action  is  now  appealed  from  by  the  said 
coexecutor.  ^ 

The  M  Company  in  making  its  appeal,  contends  that —  ft; 

(1)  The  estate  was  settled  at  the  time  that  the  Act  of  September  8,  1916, 
as  amendeO  by  the  Act  of  October  3,  1917,  was  effective ; 

(2)  The  estate  having  been  settled  the  Act  of  February  24,  1919,  could  have 
no  retroactive  effect ; 

(3)  The  Act  of  February  24,  1919,  is  unconstitutional,  void  and  of  no  effect 
as  respects  the  income  of  this  estate  which  had  been  settled  during  the  year 
prior  to  its  pa.ssage  and  approval ; 

(4)  The  return  for  the  year  1918  had  been  made  and  was  complete  and  final 
in  respect  of  both  the  estate  and  the  Federal  Government. 

Section  210  of  the  Bevenue  Act  of  1918  provides : 

That,  in  lieu  of  the  taxes  imposed  by  subdivision  (a)  of  section  1  of  the 
Revenue  Act  of  1916  and  by  section  1  of  the  Revenue  Act  of  1917,  there  shall 
be  levied,  collected,  and  paid  for  each  taxable  year  upon  the  net  income  of 
ever>'  individual  a  normal  tax  at  the  following  rates : 

(a)  For  the  calendar  year  1918,  12  per  centum  of  the  amount  of  the  net 
incf>me  in  excess  of  the  credits  provided  in  section  216:  Provided,  That  In  the 
case  of  a  citizen  or  resident  of  the  United  States  the  rate  upon  the  first  $4,000 
of  such  excess  amount  shall  be  6  i>er  centum. 

Section  211(a)  of  the  Revenue  Act  of  1918  provides: 

That,  in  lieu  of  the  taxes  imposed  by  subdivision  (b)  of  section  1  of  the 
Revenue  Act  of  1916  and  by  section  2  of  the  Revenue  Act  of  1917,  but  in 
addition  to  the  normal  tax  imposed  by  section  210  of  this  Act  there  shall  be 
levied,  collected,  and  paid  for  each  taxable  year  upon  the  net  income  of  every 
individual  a  surtax  equal  to  the  sum  of  the  following:     ♦     ♦     ♦ 

Section  227(a)  of  the  Revenue  Act  of  1918  provides  that  if  the 
return  is  made  on  the  basis  of  the  calendar  year,  then  the  return 
shall  be  made  on  or  before  the  15th  day  of  March  following  the  close 
of  the  taxable  calendar  year. 

Article  442  of  Regulations  45  provides : 

Upon  the  completion  of  the  administration  of  an  estate  and  final  accounting 
an  executor  or  administrator  shall  file  a  return  of  income  of  the  estate  for  the 
portion  of  the  taxable  year  in  which  the  administration  was  closed,  •  •  ♦. 
The  payment  of  the  tax  before  the  end  of  the  taxable  year  in  such  circum- 
stances does  not  relieve  the  taxpayer  from  liability  for  any  additional  tax 
which  might  subsequently  be  imposed  upon  income  of  the  taxable  year. 

The  above-quoted  sections  and  article  are  all  applicable  to  the 
calendar  year  1918. 

As  shown  above,  the  Revenue  Act  enacted  February  24,  1919,  pro- 
vided that  the  net  incomes  of  individual  citizens  and  residents  of  the 
United  States  for  the  year  1918  are  subject  to  tax  at  the  rates  speci- 
fied in  sections  210  and  211(a)  of  that  Act.  To  this  extent  the  said 
Act  was  retroactive  in  eflfect,  but  in  the  opinion  of  the  Committee  this 
fact  will  not  permit  the  executors  of  the  estate  of  A  to  escape  an 
assessment  of  tax  at  the  rates  specified  in  sections  210  and  211(a)  of 
the  Revenue  Act  of  1918  on  net  income  of  the  estate  for  that  year 
even  though  the  administration  was  closed  and  the  executors  dis- 
charged prior  to  the  enactment  of  that  statute,  which  opinion  is  sus- 
tained by  numerous  court  decisions. 

The  income  tax  law  enacted  October  3,  1913,  as  well  as  all  subse- 
quent income  tax  laws,  including  the  income  tax  law  approved  Feb- 
ruary 24,  1919,  were  all  enacted  by  virtue  of  the  Sixteenth  Amend- 
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ment  to  the  Constitution  of  the  United  States.  In  passing  upon  % 
case  arising  under  the  provisions  of  the  income  tax  law  of  1913  the 
Supreme  (5)urt  of  the  United  States  stated : 

The  right  of  Congress  to  impose  a  tax  by  a  new  statute,  although  the  measure 
of  the  tax  is  governed  by  the  income  of  tlie  past  year,  can  not  be  doubted. 
{Brushaber  v.  U.  P.  R.  R.  Co.,  240  U.  S.  1.) 

In  Stockdale  v.  hisurance  Companies  (20  Wall.,  323,  331),  in  sus- 
taining a  provision  in  a  prior  income  tax  law  which  was  assailed 
because  of  its  retroactive  effect,  the  court  stated : 

A  statute  imposing  a  tax  upon  all  income  of  a  previous  year,  although  one  tax 
on  that  Income  has  already  been  paid,  is  valid. 

In  U,  S.  v.  John  J.  McHatton^  et  al.,  in  the  District  Court  of  the 
United  States,  District  of  Montana,  it  was  held  that  an  income  tax 
may  be  and  was  imposed  by  retrospective  law. 

lii  Drexel  v.  Commonwealth  (46  JPa.  St.  31)  it  was  held: 

It  is  clearly  constitutional  as  well  as  expedient,  in  levying  a  tax  on  profits 
or  income,  to  take  as  the  measure  of  taxation  the  profits  or  income  of  the 
preceiling  year.  To  tax  is  legal,  and  to  assume  as  a  standard  the  transactions 
immediately  prior  Js  certainly  not  unreasonable,  particularly  when  we  find 
it  adopted  in  exactly  similar  cases. 

With  regard  to  the  retroactive  provisions  of  the  Wisconsin  income 
tax  law  a  Wisconsin  court  overruled  an  objection  to  those  provisions 
without  comment  for  the  reason  that  it  seemed  very  unsubstantial. 

In  view  of  the  foregoing  the  Committee  recommends  that  the  action 
of  the  Income  Tax  Unit  in  assessing  normal  and  surtaxes  against  the 
net  income  of  the  estate  of  A  for  the  period  January  1,  1918,  to 
October  — ,  1918,  at  the  rates  specified  in  sections  210  and  211(a)  of 
the  Revenue  Act  of  1918,  be  sustained. 


Section  219,   Article   343:  Decedent's   estate  44-21-1896 

during  administration.  O.  Dv  1084 

At  the  time  of  A's  death,  whidi  occurred  in  1920,  the  M  Company 
was  indebted  to  him  for  a  substantial  sum  of  money  loaned  to  the 
company  and  for  accumulated  interest  on  such  loans.  The  company 
had  among  its  assets  a  mortgage  on  improved  real  estate  which  it 
agreed  to  turn  over  to  the  executors  of  A  s  estate  in  part  payment  of 
the  principal  of  its  indebtedness  to  the  decedent  and  tlie  executors 
agreed  to  accept  the  mortgage  in  part  payment  of  the  debt  to  the 
extent  of  the  face  value  of  the  mortgage.  The  estate  is  in  the  process 
of  administration  and  the  remainder  of  the  debt  to  the  estate,  if  any, 
existing  at  the  close  of  the  period  of  administration  will  be  turned 
over  by  the  executors  to  the  trustees  to  form  part  of  the  principal  of 
one  of  the  trusts  created  by  A's  will. 

Held,  that  the  mortgage  which  the  M  Company  has  agreed  to  turn 
over  to  the  executors  of  A's  estate  in  part  payment  of  the  debt  due 
from  the  company  to  the  estate  will  not  constitute  taxable  income  to 
the  estate  unless  such  payment  exceeds  the  fair  market  value  of  the 
decedent's  claim  against  the  company  at  the  date  of  his  death  (both 
principal  and  interest  accrued).  Similarly,  any  other  payments  re- 
ceived by  the  estate  from  the  company  in  the  liquidation  of  the  com- 
pany's indebtedness  will  not  be  required  to  be  included  in  any  of 
the  returns  required  to  be  filed  for  the  estate  until  the  total  of  such 


«^»J  190 


paymente  exceeds  the  fair  market  value  of  the  cfaum  at  the  date  of  the 
deoedeat^s  deatii.    Wh^i  the  total  of  all  the  payments  i^eceivsed  by  thm 
estate  (both  principal  and  interest)^  excliisiTe  of  any  interest  aeented 
since  the  decedent's  death  already  returned  as  income,  equals  the  value         ^^ 
of  the  claim  at  the  date  of  the  death  of  the  decedent  (both  principal         A 
and  interest  then  accrued),  the  eatire  amount  of  the  pajTnents  re-         ^ 
ceived  subsequently  should  be  reported  in  gross  ineome  in  the  return 
of  the  estate,  or  of  tlie  trust  to  which  the  debt  is  transferred,  as 
the  case  may  be,  for  the  year  or  years  in  which  such  subsequent  pay- 
ments are  received. 

Section  219,  Artiole  345:  Estates  and  troats  45-21-1J910 

taxed  to  beneficiaries.  O.  D«  1092 

A  taxpayer  established  a  trust  fund,  the  income  from  which  by 
agreement  is  to  be  paid  to  his  former  wife  in  lieu  of  alimony,  main- 
tenance and  support.  Any  excess  over  a  certain  stipulated  sum 
which  it  was  agreed  the  trustee  must  pay  to  the  tormer  wife  annually 
is  to  be  paid  to  the  creator  of  the  trust  and  in  e^'ent  the  former 
wife  and  sons  predecease  the  grantor  the  principal  of  tlie  trust  re- 
verts to  him. 

Held,  that  the  instrument  in  question  created  a  Talid  trust  which  is 
irrevocable  and  bevond  the  contix)!  of  the  ^antor,  the  income  of 
which  is  distributable  periodically  and  is  taxable  to  the  beneficiary. 
(O.  D.  399,  C.  B.  2,  p.  156,  overruled.) 


Section  219,  Article  347:  Estates  and  trusts  88-21-1831 

which  can  not  be  treated  as  a  unit.  O.  D.  1041 

Under  the  terms  of  the  will  of  a  decedent  a  trust  was  created  part 
of  the  income  of  which  is  distributable  periodically  to  the  beneficiaries 
and  a  portion  of  which  is  to  be  accumulated  and  added  to  the  prin- 
cipal of  the  trust  or  held  for  future  distribution.  During  the  taxable 
year  1920  real  estate  owned  by  the  trust  was  sold  at  a  loss  and  the 
return  for  the  trust  for  that  year  showed  a  net  loss  as  a  result  of  the 
sale. 

It  is  held  that  the  amount  of  the  loss  may  be  deducted  from  the 
'j  gross  income  of  the  trust  for  the  taxable  year  in  computing  the  net 

mcome  of  the  trust  as  a  unit;  but  since  the  loss  on  the  sale  of  the  capital 
assets  of  the  trust  affected  the  corpus  of  the  trust  only,  each  benefit 
ciaiy  is  required  to  include  in  computing  his  net  income  the  amount 
of  the  income  of  the  trust,  if  any,  distributable  to  him,  even  thou^ 
the  aggregate  of  the  distributive  shares  of  the  beneficiaries  is  larger 
than  the  net  income  of  the  trust  computed  as  a  unit.  Inasmuch  as 
there  is  no  provision  in  the  statute  allowing  one  taxpayer  to  deduct 
from  his  gross  income  the  losses  sustained  by  another  taxpayer  and 
as  under  the  statute  the  trust  and  the  beneficiaries  must  oe  consid-  ^ 
ered  as  separate  taxpayers,  the  beneficiaries  may  not  deduct  from  ^' 
gross  income  in  their  individual  returns  for  1920  any  part  of  the  loss 
which  was  sustained  by  the  trust  through  the  sale  of  the  real  estate 
or  through  the  sale  of  any  other  property  owned  by  the  trust. 
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SECTION  221.— PAYMEXT  OF  TAX  AT  SOURCE. 

Section  221,  Article  361 :  Withholding  tax  at  44-21-1897 

source.  O.  D.  1085 

(Also    Section    210,   Article    4;    Section    225, 
Article  421.) 

A,  a  foreign  subject,  left  his  estate  by  will  to  his  minor  children 
providing  that  during  their  minority,  B,  their  mother,  should  ract 
as  their  guardian  and  that  the  income  of  the  estate  should  be  divided 
equally  among  the  mother  and  the  children  during  the  guardiansliip. 
The  widow  who  was  subsequently  appointed  guardian  married  C, 
a  citizen  of  the  United  States.  B  and  C  and  the  cliildren  are  now 
residing  in  a  foreign  country. 

A's  estate  was  liquidated  and  invested  in  United  States  Liberty 
bonds  and  foreign  government  bonds.  While  the  family  lived  in  the 
United  States,  these  securities  were  deposited  for  safe  Keeping  with 
the  M  Company,  a  domestic  corporation,  which  was  authorized  to 
collect  the  income  and  was  instructed  to  deposit  it  to  the  credit  of  B. 
B  states  that  this  was  done  only  for  convenience  as  only  a  portion 
of  the  income  was  actually  hers. 

During  1920,  the  M  Con^any  withheld  8  per  cent  from  the  interest 
allowed  on  the  balance  of  B's  account  B  objects  to  any  withholding 
because  she  is  a  citizen  of  the  United  States  and  her  minor  children 
"  have  elected  to  remain  foreigners  "  and  are  not  liable  to  Federal  tax. 

The  followinjy  questions  are  raised: 

(1)  Can  a  minor,  an  alien  by  birth j  living,  with  a  mother  who  has 
become  an  American  citizen  by  marriage,  but  who  during  1920  was 
not  physically  in  the  United  States,  and  where  the  child  is  subject 
to  the  authority  and  guardianship  of  the  mother,  during  minority, 
make  an  election  as  to  its  citizenship  so  as  to  differentiate  its  taxable 
status  from  that  of  the  mother  and  guardian? 

(2)  What  is  the  taxable  status  of  the  income  in  question? 

(3)  What  is  the  duty  of  the  M  Company  with  respect  to  such 
income  ? 

Section  1994  of  the  Kevised  Statutes  provides : 

Any  woman  who  is  now  or  may  hereafter  be  married  to  a  citizen  of  the 
United  States,  and  who  might  herself  he  lawfully  naturalized,  shall  be  deemed 
a  citizen. 

Section  2172  provides  as  follows : 

Children  of  persons  who  have  been  dnly  naturallKed  under  any  law  of  the 
United  States  •  *  *  being  under  tlie  age  of  twenty-one  years  at  the  time 
of  the  naturalization  of  their  parents,  shaU,  if  dwelling  in  the  United  States,  be 
considered  as  citizens  thereof. 

In  this  connection,  it  is  further  provided  in  section  5  of  the  Citizen- 
ship Act  of  March  2,  1907 : 

That  a  child  born  without  the  United  States  of  alien  parents  shall  be  deemed 
a  citizen  of  the  United  States  by  virtue  of  the  naturalization  of  or  resumption  of 
American  citizenship  by  the  parents:  Provided,  That  such  imturalization  or 
resumption  takes  place  during  the  minority  of  such  child ;  and  Provided  further, 
That  the  citizenship  of  such  minor  child  shall  begin  at  the  time  such  minor  child 
begins  to  reside  permanently  in  the  United  States. 

The  Department  of  State  has  advised  this  office  that  there  is  no 
provision   in   the   laws   of   the   United   States   whereunder   persons 
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naturalized  through  t!ic  naturalization  of  their  parents  may  renounce 
the  naturalization  thus  acquired. 

It  is  stated  that  the  family  lived  in  the  United  States  but  it  is  not 
clear  whether  that  statement  applies  to  the  period  prior  or  subsequent  ^ 

to  the  naturalization  through  marriage  of  B.  h^ 

If  at  the  time  of  their  mother's  marriage  to  C  or  at  anv  time  there-  ^^i 

after,  the  minor  children  were  physically  in  the  United  States,  and 
theif  mother  at  such  time  intended  this  country  to  be  their  permanent 
place  of  residence,  or  domicile,  they  became  citizens  of  tne  United 
States.  If  they  became  citizens,  they  can  not  elect  another  nationality, 
or  expatriate  themselves  while  they  are  minors,  and  no  election  whim 
they  may  make  after  they  become  of  age  will  affect  their  status  as 
citizens  of  the  United  States  during  their  minority. 

Whether  the  minor  children  are  citizens  of  the  United  States  or 
nonresident  aliens,  no  tax  is  required  to  be  withheld  by  the  M  Com- 
pany from  the  amount  of  interest  credited  to  the  account  of  B.  B 
is  a  fiduciary  within  the  meaning  of  section  200  of  the  Revenue  Act 
of  1918.  Section  221  does  not  provide  for  withholding  tax  from  the 
fixed  or  determinable  annual  or  periodical  income  of  a  fiduciary  who 
is  a  citizen  or  resident  or  has  an  office  or  place  of  business  in  this 
country.  Assuming  that  by  this  time  the  M  Company  has  filed  a 
withholding  return  on  Form  1042,  representing  the  amount  of  tax 
withheld  at  the  rate  of  8  per  cent  from  the  interest  credited  to  the 
account  of  B,  the  withholding  agent  should  release  the  amount  of 
tax  erroneously  withheld  and  file  a  claim  on  Form  47  for  the  abate- 
ment of  such  tax.  In  the  event  the  total  amount  of  interest  credited 
to  the  account  of  B  during  1920  equaled  or  exceeded  $1,000,  the  M 
Company  will  be  required  to  file  returns  of  information,  Forms  1099 
and  1096,  with  respect  to  such  income. 

Since  it  does  not  appear  that  the  guardian  in  this  case  makes  any 
annual  or  periodical  payments  of  fixed  or  determinable  income  to  the 
minors  or  to  any  one  m  their  behalf,  she  is  not  the  withholding  agent 
within  the  meaning  of  the  statute,  whether  or  not  the  minors  are 
nonresident  aliens. 

If  the  minor  children  are  nonresident  aliens,  B,  as  fiduciary,  is 
required  to  make  return  and  to  pay  the  tax  thereon  for  each  of  the 
beneficiaries.  If. such  minors  are  citizens  of  the  United  States,  B,  • 
as  fiduciary,  is  required  to  make  return  for  them  and  to  pay  the  tax, 
unless  such  minors  themselves  make  a  return  or  cause  it  to  be  made, 
provided  in  either  instance  such  minors  have  a  net  income  of  $1,000 
or  $2,000,  according  to  their  marital  status.  In  either  event,  the  re- 
turn to  be  made  by  B  for  each  minor  child  should  be  on  Form  1040 
(revised)  or  1040~A  (revised). 


Sfxtion  221,  Article  361 :  Withholding  tax  at  source. 

(See  46-21-1924;  sec.  252,  art,  1034.)  Tax  withheld  in  1917  from  ^ 
interest  on  tax-free  covenant  bonds  thougli  bondholder  was  not  liable  ^ 
to  payment  of  normal  income  tax. 
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Section  221,  Article  362:  Fixed  or  determinable  44r-21-1898 

annual  or  periodical  income.  O.  D.  1086 

An  annuity  paid  by  a  domestic  corporation  to  a  nonresident  alien 
individual  is  not  subject  to  withholding  except  to  the  extent  that  the 
aggregate  amount  of  the  payments  to  the  annuitant  exceeds  the 
amount  paid  to  purchase  the  annuity. 


Sectiox  221,  Article  363 :  Exemption  from  withholding. 

(See  32-21-1759;  sec.  213(c),  art.  92.)     Income  from  sale  of  rights 
of  serial  publication  by  a  nonresident  alien  author. 


Section  221,  Article  363:  Exemption   from  44-21-1899 

withholding.  O.  D.  1087 

The  question  is  presented  whether  a  domestic  corporation  which 
pays  royalties  to  a  nonresident  alien  incjividual  may  be  relieved  from 
the  requirement  of  withholding  the  tax  from  the  royalties  so  paid 
where  the  nonresident  alien  individual  executes  a  power  of  attorney 
authorizing  a  domestic  bank  to  act  as  its  agent  in  all  income  tax 
matters. 

Held,  that  there  is  no  provision  in  the  Revenue  Act  of  1918  or  the 
regulations  issued  thereunder,  wherebjr  a  domestic  corporation  may 
be  relieved  from  the  requirement  to  withhold  a  tax  at  the  rate  of  8 
per  cent  from  royalties  paid  to  a  nonresident  alien  individual,  by 
reason  of  the  fact  that  he  has  appointed  a  domestic  banker  to  act  as 
his  agent  for  the  purpose  of  paying  his  taxes  in  the  United  States, 


Section  221,  Article  364:  Ownership  certificates  41-21-1861 

for  interest  coupons.  O.  D.  1060 

(Also   Section    201,   Article    1541;    Section    234, 
Article  564.) 

The  taxpayer,  a  holder  of  debentures  of  the  M  Company,  requests 
a  ruling  as  to  tne  necessity  of  filing  ownership  certificates  on  Form 
1001  in  connection  with  the  income  received  therefrom. 

A  debenture  in  its  usual  and  ordinary  meaning  is  defined  as  a 
writing  or  voucher  acknowledging  a  debt^  or  more  specifically,  as 
any  of  various  instruments  issued,  especially  by  corporations,  as 
evidences  of  debt.  Webster's  New  International  Dictionary.  When 
used  in  the  United  States  the  term  '*  debenture '*  generally  designates 
an  instrument  secured  by  a  floating  charge  junior  to  other  cnarges 
secured  by  fixed  mortgages  or  sometimes,  specifically,  one  of  a  series 
of  securities  secured  by  a  eroup  of  securities  held  in  trust  for  the 
benefit  of  the  debenture  holders.  This  definition  has  received  judi- 
cial approval.  People  ex  rel.  (John  v.  Miller^  180  N.  Y.  16,  72  N.  E. 
526,  and  Barton  National  Bank  v.  AtkinSj  72  Vt.  33,  47  Atl.  176,  180. 
It  is  accordingly  apparent  that  a  debenture  is,  in  many  respects, 
similar  to  a  bona,  wnich  is  also  an  evidence  of  indebtedness.    Careful 
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exfuiiiaatioa  of  the  copy  of  the  debenture  submitted  discloses  thai 
it  is  an  evidence  of  indfebtedness  on  the  part  of  the  M  Company.  In 
other  words,  the.  relation  between  the  holder  of  the  debenture  and 
the  corporation  is  that  of  creditor  and  debtor.  The  payi&entB  made 
by  the  corporation  to  tiie  holder  of  the  debentai^  are  paid  for  Ihe 
use  of  that  which  was  bc^rowcd  and  are  therefore  interest,  regar<fleflB 
of  what  term  may  have  been  applied  by  the  corporation  to  sobm  <rf 
the  payments. 

The  payments  made  by  the  corporation  to  a  holder  of  the  debentures 
are  not  dividends,  for  the  holders  of  the  debentures  are  not  by  virtue 
of  their  ownership  of  the  debentures  shareholders  or  members  of  the 
company.  As  pointed  out  above,  the  holders  of  the  debentures  arc 
creditors  of  the  company,  and  in  the  opinion  of  this  office  tiiat  rda- 
tionship  is  not  altered  in  any  way  by  the  fact  that  the  rights  of  the 
creditors  under  the  debentures  are  junior  to  the  rights  of  the  stock- 
holders. 

It  is  therefore  the  holding  of  this  ofiBice  that  the  jpaymtents  made 
by  the  M  Company  on  its  debentures  are  payments  by  way  of  inter- 
est on  its  obligations,  and  that  as  a  holder  of  debentures  the  tax- 
payer is  required  under  the  provisions  of  article  364  of  Regulations 
45  to  file  ownership  certificates  on  Form  1001  when  receiving  payments 
made  by  the  corporation  under  the  terms  of  the  debentures. 


Stiction  221,  AjmcLE  370 :  Return  of  tax  withheld.  31-21-1750 

O.  D.  985 

A  withholding  agent  is  not  relieved  from  obligation  to  bay  to  the 
Federal  Government  the  amount  of  tax  c<»*rectly  withheld  mm  the 
iiiM3ome  of  a  nonresident  alien  by  reason  of  the  fact  that  the  non- 
resident alien  has  filed  a  return  showing  no  tax  liability. 


SECTION  222.— CREDIT  FOR  TAXES. 

Section  222,  Article  381:  Analysis  of  credit  45-21-1911 

for  taxes.  *^  O.  D.  1093 

In  accordance  with  section  222 (a)  1  of  the  Revenue  Act  of  1918,  an 
American  citizen  may  credit  the  amount  of  Federal  tax  with  the 
amount  of  any  income,  war  profits,  and  ex<?ess-profits  taxes  paid  dur- 
ing the  taxable  year  to  France,  provided  such  tax  paid  to  France  is 
on  income  from  sources  therein.  If,  however,  the  tax  paid  to  the 
Government  of  France  is  imposed  on  an  amount  fixed  at  seven  times 
the  rent  of  his  residence  in  France  (whetlier  because  he  actually  re- 
ceives no  income  or  insufficient  income  from  France) ,  such  tax.  would 
be  considered  not  to  have  been  imposed  on  income  from  sources 
therein,  and,  therefore,  not  a  proper  credit  xuider  section  222(a)  of 
the  Act.  The  tax  would,  however,  be  a  proper  deduction  under  sec-  UL 
t ion  214  (a) 3.  '  ^ 

Section  222,  Article  382 :  Meaning  of  terms.  3^21-1844 

(Also  Section  214<a)3,  Article  131.)  O.  D.  lOdO 

The  term  ''foreign  country"  as  used  in  sections  238(a)  and  234 (a) 3 
of  the  Revenue  Act  of  1918  is  held  to  mean  the  composite  whole  made 
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up  of  all  the  subdivisions  of  a  foreign  State  subject  to  the  same  central 
controL  Each  of  the  subdivisions,  in  this  sense,  is  not  a  '' country '^ 
but  a  part  of  a  ''  countrv."  The  Province  of  British  Columbia,  there- 
fore, ^es  not  come  witnin  the  meaning  of  the  term  "foreign  country" 
as  contemplated  by  the  statute. 

Amounts  of  mineral  tax  and  income  tax  paid  or  accrued  to  the 
Province  of  British  Columbia  by  a  domestic  corporation  are  deductible 
as  business  expenses  from  the  taxable  income  of  the  corporation. 


Section  222,  Article  385 :  Countries  which  do  or 
do  not  sat^fy  the  similar  credit  requirement. 

(See  41-21-1860;  sec.  216,  art.  307.)     Dutch  Guiana. 


Section  222,  Abticle  385 :  Countries  which  do  or 
do  not  satisfy  the  similar  credit  requirement. 

(See  49-21-1961;  sec.  216,  art.  307.)     Straits  Settlements. 


SECTION   223.— INDIVIDUAL   RETURNS. 

Section  223,  Articus  401 :  Indi\ddual  returns.  27-21-1715 

O.  D.  968 

A  husband  and  wife  may  elect  to  file  a  joint  return  one  year  and 
separate  returns  the  next,  regardless  of  whether  such  election  results 
in  a  benefit  to  them  or  a  benefit  to  the  Government. 


Section  223,  Abticle  401 :  Individual  returns.  28-21-1727 

O.  D.  975 

Inquiry  is  made  whether  the  laws  relating  to  community  property 
in  Texas  apply  to  the  property  acquired  in  the  State  by  husband  and 
wife  who  are  not  residents  of  the  State,  or  whether  it  applies  only  to 
residents  of  the  ^Btate,  and  also  whether  husband  and  wife  residing  in 
Oklahoma  are  entitled  or  required  to  make  separate  returns  showing 
income  derived  by  each  from  property  acquired  in  Texas,  subsequent 
to  marriaffe,  which  under  the  laws  of  Texas  is  community  property. 

Where  funds  or  other  property,  which  under  the  laws  of  the  State 
of  the  owner's  residence  is  his  separate  property,  are  carried  into  a 
jurisdiction  where  the  community  property  system  obtains,  and  there 
invested  in  lands,  the  latter  do  not  become  the  common  property  of 
the  purchaser  and  his  wife,  but  remain  the  separate  property  or  the 
spouse  whose  money  purchased  it.  This  is  so  though  the  spouses 
thereupon  become  domiciled  in  the  State  where  the  land  is  situated. 
Oliver  v.  Robertson^  41  (Tex.)  422;  McDaniel  v.  Harley.4Q  S.  W. 
(Tex.  Civ.  App.)  323;  Blethen  v.  Bonner,  71  8.  W.  (Tex.  Civ.  App.) 
290;  Thayer  v.  Clarke,  77  S.  W.  (Tex.  Civ.  App.)  1050;  Douglas  v. 
Douglas,  126  Pac.  (Idaho)  796;  Meyers  v.  Albert,  135  Pac.  (Wash.) 
1003. 
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In  Texas,  prior  to  the  year  1917,  the  rents  and  revenues  accruing 
from  lands,  forming  a  part  of  the  separate  estate  of  one  of  the 
spouses,  fell  into  and  became  a  part  of  the  community  estate,  but  in 
that  year  article  4621  of  the  Statutes  was  amended  so  as  to  preserve 
as  separate  property  the  rents  and  revenues  derived  from  land  which 
was  itself  separate  property. 

As  lands  purchased  with  the  separate  funds  of  one  of  the  spouses, 
whether  they  be  residents  or  nonresidents  of  Texas,  do  not  thereby 
become  community  property,  it  necessarily  follows  that  in  either  case 
the  primary  question  relates  to  the  ownership  of  the  funds  employed 
in  purchasing  the  lands.  Where  the  consideration  or  purchase  money 
is  contributed  in  part  by  the  husband  and  in  part  by  the  wife  from 
funds  which,  under  the  laws  of  their  domicile,  were  respectively  a 
part  of  the  separate  estate  of  each,  the  land  so  purchased  would  not 
thereby  become  community  property,  even  though  the  spouses  fur- 
nished the  purchase  money  in  equal  shares,  but  would  be  the  separate 
property  of  each  in  proportion  to  their  several  contributions.  Thayer 
V.  Clarke^  supra. 

Therefore,  it  is  concluded  (1)  where  a  husband  and  wife,  domiciled 
in  a  State  other  than  a  community  property  State,  purchase  lands 
located  in  Texas  with  the  separate  funds  of  one  of  the  spouses,  then 
the  rents  and  revenues  therefrom  constitute  the  income  of  the  spouse 
whose  funds  purchased  the  land,  and  are  so  returnable;  (2)  where 
a  husband  and  wife,  domiciled  in  a  State  other  than  a  community 
property  State,  purchase  land  located  in  the  State  of  Texas  with 
funds  furnished  m  part  by  the  husband  and  in  part  by  the  wife,  then 
the  rents  and  revenues  are  income  of  each  in  proportion  to  their 
interest  in  the  land  and  are  so  returnable. 


Secttton  223,  Article  401 :  Individual  returns.  34-21-1784 

O.  D.  1005 

Where  the  net  income  of  one  spouse  is  in  excess  of  $2,000  but  the 
other  has  allowable  deductions  which,  if  applied  against  this  net  in- 
come will  result  in  making  the  figure  representing  the  aggregate  net 
income  of  both  less  than  $2,000,  no  return  need  be  filed. 


Section  223,  Article  401 :  Individual  returns.  36-21-1805 

O. D.  1023 

The  guardian  of  a  taxpayer,  non  compos  mentis,  whose  le^al  domi- 
cile is  Texas,  and  whose  wife  has  been  maintaining  a  residence  in 
Virginia  since  prior  to  the  enactment  of  the  income-tax  law,  makes 
inquiry  as  to  whether  the  income  from  the  property  which  is  within 
the  State  of  Texas  may  be  divided  in  accordance  with  the  community  ^ 
property  laws  of  the  State  and  Treasury  Decision  3071  (C.  B.  3,  p.  %« 
221). 

Held,  if  the  marital  relation  has  not  been  dissolved  the  opinion  of 
the  Attorney  General,  incorporated  in  Treasury  Decision  307 1^ 
applies. 
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Section  223,  Article  401 :  Individual  returns. 

(See  37-21-1822;  sec.  326,  art.  831.)  Amended  returns  for  1917 
for  the  purpose  of  computing  invested  capital  without  the  use  of 
appreciated  or  inflated  values. 


Section  223,  Article  401 :  Individual  returns.  39-21-1845 

Sol.  Op.  121 

INCOME  ♦iTAX:  8BCTIONS  210,  2l2<a),  213(a),  AND  223,  REVENUE  ACT  OP  1918— SEPARATE 

RETURNS. 

Where  husband  and  wife  acquire  community  property  while  domiciled 
in  the  State  of  Idaho,  and  then  take  up  domicile  in  OaUfomia,  they  may 
continue  to  render  se'parate  returns  of  the  income  from  such  property. 

The  question  is  raised  whether  A  and  B,  who  acquired  community 
property  while  domiciled  in  Idaho,  may  render  separate  returns  of 
the  income  from  such  property  after  taking  up  domicile  in  the  State 
of  California.  They  have  no  income  from  any  source  in  the  State 
of  California. 

Section  223  of  the  Revenue  Act  of  1918  reads  in  part  as  follows: 

That  every  individual  having  a  net  income  for  the  taxable  year  of  $1,000  or  over 
if  single,  or  if  married  and  not  living  with  husband  or  wife,  or  of  $2,000  or  over  if  mar- 
ried and  living  with  husband  or  wife ,  shall  make  under  oath  a  return  stating  specifically 
the  items  of  his  gross  income  and  the  deductions  and  credits  allowed  by  this  title. 
If  a  hushand  and  wife  living  together  have  an  aggregate  net  income  of  $2,000  or  over, 
each  shall  make  such  a  return  unless  the  income  of  each  is  included  in  a  single  joint 
return. 

Section  210  provides  in  part  as  follows: 

That  *  *  *  there  shall  be  levied,  collected,  and  paid  for  each  taxable  year 
upon  the  net  income  of  every  individual  a  normal  tax  at  the  following  rates  *    *    *. 

Net  income  is  defined  in  section  212(a)  in  the  following  language: 

That  in  the  case  of  an  individual  the  term  "net  income  "  means  the  gross  income 
ae  defined  in  section  213,  less  the  deductions  allowed  by  section  214. 

Gross  income  is  defined  as  follows  (section  213) : 

That  for  the  purposes  of  this  title  (except  as  otherwise  provided  in  section  233),  the 
term  **grosB  income  " — 

(a)  Includes  gains,  profits,  and  income  derived  from  *  «  *  dealings  in  prop- 
erty, whether  real  or  personal,  growing  out  of  the  ownership  or  use  of  or  interest  m 
such  property. 

The  material  facts  are  sufficiently  set  forth  in  the  first  paragraph. 
That  B's  interest  in  the  property  while  the  spouses  are  stfll  domi- 
ciled in  Idaho  is  sufficient  to  warrant  their  rendering  separate  returns 
of  the  income  of  that  property  is  undisputed.     (Opinion  of  Attorney 
General  of  February  26,  1921.  T.  D.  3138,  published  in  Bulletin  11- 
21.)     The  basis  for  such  a  holding  is  that  each  has  a  vested  right  in 
the  property  and  in  any  income  that  may  be  derived  therefrom.     The 
X       wife  s  interest  in  community  property  in  Idaho  is  equal  to  that  of 
^J      her  husband,  except  that  he     has  the  management  and  control  of 
the  community  property  except  the  earnings  of  the  wife  for  personal 
services  and  the  rents  and  profits  of  her  separate  estate."     (Article 
4666,   Compiled   Statutes   of  Idaho,   1919.)     In   Ewald  v.   Hufton 
(Idaho,  173   Pac.  246)  the  court  held  that  under  the  laws  of  the 
State  of  Idaho  no  distinction  is  made  between  husband  and  wife  as 
to  the  degree,  quantity,  nature,  or  extent  of  the  interest  each  has  in 
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the  community  property*  (See  also  Amett  y.  BeadCj  220  U.  S*  311; 
Davis  V.  Davis  (Tq;x.)  186  S.  W.  775).  In  Kdhny  v.  DuTihar  (Idaho) 
121  Pac.  644  the  court  said: 

The  statute  has  given  to  the  husband  no  better  or  higher  title  to  the  oomm unity 
property  than  it  has  given  to  the  wife  ♦  *  ♦.  The  receipts  from  any  disposition 
that  ma^  be  made  of  the  property  still  remain  community  property,  and  the  wife's 
interest  in  the  receipts  from  any  sale  of  community  property  is  just  as  great  as  it  was 
in  the  original  community  property  which  was  sold. 

The  wife's  interest  then  is  vested  and  is  ac(][uired  as  soon  as  there 
is  property.  A  vested  interest  is  one  in  which  there  is  a  present 
fixed  right,  either  of  present  enjoyment  or  of  future  enjoyment.  If 
the  change  of  domicile  does  not  vary  this  interest,  the  conclusion  is 
inevitable  that  the  spouses  should  still  be  able  to  render  separate 
returns.  In  Brookman  v.  Durkee  (Wash.,  30  .Pac.  914)  the  court 
stated: 

If  it  were  the  intent  of  the  statute  that  property  acquired  in  another  jurisdiction 
and  brought  within  the  State  should  become  community  ^M^perty,  its  iegiality  might 
be  seriously  questioned.  It  woidd  destroy  vested  rights.  It  would  take  from  one  of 
the  spouses  property  over  which  he  or  she  had  sole  and  absolute  dominion  or  owner- 
ship and  vest  an  interest  therein  in  the  other. 

To  the  same  effect  is  Depas  v.  Mayo  (11  Mo.  314),  in  which  it  is 
stated: 

It  must  be  assumed,  then,  that  Mrs.  Depas  was,  by  the  laws  of  Loaiatana,  entitled 
to  one-half  of  the  estate,  both  real  and  personal,  belonging  to  the  community  of 
which  her  husband  was  the  head,  and  that  De^as,  upon  his  removal  to  St.  Louis, 
invested  a  portion  of  this  community  property  m  the  real  estate  *  ♦  ♦.  Now, 
according  to  the  laws  of  this  State,  if  A  purcnasee  land  with  the  money  of  B,  and  takes 
le^l  title  to  himself,  a  court  of  equity  will  regard  him  as  trustee  ^  *  *.  If  the 
wife  has  separate  property,  the  husband  is  by  our  law  the  trustee  of  the  wife*s  property. 
If  in  such  a  case  the  property  is  personal  and  the  husband  invests  it  in  land,  taking 
the  title  in  his  own  name,  can  it  oe  doubted  that  the  equitable  rights  of  the  parties 
are  not  chanj^  by  the  change  of  property  and  legal  ownership?  The  removal  of 
Depas  and  his  wife  from  Louisiana  to  this  State  does  not  alter  tne  character  of  this 
transaction.  Had  Depas.  whilst  residing  in  Louisiana,  remitted  asum  of  money  belong- 
ing to  the  communit)^  ana  procured  its  investment  in  Missouri  lands,  would  the  rights  of 
the  parties  in  Louisiana  nave  been  changed?  WJiat  difference  can  it  niahef  that  pre- 
vious to  the  investment  the  parties  had  changed  their  domicile  f 

In  the  case  of  SuccessoSr  of  Popp  (La.,  83  So.  765)  the  court  said: 

Where  the  property  of  the  wife  dying  in  Mississippi,  to  which  State  she  and  her 
husband  had  removed  from  Louisiana,  consisted  of  movables  belonging  to  the  com- 
munity of  acquets  and  gains,  and  left  hy  the  husband  in  his  bank  at  Louisiana,  the 
situs  is  not  considered  as  ha\ing  followea  the  domicile  of  the  parties. 

Because  the  wife  has  a  vested  interest  in  the  property,  which  is  not 
affected  by  change  of  domicile,  the  income  from  such  property  is 
income  to  ooth  the  husband  ana  wife. 

In  view  of  the  fact  that  B's  vested  interest  in  the  property  in 
question  was  suflBicient  to  warrant  the  making  of  a  separate  return 
under  the  Revenue  Act  of  1918  while  the  spouses  were*  still  domiciled 
in  the  State  of  Idaho,  and  that  the  change  of  domicile  does  not  affect 
that  vested  right,  it  is  concluded  that  A  and  B  after  taking  up  domi- 
cile in  California  may  still  render  separate  returns  of  trie  income  ^ 
from  such  property.  " 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenue. 
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Section  228,  Article  401 :  Individual  returns.  47-21-1933 

O.  D.  1110 

While  domiciled  in  the  State  of  Washington,  husband  and  wife 
acquired  real  property  therein  with  community  earnings.  Subse- 
quent thereto  they  moved  to  another  State,  where  they  have  since 
lived. 

Under  the  laws  of  Washington  the  income  from  such  property  is 
community  property.  During  coverture,  as  well  as  upon  dissolution 
of  the  marriage,  the  wife  has  a  vested  and  definite  interest  and  title 
in  the  community  property  equal  in  all  respects  to  that  of  the  hus- 
band. Such  interest  is  not  affected  by  a  change  of  domicile.  There- 
fore, the  husband  and  wife  may  file  separate  returns  in  which  the 
income  from  community  property  in  tiie  State  of  Washington  is 
divided  between  them. 

Section  223,  Article  401 :  Individual  returns.  49-21-1964 

O.  D.  1128 

Under  the  provisions  of  sections  164  and  172  of  the  Civil  Code  of 
California  the  earnings  of  a  wife  are  community  property  of  which 
the  husband  has  the  absolute  custody  and  control.  The  Supreme 
Court  of  the  State  held  in  the  case  of  Fennell  v.  Drinkhouse^  131 
Cal.  Rep.  447,  that  money  earned  by  a  wife  when  living  with  her 
husband  is  community  property. 

In  light  of  these  authorities  and  Treasury  Decision  3138  holding 
that  a  husband  and  wife  domiciled  in  the  otate  of  California  will 
not  be  permitted  to  divide  community  income  for  income  tax  pur- 
poses, it  is  held  that  the  wife  is  not  permitted  to  report  in  her  sepa- 
rate return  salary  and  wages  received  by  her,  which  become,  simul- 
taneously with  their  receipt,  community  income. 


SECTION  224.— PARTXERSHIP  RETURNS. 

Section  224,  Article  411 :  Partnership  returns. 

(See  43-21-1887;  sec.  239,  art.  621.)     Business  of  partnership  in- 
corporated but  continued  as  a  partnership. 


SECTION  225.— FIDUCIARY  RETURNS. 

Section  225,  Article  421 :  Fiduciary  returns. 

(See  44-21-1897;  sec.  221,  art.  361.)     Income  of  minor  children  of 
alien  who  has  acquired  United  States  citizenship  tlirough  marriage. 


Section  225,  Article  422 :  Return  by  guardian  or  committee. 

(See  50-21-1974;  sec.  214(a) 4,  5,  6,  art.  141.)     Amended  returns 
where  guardian  misappropriates  income. 
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SECTION  227.— TIME  AND  PLACE  FOE  FILING 

RETURN. 

Section  227,  Article  444 :  Extension  of  time  by  Commissioner. 

(See  48-21-1954;  sec.  326,  art.  831.)    Extension  of  time  for  filing 
amended  returns  where  appreciation  included  in  invested  capital. 


Part  III. — Corporations. 


SECTION  231.— CONDITIONAL  AND  OTHER  EXEMPTIONS. 

Section  231,  Akticle  515 :  Building  and  loan  asso-  27-21-1716 

ciations  and  cooperative  banks.  T.  D.  3179 

INCOME    TAX— DOMESTIC    BUILDING    AND    LOAN    ASSOCIATIONS. 

Abticle  515,  Regituations  Xo.  45,  Amended. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Was/idngtony  L>.  C, 

To  collectors  of  internal  revenue  and  others  concerned: 

Article  515,  Regulations  45,  is  hereby  amended  to  read  as  follows : 

Art.  515.  Bvilding  and  loan  associations  and  cooperative  banks. — In  general, 
a  building  and  loan  association  entitled  to  exemption  is  one  organized  pursuant 
to  the  laws  of  the  United  States,  of  some  State  or  Territory  thereof,  which 
accumulates  funds  for  the  primary  business  of  making  loans  to  its  members 
for  the  purpose  of  building  or  acquiring  homes,  and  in  which  the  members 
of  the  association  share  in  the  profits  on  substantially  the  same  footing.  It 
Is  essential  that  the  association  should  be  {a)  mutual;  (b)  organized  and 
operated  for  the  accumulation  of  funds  to  be  loaned  primarily  to  members 
for  home  building.  When  a  building  and  loan  association  has  no  other  features 
which  render  it  liable  to  income  tax,  it  will  ordinarily  not  be  subject  to  tax 
merely  because — 

(1)  It  has  paid-up  shares  which  are  (a)  preferred  as  to  earnings  and  (ft) 
have  a  definite  rate  of  interest  which  may  be  higher  than  the  rates  of  dividends 
paid  on  their  stock. 

(2)  It  borrows  large  sums  of  money  (accepting  deposits  is  considered  as 
borrowing),  which  it  uses  primarily  for  loans  to  members,  the  dues  paid  by 
members  being  entirely  Inadequate  for  this  purpose. 

(3)  In  times  of  small  demand  it  loans  considerable  sums  to  nonmembers 
from  or  Invests  association  funds  which  would  otherwise  lie  idle  and  unpro- 
ductive. 

(4)  The  amount  of  prepaid  or  full-paid  stock  is  disproportionate  to  running 
or  installment  stock,  provided  the  issuance  of  such  prepaid  or  full-paid  stock 
is  incidental  to  the  furtherance  of  the  main  business  of  the  association;  that 
is,  that  it  is  intended  to  provide  a  fund  from  which  loans  may  be  made 
primarily  to  persons  subscribing  to  the  running  or  installment  stock  to  enable 
them  to  acquire  or  build  homes. 

Where,  however,  the  facts  show  that  a  building  and  loan  association  is 
borrowing  large  sums  of  money  from  nonmembers,  with  no  reference  to  the 
borrowing  needs  of  its  members,  and  is  in  turn  loaning  these  sums  to  non- 
members,  the  number  of  depositors  being  disproportionate  to  the  number  of 
members,  and  the  amounts  loaned  to  nonmembers  being  disproportionate  to  the 
amount  loaned  to  members,  such  association  will  be  deemed  to  be  taxable 
and  will  be  granted  exemption  only  upon  a  satisfactory  showing  to  the 
Commiasloner  that  it  is,  in  fact,  a  bona  fide  building  and  loan  association 
within  the  meaning  of  this  article. 
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Cooperative  banks  without  capital  stock  organized  and  operated  for  nnitual 
pui*poses  and  without  profit  are  e^Lempt.  Credit  unions,  such  as  those  organized 
under  the  laws  of  Massachusetts,  are  in  substance  the  same  as  cooperative 
banks,  and  when  organized  and  operateil  without  capital  stock,  for  mutual 
purposes,  and  without  profit  are  likewise  exempt. 

D.  H.  Blair, 
Coimniasioner  of  Internal  Revenue. 
Approved  June  16,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


Section  231,  Article  515:  Building  and  loan  44-21-1900 

associations  and  cooperative  banks.  O.  D.  1088 

Where  a  large  proportion  of  the  loans  of  an  association  are  made 
upon  such  securities  as  stocks,  automobile  notes  and  personal  en- 
dorsements and  only  a  small  proportion  upon  real  estate,  it  is  held 
that  such  an  association  is  not  a  domestic  building  and  loan  associa- 
tion within  the  meaning  of  section  231(4)  of  the  Revenue  Act  of 
1918,  and  must  file  returns  of  annual  net  income  and  pay  any  tax 
shown  to  be  due  thereon. 


Section  231,  Article  515 :  Building  and  loan  49-21-1966 

associations  and  cooperative  banks.  O.  D.  1129 

The  business  conducted  by  an  insurance  agency  is  not  of  the  kind 
usually  carried  on  by  a  building  and  loan  association,  and  the  trans- 
action of  such  business  by  a  building  and  loan  association  will  de- 
feat its  exemption  under  section  231(4)  of  the  Revenue  Act  of  1918, 


Section   231,  Article   516:  Cemetery  com-  39-21-1846 

panics.  Sol.  Op.  120 

income  TAX:  SECTION  231(5),  REVENUE  ACT  OP  1918. 

A  cemetery  company,  in  order  to  be  exempt  under  section  231(5)  of  the 
Revenue  Act  of  1918,  must  be  owned  and  operated  exclusively  for  the 
benefit  of  all  lot  owners. 

Keference  is  made  to  the  holding  that  the  M  Cemeterjr  Association 
is  not  exempt  from  taxation  under  the  provisions  of  section  231(5)  of 
the  Revenue  Act  of  1918. 

This  office  concurs  in  the  conclusion  reached  in  the  ruling,  but  it  is 
thought  best  to  indicate  fully  its  reasons  for  so  concurring  and  t© 

Eoint  out  the  conditions  a  cemetery  company  must  meet  in  order  to 
e  exempt  under  section  231(5). 
^  The  M  Cemeterjr  Association  was  incorporated  in  188-.     The  capital 

^J  stock  of  the  association  amounts  to  x  dollars,  all  of  the  stockholders 
bein^  lot  owners  but  not  all  of  the  lot  owners  being  stockholders. 
The  income  of  the  association  is  derived  from  ^^  the  sale  of  lots,  care  of 
lots,  interest  on  investments,  rent,  building  foundations  for  monu- 
ments, burials,  and  use  of  receiving  tomb.  It  is  stated  that  divi- 
ilends  are  paid  out  of  the  net  income  after  setting  aside  a  certain  per- 
centage of  lot  sales  as  a  sinking  fund  to  replace  capital  stock  when  the 
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{property  is  all  sold.     Dividends  amounting  to  y  per  cent  were  paid 
or  the  year  fending  December  31,  1920, 
Section  231(5)  of  the  Revenue  Act  of  1918  provides  as  follows: 

That  the  following  organizations  shall  be  exempt  from  taxation  under  thia 
title    *    *    *  : 

(5)  Cemetery  companies  owned  and  operated  exclusively  for  the  benefit  of  their 
members. 

It  will  be  rioted  that  Conjgress  in  the  above  section  uses  the  word 
"members.''  What  constitutes  a  member  of  an  oi^anization 
depends  largely  on  the  nature  of  the  organization  itself  and  not  on 
any  precise  interpretation  of  the  word  '^member,"  In  most  cor- 
porations the  members  are  the  stockholders,  but  there  are,  on  the 
other  hand,  a  large  number  of  corporations  in  which  the  members 
are  not  the  stockholders,  although  tne  stockholders  may  be  members. 
As  for  example,  social  and  athletic  clubs,  whose  stockholders  are 
members  but  only  a  negligible  portion  of  whose  members,  as  a  rule, 
are  stockholders.  One  may  be  a  member  of  such  clubs  without 
any  reference  whatever  to  stockholdings. 

That  Congress  recognized  stockholders  as  distinct  from  members 
appears  clear  from  section  201(a)  where  reference  is  made  to  dis- 
trioution  by  a  corporation  "to  its  stockholders  or  members,''  and  to 
section  231(9),  where  it  is  provided  that  no  part  of  the  net  earnings 
shall  inure  to  the  benefit  of  '*any  private  stockholder  or  member." 
The  best  example,  however,  of  the  sense  in  which  ConOTess  used  the 
word  "member''  is  to  be  found  in  section  231(11),  which  provides 
that  "farmers',  fruit  growers',  or  like  associations,  organized  and 
operated  as  sales  agents  for  the  purpose  of  marketing  uie  products 
oi  members  and  turning  back  to  them  the  proceeds  of  sales,  less  the 
necessary  selling  expenses,  on  the  basis  of  the  quantity  of  produce 
furnished  by  them,  are  exempt  from  taxation.  It  is  well  known 
that  a  large  number  of  these  associations  are  incorporated,  yet  no- 
where has  it  been  contended  that  "members,"  as  applied  to  such 
associations,  means  stockholders.  On  the  contrary,  it  nas  been  con- 
sistently held  that  the  issuance  of  stock  by  these  associations  destroys 
the  exemption  unless  the  stock  is  limited  to  a  stipulated  dividend 
return. 

It  is  the  opinion  of  this  office  that  a  cemetery  company  is  of  the 
class  of  organizations  before  referred  to  whose  members  are  not 
necessarily  stockholders,  and  that,  therefore,  "members"  as  used 
in  section  231(5)  does  not  refer  to  stockholders  but,  in  accordance 
with  the  spirit  and  purpose  manifest  throughout  section  231  and  its 
subdivisions,  to  its  lot  owners.  The  section  itself  is  evidence  of  this, 
for  if  by  members  is  meant  stockholders,  the  subdivision  has  little 
significance,  for  all  corporations  are  operated  for  the  benefit  of  their 
stockholders.  If  "members"  does  not  mean  stockholders,  then  it 
necessarily  means  lot  owners. 

The  above  interpretation  of  section  231(5)  is  fortified  by  the  general 
spirit  and  purpose  manifest  in  the  exemptions  granted  in  section  231.         ^ 
There  is  no  apparent  reason  for  exempting  a  cemetery  operated  for         ^^ 
the  benefit  of  its  stockholders,  whereas   a  cooperative  cemetery 
owned  and  operated  for  the  benefit  of  the  lot  owners  only  is  clearly 
within  the  spirit  of  the  section. 

This  office  is,  therefore,  of  the  opinion  that  a  cemetery  company 
in  order  to  be  exempt  under  section  231(5)  must  be  owned  and  oper- 
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ated  exclusively  for  the  benefit  of  all  lot  owners,  an^  concurs  in  the 
ruling  denying  the  claim  for  exemption  filed  by  the  M  Cemetery 
Association. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenue, 


SEcrriON  231,  Abticle  517 :  Religious,  charitable,  33-2H769 

scientific,  and  educational  corporations.  O.  D.  993 

The  M  Hospital  Association  was  incorporated  under  the  laws  of 
the  State  of  Y  to  build,  own,  lease,  acquire,  and  operate  a  hospital 
to  furnish  and  provide  medical,  surgical,  and  hospital  services  and 
care  to  all  employees  of  other  corporations,  persons,  or  partnerships 
with  whom  contracts  may  be  made.  Said  services  are  intended  to 
take  care  of  the  needs  of  sick  and  injured  employees  requiring  and 
entitled  to  such  care  by  virtue  of  membership  in  said  corporations 
and  in  conformity  to  the  provisions  of  the  by-laws  of  the  corporation 
and  the  care  of  injured  employees  as  contemplated  and  provided  for 
in  the  laws  of  the  State  of  Y  and  the  rules,  regulations,  and  practices 
now  or  hereafter  promulgated  by  the  State  Medical  Aid  Board.  The 
corporation  also  contemplates  hospital  services  and  care  for  the 
families  of  employees  and  for  other  persons. 

The  income  of  the  association  is  received  from  the  corporations 
with  .which  it  has  contractual  relations,  from  the  Medical  Aid  De- 
partment of  the  State  for  services  to  injured  employees  who  do  not 
have  contract  arrangements,  and  from  direct  payments  by  patients. 
No  patients  are  treated  free,  but  where  destitute  patients  have  been 
admitted  as  objects  of  public  charge  the  services  are  rendered  at  cost 
to  the  municipal  corporation  paying  for  such  services. 

Based  upon  the  foregoing  facts,  it  is  held  that  the  M  Hospital  As- 
sociation is  not  a  charitable  organization  within  the  meaning  of  sec- 
tion 231(6)  of  the  Revenue  Act  of  1918,  and  that  it  will  be  required 
to  file  returns  of  annual  net  income  and  pay  any  tax  shown  to  be  due. 


Section  231,  Article  517:  Religious,  charitable,  43-21-1886 

scientific,  and  educational  corporations.  O.  D.  1077 

A  lyceym  and  Chautauqua  association  was  organized  to  take  over 
the  assets  of  a  partnership  for  the  purpose  of  promoting  the  intel- 
lectual, social,  physical,  moral,  ana  nonsectarian  religious  welfare 
of  the  people  in  tne  places  where  it  operates  and  especially  in  the 
United  States. 

Its  income  is  received  from  admission  charges  to  its  entertain- 
ments. The  income  is  used  first  to  defray  expenses  of  operating ;  sec- 
ond to  the  payment  of  the  members  of  the  partnership  for  assets 
purchased,  and,  third,  to  build  up  a  surplus.  The  members  of  ttte 
partnership  whose  assets  were  taken  over  were  made  life  members 
of  the  board  of  trustees. 

Held,  that  the  association  is  engaged  in  an  ordinary  business  en- 
terprise and  is  precluded  from  exemption  under  any  of  the  provi- 
sions of  section  231  of  the  Revenue  Act  of  1918. 
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SFX'tiox  231,  Article  517:  Religious,  charitable,  46-21-1923 

scientific,  and  educational  corporations.  O.  D.  1102 

A  private  corporation  without  capital  stock  was  organized  and  is 
operated  under  Btate  laws  and  managed  by  a  board  of  trustees  for 
the  purpose  of  conducting  a  school  to  educate  and  train  men  and 
women  m  those  subjects  that  will  prepare  them  for  practical  business 
and  commercial  and  industrial  occupations.  It  derives  its  income 
from  tuition  fees  paid  by  students  attending  its  courses.  After  pay- 
ment of  expenses  the  balance  remaining  is  placed  in  an  operating 
fund  to  meet  operating  expenses  in  the  future.  If  this  operating 
fund  exceeds  the  current  year's  income,  any  amount  in  excess  of  25 
per  cent  is  placed  in  a  students'  loan  fund  from  which  deserving 
students  may  borrow  money  for  the  purpose  of  pursuing  a  course  or 
study  in  the  school.  No  part  of  the  earnings  of  the  school  inures 
to  the  benefit  of  any  individual  or  individuals  connected  with  the 
corporation  in  any  manner  whatever,  and  the  by-laws  provide  that 
no  remuneration  of  any  kind  shall  be  paid  to  the  board  of  trustees 
for  their  services  as  such. 

The  corporation  is  held  to  be  exempt  from  taxation  under  the  pro- 
visions of  section  231(6). 


Section  231,  Article  517:  ReligiouSj  charitable,  51-21-1983 

scientific,  and  educational  corporations.  O.  D.  1142 

A  certain  coqDoration  publishes  and  distributes  to  its  subscribers 
a  weekly  paper  as  a  means  of  information,,  inspiration,  news,  and 
commimication  between  churches.  Its  income  is  derived  from  sub- 
scriptions, advertising,  and  gifts.  Its  by-laws  provide  that  its  profits 
shall  be  used  for  the  improvement  of  the  publication  and  that  no 
dividend  shall  be  paid  to  the  holder  of  stock  in  the  company.  No 
church  as  an  organization  has  any  part  in  the  publication  of  the 
paper.  While  it  appears  that  the  publication  is  primarily  religious  iii 
character,  it  is  not  exclusively  religious. 

The  corporation  does  not  come  within  the  exemption  of  section 
231(6)  of  the  Revenue  Act  of  1918. 


Section  231,  Article  522:  Cooperative  asso-  38-21-1832 

ciations.  O!  D.  1042 

A  corporation  is  organized  for  the  purpose  of  owning  and  operating 
an  apartment  house.  Its  income  is  derived  from  cooperatively  col- 
lecting the  expense  of  operating  the  apartments  eacn  month  from 
its  members,  each  of  whom  is  entitled  to  occupy  an  apartment  in  the 
building.  Inasmuch  as  there  is  no  provision  in  the  law  expressly 
exemptmg  cooperative  home-owning  corporations  from  taxation 
such  a  corporation  is  precluded  from  exemption  under  any  of  the 
provisions  of  the  Revenue  Act  of  1918. 
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SECTION  233.— GROSS  INCOME  DEFINED. 

Section  233,  Article  541 :  Gross  income.  30-21-1747 

(Also  Section  213(a),  Article  54.)  A.  R.  R.  589 

Recommended,  in  the  appeal  of  the  M  Company  that  the  notion 
of  the  Income  Tax  Unit  In  including  in  gross  income  for  each  of 
the  years  1916,  1917,  and  1918  tlie  full  annual  rental  of  50.P  dollars 
payable  to  the  appellant  company  under  the  terms  of  a  lease  and 
disallowing  claims  for  abatement  of  additional  taxes  assessed  for 
those  years,  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  increasing  gross 
income  and  assessing  additional  income  tax  for  each  of  the  years 
1916,  1917^  and  1918  and  disallowing  claims  for  the  abatement  of 
such  additional  assessments. 

* 

The  records  in  the  case  show  that  in  18 — ,  the  M  Company  (here- 
inafter referred  to  as  the  appellant  company)  leased  all  of  its  prop- 
erty to  the  O  Company  for  a  term  of  years.  In  consideration  the  lat- 
tercompany  agreed  to  pay  to  the  appellant  company  an  annual  rental 
of  50a?  dollars,  payments  to  be  made  semiannually  on  the  first  day 
of  January  and  July  of  each  and  every  year  of  the  lease  term. 

The  O  Company  was  and  is  the  owner  of  a  large  part  of  the  cap-, 
ital  stock  of  the  appellant  company  and  it  has  been  the  practice  of 
the  former  company  for  a  period  of  years  to  pay  the  said  annual 
rental  of  60x  dollars  not  direct  to  tlie  appellant  company,  but  to 
remit  to  the  latter  company's  stockholders  on  the  first  day  of  Janu- 
ary and  July  the  amount  of  rental  due  on  the  basis  of  y  dollars  per 
share.  During  the  three  years  in  question  certain  amounts  remitted 
to  the  stockholders  of  the  appellant  company  were  stated  and  re- 
ported by  that  company  for  tax  purposes.  The  totals  of  such  re- 
mittances, as  stated  by  the  auditor  of  the  O  Company  in  his  affidavit, 
are  slightly  different.  The  difference  between  the  total  amount  so 
remitted  each  year  and  50aj  dollars  represented  the  amount  of  rental 
payable  as  a  dividend  at  y  dollars  a  share  on  the  shares  of  the  M 
Company's  stock  held  by  the  O  Company. 

The  treasurer  of  the  M  Company,  in  his  letter  addressed  to  the 
Commissioner  of  Internal  Revenue,  states : 

As  I  understand  it,  the  O  Company,  the  lessor  (should  be  lessee),  does  not 
include  as  income  any  part  of  this  50a?  dollars  on  account  of  its  stock  owner- 
ship in  this  company.  That  company  includes  only  among  the  deductions  the 
amount  actually  paid,  and  has  no  corresponding  amount  as  income. 

which  statement  is  substantiated  by  that  made  by  the  auditor  of  the 
O  Company  in  his  affidavit,  it  being  there  stated  that — 

The  lessee,  the  O  Comrpany,  has  not,  for  many  years,  if  ever,  paid  to  itself, 
or  to  the  M  Company  direct,  or  to  the  officers  thereof,  any  dividend  on  stock 
owned  by  the  lessee,  or  any  part  of  the  total  stipulated  rental  of  50x  dollars 
per  annum,  represented  by  the  stock  owned  and  held  by  the  lessee. 

The  appellant  company,  in  making  its  appeal,  contended  that  as 
neither  that  company  nor  its  stockholders,  other  than  the  O  Company, 
ever  received  the  full  amount  of  50a?  dollars  during  any  of  the  years 
in  question  it  should  not  be  required  to  return  that  amount  for  tax 
purposes  and  pay  tax  on  same',  and  that  it  is  only  required  to  return 
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and  pay  tax  on  that  amount  which  was  actually  remitted  by  the  O 
Company  to  such  stockholders. 

Section  10(a)  of  the  Kevenue  Act  of  1916,  as  amended  by  the  Rev- 
enue Act  of  1917,  provides: 

That  there  shall  be  levied,  assessed,  coUected,  and  paid  annually  upon  the 
total  net  income  received  in  the  preceding  calendar  year  from  all  sources  by 
every  corporation    ♦    ♦    *    a  tax  of  t\vo  per  centum  upon  sucli  income.    •    ♦    ♦ 

Section  2(a)  of  the  said  Act  provides  that,  subject  only  to  such 
exemptions  and  deductions  as  are  provided  by  the  statute,  the  net 
income  of  a  taxable  person  (and  this  includes  corporations)  shall 
include,  among  other  thingrs,  gains,  profits,  and  income  derived  from 
dealings  in  property,  whether  real  or  personal,  growing  out  of  the 
ownership  or.  use  of  or  interest  in  real  or  personal  property,  also 
from  interest,  rent,  etc.,  or  gains  or  profits  and  income  derived  from 
anv  source  whatever. 

The  Revenue  Act  of  1918  contains  provisions  which  are  practically 
the  same  as  those  quoted  and  referrea  to  above. 

As  indicated  above  the  appellant  company  was  during  the  years 
1916,  1917,  and  1918  the  owner  of  certain  property  which  it  had 
leased  to  the  O  Company  at  an  annual  rental  of  50a?  dollars.  That 
rental  under  specific  provisions  of  the  Revenue  Acts  of  1917  and  1918 
constituted  taxable  income,  a  fact  not  altered  by  the  payment  of  a 
portion  of  such  rental  to  the  stockholders  of  the  appellant  company 
mstead  of  to  that  company  direct  and  the  nonpayment  of  that  por- 
tion of  such  rental  which  the  O  Company  was  entitled  to  receive  as  a 
dividend  on  the  stock  of  the  appellant  company  which  it  held. 

On  the  other  hand,  the  O  Company  as  lessee  was  required  to  pay 
an  annual  rental  of  &0x  dollars  and  as  a  stockholder  in  the  lessor 
company  it  was  entitled  to  receive  its  proportionate  share  of  the 
amount  paid  as  a  dividend  on  the  appellant  company's  stock.  The  O 
Company  as  lessee  in  effect  paid  out  each  year  50a?  dollars  as  rental, 
and  as  a  stockholder  it  had  returned  to  it  a  noi-tion  of  such  amount 
as  a  dividend  on  its  holdings  of  stock  in  the  M  Company.  Under  the 
Revenue  Laws  in  force  during  each  of  those  years  the  O  Company 
was  entitled  to  claim  the  said  rental  payment  as  an  expense  deduction 
when  renderin|?  its  tax  returns  and  was  required  to  return  as  income 
the  dividends  it  so  indirectly  received,  and  the  mere  fact  that  it  did 
not  actually  pay  to  the  appellant  company  the  full  amount  of  such 
rental  and  then  have  formally  paid  to  it  by  the  latter  company  a 
dividend  does  not  relieve  the  O  Company  from  this  latter  require- 
ment. 

In  view  of  the  fore«roing  the  Committee  recommends  that  the  action 
of  the  Income  Tax  Unit,  appealed  from  by  the  M  Company  in  the 
instant  case,  be  sustained. 

Section  233,  Article  541:  Gross  income.  41-21-1862 

(Also  Section  326,  Article  831.)  O.  D.  1061         A, 

The  principles  contained  in  office  decision  246  (C.  B.  1,  p.  212) 
are  applicable  under  the  Revenue  Acts  of  1916  and  1917. 


# 
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Section  233,  Akticlb  542 :  Sale  of  capital  stock.  51-21-1984 

(Also  Section  214(a)4,  6,  6,  Article  141 ;  Section  A.  R. R.  693 

326,  Article  862.) 

ABVBNUE  ACT  OF  1917. 

Recommended,  in  the  appeal  of  the  M  Company  that  the  action  of 
the  Income  Tax  Unit  In  diBallowlng  as  a  deduction  from  gross  In- 
come the  excess  of  the  book  value  on  January  1,  1917,  of  certain 
assets  transferred  over  the  book  value  as  of  that  date  of  y  shares 
of  its  capital  stock  acquired  by  such  transfer  and  carried  to  treas- 
ury stock  account,  be  sustained,  and  accordingly  that  the  tax- 
payer's appeal  be  denied. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  disallowing  a 
deduction  for  losses  amounting  to  13aj  dollars  and  claimed  in  the 
appellant's  1917  income  and  profits  tax  return. 

The  transaction  giving  rise^to  the  point  at  issue  may  be  briefly 
summarized  as  follows :  The  M  Company  was  the  operator  of  several 
stores  which  were  located  in  different  cities.  The  several  stores  were 
merely  branches  of  the  business,  and  were  not  separately  incorpo- 
rated. According  to  the  records  in  the  case,  and  the  statements  made 
by  the  appellant  therein,  the  branch  store  located  in  Z  was  not  oper- 
ated with  satisfactory  results,  and  it  had  been  the  desire  of  the  con- 
cern for  some  time  prior  to  1917  to  divest  itself  of  this  branch  busi- 
ness. It  is  shown  that  in  October,  1917,  agreement  was  made  and 
contract  entered  into  whereby  the  appellant  transferred  to  A  (one  of 
its  stockholders)  the  entire  assets,  business,  good  will,  etc.,  of  the 
branch  store  located  in  Z  in  consideration  of  y  shares  of  its  own  capi- 
tal stock,  which  at  that  time  were  owned  and  held  by  said  A. 

The  taxpayer  submits  that  book  values  as  of  January  1,  1917,  as 
shown  by  its  "books  on  that  date,  were  67a?  dollars  for  the  branch  store 
at  Z  and  53a?  dollars  for  the  t/  shares  of  stock  held  on  that  date  by  A. 
It  is  the  taxpayer's  contention  that  the  transaction  was  one  of  sale 
wherein  it  sold  capital  assets  (the  Z  business  including  physical 
assets,  fixtures,  inventory,  good  will,  etc.),  having  a  value  of  67a? 
dollars,  which  was  in  excess  of  the  consideration  received  therefor  {y 
shares  of  capital  stock  valued  at  53aj  dollars) ,  and  consequently  sus- 
tained a  loss  to  the  extent  of  such  difference  between  values  as  might 
properly  be  deducted  in  computing  taxable  net  income  under  the 
provisions  of  the  Revenue  Act  of  1916,  as  amended  by  the  Revenue 
Act  of  1917,  section  12  (a) 2.  This  provision  of  law  reads  that  in  the 
ascertainment  of  net  income  there  shall  be  deducted  : 

AU  losses  actually  sustained  and  chari^ed  off  within  the  year  and  not  com- 
pensated by  insurance  or  otherwise.     ♦     ♦     ♦ 

The  Income  Tax  Unit  in  its  consideration  of  this  question  has  held 
that  the  transaction  was  a  capital  one,  i.  e.,  one  in  which  the  appellant 
had  purchased  its  own  capital  stock  for  a  consideration,  and  that 
under  such  transaction,  whether  the  consideration  for  such  purchase 
of  stock  be  in  money  or  money's  worth,  there  results  no  taxable  gain 
or  deductible  loss  tor  tax  purposes.  Accordingly,  the  amount  de- 
ducted by  the  appellant  has  been  restored  to  taxable  net  income  and 
the  necessary  adjustment  of  invested  capital  has  been  made,  resulting 
in  an  additional  tax  which  the  Unit  proposes  to  assess.  It  is  from 
such  holding  and  proposed  action  on  the  part  of  the  Unit  that  the 
taxpayer  appeals. 
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It  is  apparent,  therefore,  that  the  question  for  determination  by 
the  Committee  is  whether  the  transaction  is  a  capital  one  involving 
no  gain  or  loss  as  contended  by  the  Unit  or  one  of  sale  consummated  i 

by  the  appellant  wherein  was  sustained  a  loss  whif  h  may  properly  a 

be  deducted  in  the  computation  of  taxable  net  income  as  contended  V 

by  the  taxpayer.    The  taxpayer  in  contending  for  the  latter  view 
makes  the  following  comments: 

The  Government  takes  the  position  that  this  was  not  a  sale  of  the  Z  store, 
but  a  purchase  of  the  shares  in  the  corporation  and  that  tlie  excess  of  the 
value  of  the  assets  sold  over  the  value  of  the  stock  received  in  payment  there- 
for is  a  premium  paid  for  the  return  of  the  shares  to  the  corporation.  This  is 
entirely  unjustified  and  we  are  unable  to  see  upon  what  theory  the  Government 
can  so  distort  the  facts  as  to  change  a  legitimate  transaction  from  a  sale  into 
a  purchase.  The  store  in  Z  was  the  least  successful  of  the  stores  owned  by 
the  corporation  and  was  the  subject  of  the  most  care  and  trouble.  The  motive 
which  prompted  the  entire  transaction  was  to  be  rid  of  the  Z  business.  The 
sale  was  a  legitimate  one  and  the  stock  would  not  have  been  purchased  under 
any  circumstances  had  it  not  been  taken  in  i>ayment  for  the  Z  'store.  Tlie 
transaction  is  closed  and  there  is  no  reason  why  the  loss  can  not  be  deducted. 

The  return  in  question  was  filed  under  the  Act  of  September  8,  1916,  as 
amended  by  the  Act  of  October  3,  1917,  and  the  loss  is  properly  deductible  under 
section  12(a)  second,  which  provides  for  the  deduction  of  "all  losses  actually 
sustained  and  charged  off  within  the  year  and  not  compensated  by  insurance 
or  otherwise."  Attention  is  called  to  articles  101  and  124  of  Regulations  33, 
revised,  interpreting  the  Act  under  which  this  return  was  flle<l.  The  taxpayer 
is  supported  by  the  wording  of  the  regulations  in  question. 

If  the  M  Company  had  taken  in  exchange  for  the  Z  store  capital  stock  in 
its  own  company  having  a  book  value  of  80jp  dollars,  would  the  Government 
hold  that  the  M  Company  was  not  obliged  to  return  as  income  for  the  year 
1917  the  difference  between  80j?  dollars  and  67 j?  dollars?  We  think  not;  and 
if  a  profit  from  such  a  sale  is  taxable  and  must  be  included  in  a  return,  then 
it  follows  that  a  loss  is  deductible. 

If  the  M  Company  had  taken  from  A,  the  purchaser  of  the  Z  store,  a  check 
for  5Sx  dollars  nnd  had  immediately  purchased  from  A  his  y  shares  in  the 
M  Company  for  53a?  dollars,  giving  him  a  check  therefor,  the  Government  would 
not  have  objected  to  the  M  Company  claiming  as  a  loss  the  difference  between 
the  value  of  the  capital  assets  sold  and  the  53j?  dollars,  but  because  the  M 
Company  dealt  openly  and  above  board  and  did  not  resort  to  an  exchange  of 
checks  in  the  manner  indicated,  they  are  penalized  for  their  honesty. 

If  the  ^I  Company  had  taken  in  exchange  for  the  sale  of  the  assets  in  ques- 
tion Liberty  bonds  or  other  securities  of  the  value  of  the  stock  of  the  M  Com- 
pany taken  in  exchange,  the  Government  would  raise  no  objection  to  the  deduc- 
tion of  the  loss  in  question,  and  it  is  seriously  contended  that  the  medium  of 
payment  can  make  no  difference  in  the  principle  involved  in  the  transaction 
in  question.  We  call  the  Government's  attention  to  the  regulations  on  dividend 
disbursements  in  which  it  is  distinctly  held  that  tlie  medium  of  payment  makes 
no  difference. 

It  is  observed  that  the  appellant  attempts  to  justify  its  position  in 
this  matter  by  applying  article  101  of  Eegulations  33,  revised,  which 
provides : 

Income  from  sale  of  capital  assets, — If  a  corporation  sells  its  capital  assets 
in  whole  or  in  part,  it  will  include  in  its  gross  income  for  the  year  in  which 
the  sale  w^as  made  an  amount  equivalent  to  the  excess  of  the  sales  price  over 
the  fair  market  price  or  value  of  such  assets,  as  of  March  1,  1913,  if  acquired 
prior  to  that  date,  or  over  cost,  if  acquired  subsequent  to  that  date.    ♦     •     ♦ 

It  is  noted  also  that  the  taxpayer  submits  that  had  the  book  value 
of  its  own  stock  acquired  in  this  transaction  been  in  excess  of  the 
book  value  of  the  assets  transferred  therefor,  the  Government  would 
have  sought  to  tax  such  excess  as  a  taxable  gain  or  profit.  The  Com- 
mittee has  given  thorough  consideration  to  all  of  the  arguments, 
briefs,  and  data  submitted  regarding  the  character  of  the  trans- 
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action  and  the  respective  values  of  the  assets  and  capital  stock  in- 
volved therein,  and  finds  itself  unable  to  sustain  the  view  of  the  tax- 
payer. 

ft  is  the  opinion  of  the  Committee  that  as  contended  by  the  Unit 
the  transaction  was  a  capital  one  within  the  meaning  of  the  law  as 
defined  by  the  regulations  and  not  a  sale  of  capital  assets  as  argued 
by  the  taxpayer.  That  this  transaction  was  one  in  which  the  appel- 
lant purchased  its  own  stock  rather  than  sold  capital  assets,  seems 
to  be  Dorne  out  by  the  language  of  the  contract  entered  into  by  it  and 
A  in  1917.    The  pertinent  portion  of  that  contract  is  here  quoted: 

This  contract  entered  into  this  —  day  of  October,  1917,  between  the  M  Ck>m- 
pany  and  A,  witnesseth : 

A  sella  to  the  M  Company  y  shares  of  the  capital  stock  of  the  M  Company. 
In  payment  of  said  shares  the  M  Company  agrees  as  follows :     *     ♦     • 

(In  the  contract  there  follow  certain  stipulations  relating  to  the 
payment  and  other  things  to  be  done  by  the  M  Company  as  consider- 
ations for  the  acquisition  of  y  shares  of  its  capital  stock.) 

The  position  taken  by  the  Committee  in  this  connection  seems  to  be 
borne  out  further  by  articles  of  the  regulations,  legal  opinions,  and 
accounting  authorities  hereinafter  quoted. 

Article  98  of  Regulations  33,  revised,  issued  under  the  Eevenue  Act 
of  1916,  as  amended  by  the  Act  of  1917,  provides : 

Treasury  stock — When  taxable. — Treasury  stock  wherever  and  whenever  that 
term  is  used  in  connection  with  the  accounts  of  the  corporation  or  for  income 
tax  purposes,  will  be  held  to  mean  stock  which  had  been  previously  issued  by  the 
coi-poration  and  which  had  been  repossessed  by  it  through  purchase  or  otherwise, 
and  tlien  carried  on  its  books  as  an  asset.  If  such  stock  is  resold  at  a  price  in 
excess  of  its  cost  upon  repossession,  such  excess  shall  be  returned  as  income  fdp 
the  year  in  which  resold.     ♦     ♦     * 

Article  542  of  Regulations  45  issued  under  the  Revenue  Act  of  1918 
provides  in  part  as  follows : 

Sale  of  capital  stock. —  ♦  *  ♦  If  the  corporation  purchases  any  of  its 
stock  and  holds  it  as  treasury  stock,  the  sale  of  such  stock  will  be  considered 
a  capital  transaction,  and  the  proceeds  of  such  sale  will  be  treated  as  capital 
and  will  not  constitute  income  of  the  corporation.  A  corporation  realizes  no 
gain  or  loss  from  the  purchase  of  its  own  stock.     See  articles  563,  861,  and  862. 

It  should  be  here  noted  that  the  regulations  issued  under  the  two 
Acts  materially  differ  so  far  as  concerns  the  subsequent  sale  of  treas- 
urj^  stock  acquired  by  the  issuing  corporation  after  originally  issued. 
This  question,  however,  is  not  germane  to  the  case  under  consideration 
and  may  be  passed  by  merely  stating  that  the  provisions  of  article 
542,  Regulations  45,  supersede  article  98  of  Regulations  33,  revised, 
and  should  control  in  all  cases  involving  such  circumstances.  While 
article  542  of  Regulations  45  is  issued  under  the  Revenue  Act  of  1918 
and  applies  primarily  to  returns  filed  under  that  Actj  it  is  equally 
applicable  to  returns  under  prior  Acts  and  is  controlling  in  the  in- 
stant case  in  that  portion  thereof  which  reads : 

A  corporation  realizes  no  pain  or  loss  from  the  purchase  of  its  own  stock. 

As  before  stated,  the  Committee  is  of  the  opinion  that  the  trans- 
action involved  is  a  capital  one,  and  that  for  the  purpose  of  determi- 
nation it  is  immaterial  that  the  consideration  given  m  exchange  for 
the  capital  stock  repossessed  was  not  money  but  money's  worth,  such 
as  in  the  instant  case. 

90215°— 22 14 
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The  Solicitor  of  Internal  Revenue  stated  in  his  Law  Opiaion.  306 
(not  published),  issued  under  the  Kevenue  Act  of  October  3,  1912, 
that: 

A  corporation  does  not  derive  income  from  the  acquisitlcRi  of  Its  own  cairi.tal        m 
stock  for  cancellution.  ^ 

In  the  discussion  of  the  case  under  consideration  at  that  time  the 
Solicitor  stated  that: 

The  O  Cwnpany  was  doinf?  a  prosperous  husfness,  and  a  syndicate  was  formed 
whieii  secui-ed  control  of  all  of  its  capital  stodc.  The  P  Company  was  tlien 
organized  which  purchased  for  cash  from  the  syndicate  all  of  the  shares  of  the 
company  except  directors'  or  qualifying  shares.  The  F  Company  then  had  the 
O  Company  deed  to  it  approximately  ilO  per  cent  of  its  assets  in  payment  for 
which  the  P  Company  surrendered  to  the  O  Company  90  per  cent  of  the  capital 
stock  of  the  O  Company.  The  transaction  was  carrieil  through,  and  the  90  per 
cent  of  the  stock  surrendered  was  canceled,     •    •    • 

In  the  argument  of  the  question  under  discussion  the  Solicitor 
stated : 

The  stock  of  a  corporation  held  by  any  person  other  than  the  corporation 
which  issued  it  of  course  constitutes  an  asset  and  one  receiving  in  exchange 
capital  stock  of  ascertained  market  \'alue  greater  than  the  cost  to  him  of  the 
asset  given  in  exchange  might  realize  a  taxable  prolit  frcmi  the  transaction,  but 
when  stock  is  acquired  by  the  ctirporatiou  which  issued  it,  in  exchange  for  assets 
of  the  corporation,  the  transaction  has  an  entirely  different  character.  The 
stock  is  then  necessarily  dimiuislMHl  in  value  by  the  amount  of  the  assets  which 
the  corporation  has  exchanged  for  it. 

In  the  instant  case,  when  the  O  Company  acquired  substantially  aU  of  its  stocl^ 
in  exchange  for  90  per  (»ent  of  its  assets,  tlie  strnk  iumietliately  ceased  to  repre- 
sent anything  like  its  former  value.  The  whole  exchange  from  the  standpoint 
of  the  O  Company  was  a  capital  transaction ;  capital  stock,  a  l>ookkeeping  capi- 
tal liability,  was  acquired  and  extiuguisheil  by  a  surrender  of  assets  including 
capital  assets,  the  beneticial  interest  in  which  was  previously  represented  by  t\\e 
stock  acquired.  No  income  could  or  did  accrue  to  the  O  Company  from  this 
transaction.     Its  capital  account  alone  was  affected.    ♦     ♦     • 

It  is  observed  that  the  Solicitor's  law  opinion  just  cited  has  to  do 
with  the  question  of  taxable  iirofit  rather  than  a  deductible  loss  as 
involved  in  the  instant  case,  but  it  logically  follows  from  the  language 
of  that  opinion  that  the  converse  of  the  proposition  would  be  true, 
and  that  under  such  circumstances  where  a  taxable  gain  could  not  be 
realized,  no  deductible  loss  could  be  sustained.  This  latter  view  is 
supported  by  Solicitor's  Law  Opinion  4i^6  (not  published),  issued 
under  Eevenue  Act  of  1916,  in  which  the  Solicitor  held  that : 

*  *  *  Amounts  paid  by  a  corporation  for  the  purchase  of  its  capital  stock 
for  cancellation  constitute  capital  transactions,  and  no  part  of  the  amounts  paid 
Is  an  allowable  deiluction  from  income  us  a  loss  .sustained. 

In  the  argument  of  the  case  under  consideration  at  that  time,  the 
Solicitor  states  that: 

•  ♦  *  This  offite  has  consistently  held  that  wlvere  a  (corporation  purchases 
its  capital  stock  at  a  premium,  it  is  not  entitled  to  deduct  the  v>reniium  paid  as 
a  loss.     Under  date  of  April  11,  1917.  this  office  wrote  a  letter  to  an  inquirer 

In  which  it  was  held:  "You  are  informed  that  this  office  will  hold  that  the        a 
redeeming  of  stock  at  a  price  in  excess  of  par  represents  a  capital  transaction        ^ 
in  which  there  can  be  no  gain  or  loss  to  the  corporation,  and  thereforct  the 
difference  between  the  selling  price  of  the  stock  and  the  price  at  which  it  was 
retleenied  will  not  l>e  taken  up  in  the  return  of  annual  net  income." 

Each  of  the  above  cases  had  to  do  with  the  acquisition  and  can- 
cellation of  its  stock  by  the  company  issuing  sucn  stock,  while  in 
the  instant  case,  the  stock  acquired  was  carried  as  ''  Treasury  stock." 
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In  iikQ  judgment  of  tUe  Committee  this  difference  is  not  material  in 
the  disposition  of  the  question  involved,  and  the  rule  laid  down  by 
the  Solicitor  is  applicable  to  the  appellant  case. 

It  does  not  appear  necessary  to  enter  into  a  discussicm  of  the  anal- 
yses of  book  values  of  the  corporate  assets  transferred  or  of  the 
capital  stock  reacquired  in  view  of  the  position  taken  by  the  Solicitor. 
It  has  been  heretofore  shown  in  this  opinion  that  the  contract  en- 
tered into  by  the  M  Company  and  A  refers  in  no  uncertain  terms 
to  a  sale  by  A  to  the  appellant  of  y  sbai'es  of  its  capital  stock  for 
certain  considerations  named  in  payment  therefor.  It  is  also  shown 
by  a  statement  taken  from  the  books  of  the  appellant  that  this  trans- 
action was  treated  primarily  as  a  capital  transaction  and  that  there 
has  been  set  up  a  treasury  stock  account  with  appropriate  debits 
and  credits  thereto. 

Esquerre  in  his  work  entitled^  "Applied  Theory  of  Accounts,"  in 
speaking  of  accounting  for  treasury  stock,  states  ui  part  as  follows: 

•  *  •  No  matter  what  the  finanefng  scheme  may  have  hecn  which  sug- 
gested the  purchase  of  stock,  its  purpose  should  have  be^n  accomi^Uaiied  with- 
out affecting  the  iiHrome  since  tlie  question  of  reducing  the  capital  stock  liability 
was  never  at  issue.  It  would  undoubtedly  .be  better  accounting  to  accept 
the  view  that  premtums  on  capital  stock  constitute  liabilities  while  discounts 
constitute  assets,  or,  at  all  events,  that  they  represent  facts  which  should  he 
permitted  to  remain  on  the  books  until  offset  by  subseQuent  transactiotis.  Nor 
can  it  he  8ai<i  that  such  a  treatment  woulil  not  be  good  tLnanciug  since  it  would 
eom[>el  the  supposed  gains  on  discounts  to  remain  in  the  business,  while  it.  would 
prevent  the  supposed  losses  on  premiums  from  being  charged  to  the  pi^esent 
stockholders  to  the  possible  advantage  of  future  stockholders. 

In  view  of  the  foregfoinjr  matters,  the  Committee  concludes  that 
the  transaction  in  the  instant  case  was  a  capital  one  and  not  one 
in  which  there  resulted  a  loss  from  the  sale,  exchange  or  other  dis- 
position of  property  such  as  may  properly  be  deducted  in  the  com- 
putation of  taxable  net  income ;  therefore  it  is  recommended,  in  the 
appeal  of  the  M  Company  that  the  action  of  the  TncomfC  Tax  Unit 
in  disallowing  as  a  deduction  from  gross  income  the  excess  of  the 
book  value  on  January  1,  1917,  of  certain  assets  transferred  over 
the  book  value  as  of  that  date  of  y  shares  of  its  capital  stock  acquired 
in  such  transfer  and  carried  to  treasury  stock  account,  be  sustained^ 
and  accordingly  that  the  taxpayer's  appeal  be  denied. 


Section  233,  Article  543:  Contributions  by  stockholders. 

(See  37-21-1821 ;  sec.  325,  art.  813.)     Right  to  salaries  canceled  by 
officers. 


Section  233^  Article  544:  Sale  and  retirement  27-21-1717 

of  corporate  bonds.  A.  R.  R.  545 

*  Recommended  in  the  appeal  of  the  M  Cotnpaity  that  tl^  action 

of  the  Unit  in  assessing  au  additional  tux  for  1918,  resulting  from 
the  addition  to  the  companj'\s  gross  income  for  tliat  year  of  the 
excess  of  the  par  or  face  value  of  the  company's  bonds  over  the 
price  paid  upon  purchase  and  retirement  of  the  t»ond8,  be  sns- 
taiueiL 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Unit  in  assessing  an  additional  t^ 
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resulting  from  an  adjustment  whereby  there  was  added  to  the  com- 
pany's gross  income  m  its  1918  return  an  item  representing  the  ex- 
cess of  the  par  value  of  y  bonds  issued  in  18 —  over  the  price  paid 
upon  the  termination  of  these  obligations  when  they  were  purchased 
and  retired  by  the  company  in  1918. 

The  taxpayer  and  the  Unit  are  evidently  in  agreement  as  to  the 
facts  relatmg  to  the  transaction,  which,  briefly  stated,  are  as  fol- 
lows: The  M  Company  in  18 —  issued  and  sold  its  own  corporate 
obligations  in  the  form  of  bonds  having  a  face  value  of  $1,000  each. 
At  maturity  in  1918,  the  taxpayer  issued  a  new  set  of  bonds  in  ex- 
change for  the  old  bonds,  thereby  retiring  the  issue  of  18 — .  All  of 
the  old  issue,  with  the  exception  of  y  bonds,  were  in  the  hands  of 
stockholders  who  agreed  to  the  arrangement  and  accepted  the  new 
for  the  old  bonds.  However,  the  y  bonds  involved  in  the  instant 
^case  were  held  as  pledgee  by  the  N  C\)mpany,  which  refused  to  accept 
^anything  other  than  cash,  and  accordingly  the  taxpayer  purchased 
from  the  N  Company  these  y  bonds,  having  a  face  value  of  5a?  dollars 
for  4a'  dollars  cash. 

The  Unit  has  made  an  ass(?ssment  of  additional  tax  disclosed  by 
the  addition  to  gross  income  of  the  difference  between  the  face  value* 
of  the  bonds  and  the  amount  of  cash  for  which  they  were  purchased 
and  retired,  arid  supports  such  action  by  Regulations  45,  article  544, 
which  provides  in  cases  where  a  corporation  purchases  and  retires 
its  bonds  at  a  price  less  than  the  issuing  price  or  face  value  that  the 
excess  of  such  issuing  price  or  face  value  over  the  purchase  price 
constitutes  gain,  or  income,  for  the  taxable  year.  It  is  from  such 
action  and  ruling  that  the  taxpayer  appeals. 

The  taxpayer  through  its  attorneys  has  presented  arguments  and 
data,  both  orally  and  by  brief,  and  for  the  purpose  of  clearly  pre- 
senting its  contention  the  following  extract  from  the  brief  is  quoted : 

Stated  briefly,  the  theoretical  question  is  as  follows: 

A  taxpayer  in  18 —  issued  bonds  at  par;  by  March  1,  1913,  the  bonds  had 
so  far  depreciated,  by  reason  of  impaired  capital  of  the  company,  tliat  they 
were  worth  less  than  eighty  cents  on  the  doUar,  and  the  corporation  conld  have 
purchased  its  bonds  bactc  at  that  time  at  less  than  eighty  cents  on  the  dollar, 
its  assets  being  insufficient  to  pay  any  more  in  case  of  liquidation ;  in  1918  the 
bonds  having  matured,  the  corporation  settled  with  the  holder  of  the  bonds  at 
eighty  cents  on  the  dollar. 

The  Income  Tax  i:^nit  compared  the  one  hundred  dollar  basis  of  18 —  with 
the  eighty  dollar  basis  of  1918,  and  sought  to  tax  the  taxpaj-er  on  the  differ- 
ential, as  income  accruing  in  the  year  1918,  although  it  must  be  conceded  that . 
the  taxpayer  received  nothing  at  all  in  the  year  1918,  and  although,  for  the 
purpose  of  argument,  it  is  conceded  by  the  Government  that  the  decline  in 
the  value  of  the  bonds,  which  decline  was  the  only  circumstance  which  enabled 
the  taxpayer  to  take  up  its  obligations  at  less  than  it  had  originally  received, 
accrued  before  March  1,  1913. 

It  is  submitted  that,  the  Supreme  Court  having  held  that  the  condition  of  the  tb 
taxpayer  as  of  March  1,  1913,  is  to  be  used  as  the  basis  of  determination  of 
gain  or  loss  in  any  transaction  which  is  closed  after  that  time,  it  must  be  held 
in  this  case  that  the  entire  gain  realized  In  1918,  if  there  was  a  gain  realized 
then,  was  the  realization  of  the  gain  which  had  fully  accrued  prior  to  March  1, 
1913,  and  was  therefore  not  taxable  in  1918.  Taking  the  position  of  the  tax- 
payer in  1913,  when  he  could  have  bought  in  his  obligation  at  eighty,  and  the 
osition  of  the  taxpayer  In  1918,  when  he  did  buy  in  at  that  figure,  no  change 
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In  his  net  worth  occnrred  between  those  two  dates,  and  the  case  is  analogous 
to  that  of  a  taxpayer  who  buys  lands  at  eighty  dollars  in  18 — ,  holds  them 
until  1913,  when  they  would  have  brought,  if  he  had  closed  the  transaction 
then,  one  hundred  dollars,  and  then  later  sells  them  for  one  hundred  dollars. 
Between  the  beginning  and  the  end  of  the  transaction,  there  appears  a  differ- 
ential of  twenty  dollars,  but  there  is  no  tax  due  because,  assuming  that  the 
transaction  had  been  closed  in  1913,  the  twenty  dollars  would  have  been 
realized  at  that  time,  and  must  therefore  be  referred  to  the  period  before 
March  1,  1913.  Even  though  realized  in  1918  it  is  not  tiixable,  because  a  test 
transaction  at  March  1,  1913,  market  values,  shows  the  profit  already  realized 
at  that  time. 

It  is  true  that  most  of  the  cases  decided  relate  to  transactions  which  began 
with  the  purchase  of  property  and  were  closed  by  selling  the  property.  But 
the  introduction  of  the  1913  principle  into  these  cases  was  not  arbitrary.  It 
was  based  on  a  principle.  That  principle  was  that  any  income  which  had 
already  accrued  to  the  taxpayer  before  March  1,  1913,  whether  realized  or  not, 
is  exempt  from  taxation.  There  is  no  reason  for  limiting  this  general  principle, 
fully  recognized  by  the  Supreme  Court,  to  any  particular  kind  of  property  or 
any  particular  kind  of  transaction  iu  which  income  is  realized.  There  is  no 
sound  basis  on  which  you  can  say  that  this  principle  applies  to  income  from 
purchase  and  sale  transaction  and  not  to  income  derived  fronj  other  transact 
tions.  If  it  is  a  sound  principle  it  applies  to  any  kind  of  incon^e,  and  the  Su- 
preme Court  has  taken  care  not  to  lim^t  it  to  purchase  and  sale  transactions,  as 
is  shown  by  the  following  quotation  from  the  case  of  Southern  Pacific .  Com-, 
pany  v.  Lowe,  T.  D.  2730  (not  published  in  bulletin  service). 

The  purpose  to  refrain  from  taxing  Income  that  accrued  prior  to  Mar<^  1, 
1913,  and  to  exclude  from  consideration  in  making  the  computation  any  income 
that  accrued  in  a  preceding  calendar  year,  is  made  plain  by  the  provision  last 
referred  to;  indeed,  the  sixteenth  amendment,  under  which  for  the  first  time 
Congress  was  authorized  to  tax  income  from  property  without  apportioning  the 
lax  among  the  States  according  to  population,  received  the  approval  of  the 
requisite  number  of  States  only  in  February,  1913. 

From  the  above  it  is  plain  that  the  Supreme  Court  meant  that  any  income 
which  accrued  prior  to  March  1,  1913,  in  the  sense  that  a  liquidation  of  the 
venture  at  that  time  and  at  the  market  prices  then  prevailing,- even  though  not 
realized  until  later,  must  be  held  exempt  from  tax.  So,  also,  see  the  case  of 
Hays  V.  Oauley  Mt,  Coal  Company,  T.  D.  2724  (not  published  in  bulletin 
service). 

For  it  is  the  simple  case  of  a  conversion  of  capital  assets  acquired  before 
and  turned  into  money  after  the  taking  effect  of  the  Act;  and,  as  we  have 
shown  in  Doyle,  Collector ,  v.  Mitchell  Bros.  Company,  this  day  decided,  since  a 
conversion  of  capital  often  results  in  gain,  the  general  purpose  of  the  Act  of 
1909  to  measure  the  tax  by  the  increase  arising  from  cori)orate  activities  to- 
gether with  the  income  from  invested  property  leads  to  the  inference  that  that 
portion  of  the  gross  proceeds  which  represents  gain  or  increase  acquired  after 
the  taking  effect  of  the  Act*  must  be  regarded  as  "  gross  income  " ;  and  to  this 
end  it  must  be  distinguished  from  that  portion  which  represents  a  return  of 
the  capital  value  existing  before. 

Compare  also  Doyle  v.  Mitchell  Bros,  Company,  T.  D.  2723  (not  published 
in  bulletin  service). 

In  our  opinion  these  regulations  correctly  interpret  the  Act  in  its  application 
to  the  facts  of  the  present  case.  When  the  Act  took  effect,  plaintiff's  timber 
lauds,  with  whatever  value  they  then  possessed,  were  a  part  of  its  capital 
assets,  and  a  subsequent  change  of  form  by  conversion  into  money  did  not 
change  the  essence.  Their  increased  value  since  purchase,  as  that  value  stood 
on  December  31,  1908,  was  not  in  any  proper  sense  the  result  of  the  operation 
and  management  of  the  business  or  property  of  the  corporation  while  the  Act 
was  in  force.    Nor  is  the  result  altered  by  the  mere  fact  that  the  incremer 
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ot  value  had  not  been  entered  upon  plaintiffs  books  of  account.  Such  books 
are  no  more  than  evidential,  being  neither  indispensable  nor  conclusive.  The 
decision  must  rest  upon  the  actual  facts,  which  in  the  present  case  are  not  in 
dispute. 

At  the  writing  of  the  regulations  with  reference  to  bonds  taken  up  by  a 
corporation  at  discount,  no  one  had  ever  proposed  a  particular  case  in  which 
the  1913  value  was  less  than  the  amount  originally  received  by  the  corporation 
for  its  bonds.  This  case  having  never  been  presented  in  the  Department,  and 
never  having  even  been  considered,  no  one  thought  of  drawing  a  regulation 
which  would  decide  that  state  of  facts,  or  of  writing  In  an  exception  as  to  the 
1913  case  from  the  general  rule.  It  would  have  been  quite  unnatural  to  write 
in  an  exception  as  to  facts  which  had  never  been  presented.  If  the  regulation 
means  that  (where  one  trades  in  his  own  obllgatious  and  his  gains  accnie<l 
prior  to  1913,  but  were  not  realized  until  afterwards),  he  is  taxable  on  the 
gains  which  accrued  before  March  1,  1913,  it  is  evidently  invalid  and  directly 
in  conflict  with  the  Supreme  Court's  holding  that  only  gains  accruing  after 
that  time,  as  well  as  realized  after  that  time,  are  to  be  taxed. 

There  is  a  grave  question  as  to  whether  the  Department  Is  right  in  holding 
that  a  person  who  borrows  money  in  one  year,  and  In  a  later  year  manages  to 
get  free  of  the  obligation  by  paying  less  than  he  borrowed,  has  realized  Income 
in  the  year  when  he  closed  the  transaction.  The  present  law  is  on  a  strict! y 
annual  basis.  This  taxpayer  got  the  extra  dollars  irhen  he  started  the  trans- 
action. He  got  nothing  at  all  in  the  later  year,  and  it  may  well  be  argued 
that  in  deciding  what  income  was  received  by  the  taximyer  in  the  year  when  he 
made  his  last  bargain,  the  Government  can  not  say  that  he  has  received  income 
merely  because  he  got  some  money  several  years  before  that  he  \v\\l  now  not 
have  to  pay  back.  If  a  person  owing  a  hundred  thousand  dollars  in  debts  and 
having  twenty  thousand  dollars  in  assets,  succeeds  in  making  a  bargain  with 
his  creditors  that  they  will  compromise  with  him  in  full  for  all  he  has,  twenty 
thousand  dollars,  is  it  not  rather  ridiculous  to  tax  the  man.  wlio  dvring  the 
whole  taxable  pear,  never  had  any  more  than  twentjf  thousand  dollars,  and  has 
now  parted  irith  that,  on  the  theory  that  in  the  taxable  year,  he  made  a  gain 
of  eight }f  thousand  dollars f  If  in  the  taxable  year  he  made  eighty  thousand 
dollars,  where  is  it? 

The  case  is  very  different  from  the  one  In  which  a  man  realizes  a  gain  by 
exchanging  property  for  other  property.  In  this  case  of  exchange  of  property, 
the  market  value  of  the  new  property  furnishes  an  ample  source  of  crtMlit.  In 
the  case  we  are  talking  about,  the  taxpayer  never  had,  during  the  irhole  of  the 
taxable  year,  anything  at  all  having  a  market  value  approximating  what  the 
Department  claims  he  realized  in  that  year. 

But  it  Is  not  necessary  for  the  Department  to  decide  the  point  Just  above 
raised,  or  to  hold  the  regulations  invalid,  although  the  courts  may  hold  them 
invalid.  This  case  can  be  distlnguishe<l  and  decided  for  the  taxpayer  on  the 
ground  that  the  facts  in  this  case,  unlike  any  other  ease  ever  presented  to  the 
Bureau,  show  that  the  gain,  if  any,  was  realiz^Hl  l>efftre  March  1,  1013.  By  clear 
proof  that  if  transaction  had  been  closed  at  March  1.  1013,  the  gain  would 
have  already  been  realized  and  in  the  absence  of  an  actual  closing  must  bo 
regarded  as  having  accrued  at  that  time,  just  as  increments  in  the  value  of 
real  estate  which  occurred  before  March  1,  1913,  but  were  not  realized  until 
thereafter  are  not  the  subject  of  taxation. 

When  one  deals  In  his  o^vn  obligations,  the  whole  transaction  consists  of  (1) 
a  selling  of  the  obligations,  and  (2)  a  purchase  of  it  back,  thereby  reversing 
the  order  in  the  case  of  a  transaction  in  property.  In  each  case  we  are  inter- 
ested in  the  whole  transaction,  extending  from  the  initial  transaction  to  tlK» 
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closing  transaction,  and  in  each  case  there  will  be  no  realization  of  Income 
until  the  closing  transaction  has  occnrred.  In  each  case  the  spirit  of  the  law 
and  the  clear  ruling  of  the  Supreme  Court  show  that  no  part  of  the  amount 
realized  except  that  part  which  is  attributable  to  the  period  after  March  i,  IBlSj 
is  to  be  regarded  as  taxable  gains. 

The  book  value  of  tiie  venture  on  March  1,  1913,  does  not  determine ;  the  only 
Question  is,  "  did  the  income  accrue  from  conditions  existing  before  or  after 
March  1,  1913 ;  if  before,  the  income  is  not  taxable."  In  this  case  the  condi- 
tions arose  l>efore  and  not  after. 

The  fact  that  on  March  1,  1913,  the  taxpayer's  books  showed  a  debt  of  $1,000 
due  to  the  bondholder  is  not  significant.  The  same  was  true  in  the  case  of  the 
land  transaction;  at  March  1,  1913,  the  book  value  of  the  land  still  stood  at 
cost ;  yet — wholly  aside  from  the  books — the  court  held  that  if  the  market  value 
on  that  date  showed  that  the  transaction  if  closed  out  would  have  shown  a 
profit,  that  profit,  when  finally  realized  is  nontaxable.  Note  that  what  governs 
is  tiot  the  book  value  on  March  1,  1913 ;  the  thing  that  governs  is  something 
that  is  not  on  the  books  at  all — ^the  market  value  at  that  time;  and  the  only 
reason  that  is  important  is  that  we  are  trying  to  find  whether  the  conditions 
which  caused  the  profit  existed  before  or  after  March  1,  1913. 

Therefore,  the  mere  fact  that  on  March  1,  1913,  this  indebtedness  had  not 
been  viarked  doicn  on  the  books  from  $1,000  to  $800  is  ImmateriaL  Under 
the  Supreme  Court  view,  the  books  do  not  govern. 

If  the  Department  In  the  transaction  here  involveil,  which  began  in  18 — 
and  ended  in  1918,  should  insist  on  utterly  disregarding  what  would  have  hap- 
pened if  the  transaction  had  been  liquidated  in  March  1,  1913,  under  the  con- 
ditions, it  would  be  the  only  case  In  the  whole  field  of  the  income  tax.  In 
which  such  a  course  has  been  pursued,  in  every  other  case,  the  facts  with 
reference  to  theoretical  liquidation  and  liquidation  as  of  March  1, 1913,  having 
been  religiously  observed.  To  tax  this  taxpayer  would  be  to  put  behind  the 
Department  the  whole  body  of  its  previous  precedents,  and  especially  the 
theory  on  which  they  are  based. 

The  taxpayer's  contention  is  apparently  based  upon  the  theory 
and  supporting  arguments  that  full  recognition  must  first  be  given 
to  values  at  March  1,  1913,  in  deciding  whether  a  taxable  gam  or 
income  is  derived  from  any  transaction  whatsoever  which  had  a  be- 
ginning prior  to  and  an  ending  subsequent  to  that  date,  and  that  any 
realization  of  gain  or  profit  arising  from  such  transaction  which 
represents  an  increase  in  value  whicn  existed  and  was  determinable 
on  March  1, 1913,  must  be  exempted  from  taxation ;  further,  that  this 
is  true,  so  far  as  concerns  the  taxability  of  gains  or  profit,  whether 
the  transaction  be  one  involving  the  purchase  (or  otner  manner  of 
acquirement)  of  assets  and  the  subsequent  sale  thereof j  or  one,  as  in 
the  instant  case,  where  a  taxpayer  sells  its  own  obligations,  and  suh- 
sequently  purchases  such  obligations  and  retires  them. 

It  is  observed  that  the  taxpayer's  attorneys  have  selected  certain 
language  from  the  several  iSupreme  Court  decisions  which  they 
have  cited  in  support  of  their  contentions.  It  is  evident  that  they 
have  considered  this  lan^age  as  stating  a  legal  principle  of  general 
application  to  all  questions  involving  the  taxability  of  gains  or 
profits  arising  from  transactions  of  any  description  wherein  the 
transaction  becran  prior  to  and  ended  subsequent  to  the  effective 
dates  of  the  I^xcise  and  Income  Tax  Acts  (January  1,  1909,  and 
March  1,  1913). 
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The  attorneys'  view  in  this  resj^cct  appears  to  be  clearly  set  forth 
in  that  portion  of  the  brief  reading: 

It  is  true  that  most  of  the  cases  decided  relate  to  transactiODS  which  began  g 

with  the  purchate  of  property  and  were  closed  by  selling  the  property.    But  the  i 

introduction  of  the  1013  principle  Into  these  cases  was  not  arbitrary.     It  was  ^ 

based  on  a  principle.  That  principle  was  that  any  income  which  had  already 
accrued  to  the  taxpayer  before  March  1, 1913,  whether  realized  or  not».is  exempt 
from  taxation.  There  is  no  reason  for  limiting  this  general  principle,  fully 
recognized  by  the  Supreme  Court,  to  any  particular  kind  of  property  or  any  par- 
ticular kind  of  transaction  In  which  income  is  realized.  There  is  no  ^und  basis 
on  which  you  can  say  that  this  principle  applies  to  income  from  purchase  and 
sale  transaction  and  vot  to  income  derived  from  other  transactions.  If  it  is  a 
sound  principle,  it  applies  to  any  kind  of  income,  and  the  Supreme  Court  has 
taken  care  not  to  limit  it  to  purchase  and  sale  transactions  as  is  shown  by  the 
following  quotation  from  the  case  of  Southern  Pacific  Company  v.  Loire.  (T.  D. 
2730.) 

The  Committee  is  of  the  opinion  that  in  so  doing  they  have  erred, 
and  that  such  language  should  be  considered  as  applying  only  to  ques- 
tions and  transactions  similar  to  those  which  were  the  subject  of  liti- 
gation in  those  particular  cases.  It  should  be  noted  that  in  each  of  the 
cases  cited  there  was  considered  the  question  of  taxable  gain  or  profit 
arising  from  transactions  involving  a  purchase  or  investment  prior 
to  and  a  realization  of  profit  or  gain"  from  such  purchase  or  invest- 
ment subseouent  to  the  effective  dates  of  the  taxing  Acts,  and  that  in 
each  of  sucn  cases  it  was  held  that  dividends  received  subsequent  to 
the  effective  date  of  the  Act  under  which  they  were  sought  to  be  taxed 
were  to  be  exempted  from  tax  to  the  extent  that  they  represented  a 
realization  of  gains,  profits,  or  income  from  earnings  or  increased 
values  which  existed  on  such  effective  dates. 

It  should  also  be  noted  in  each  of  the  cases  cited  that  the  thin^  giv- 
ing rise  to  the  gain  or  profit  was  an  asset  of  the  taxpayer,  and  m  the 
opinion  of  the  Committee  the  principle  upon  which  the  taxpayer  has 
relied  applies  only  to  such  cases  wherein  the  gains  or  profits  under 
consideration  arise  from  the  ownership  of  assets  such  as  property  of 
all  descriptions,  property  rights,  rights  in  property,  etc. 

In  the  instant  case,  it  certainly  can  not  be  stated  that  the  gain  or 
profit  accrued  to  the  taxpayer  through  a  transaction  wherein  the 
tfdng  upon  which  such  gain  or  profit  was  realized  constituted  an  asset 
of  the  taxpayer.  To  the  contrary,  the  thing  upon  which  the  gain  or 
profit  was  realized  was  an  obligation  which  created  a  liability  and 
resulting  charge  against  the  assets  of  the  taxpayer. 

In  accordance  with  the  foregoing  comments,  the  Committee  is  un- 
able to  sustain  the  contention  of  the  taxpayer  that  the  principle  enun- 
ciated in  the  aforementioned  Supreme  Court  decisions  is  applicable 
in  determining  the  amount  of  taxable  gain  or  profit  arising  from  any 
and  all  transactions  which  began  before  and  ended  after  March  1, 
1913,  or  that  it  is  applicable  to  the  instant  case  where  by  the  provisions 
of  article  544,  Regulations  45,  it  is  held  that  a  taxable  gain  is  realized 
by  the  purchase  and  retirement  of  the  taxpayer's  obligations.  ^ 

Careful  thought  has  been  given  to  the  taxpayer's  statement :  ^ 

This  taxpayer  got  the  extra  dollars  when  he  started  the  transaction.  He  ROt 
notbinp  at  all  in  the  Inter  year  and  it  might  well  be  argued  that  In  deciding 
what  income  was  received  by  the  taxpayer  in  the  year  when  he  made  his  last 
bargain,  the  Government  can  not  5?ay  that  he  has  received  Income  merely  becanse 
he  got  some  money  several  years  before  that  he  wiU  now  not  have  to  pay  back. 
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At  a  hearing  held  before  the  Committee  on  March  7,  1920,  the 
attorneys  supported  this  argument  by  referring  to  T.  D.  3062  (article 
48  of  Regulations  45),  which  in  substance  holds  that  the  value  of  im- 
provements determined  according  to  the  method  outlined  by  the  deci- 
sion^  at  the  time  of  erection  and  completion  by  a  lessee  on  leased 
property,  constitutes  income  to  the  lessor  at  the  time  of  such  erection 
and  completion  provided  that  under  the  terms  of  the  leasehold,  such 
improvements  become  the  property  of  the  lessor. 

In  answer  to  this  argument,  it  may  be  stated  in  the  opinion  of  the 
Committee  that  in  transactions  contemplated  by  T.  D.  3062,  the 
lessor  receives  income  in  an  amount  equal  to  the  determinable  market 
(or  money)  value  of  an  asset  at  the  time  of  acquirement,  the  title  to 
which  vests  in  such  lessor  under  the  leasehold  agreement.  The  Com- 
mittee fails  to  see  any  analogy  between  such  transactions  as  are  con- 
templated by  T.  D.  3062  and  the  one  under  consideration  in  the  in- 
stant case.  Surely  it  can  not  be  said  that  the  taxpayer  in  18 — ,  by 
borrowing  money  on  its  own  obligations,  to  the  extent  of  the  face 
value  of  such  obligations,  acquired  an  asset  of  determinable  value, 
thereby  realizing  income  at  that  time. 

Careful  study  of  this  case  and  of  the  views  and  arguments  of  the 
attorneys  fails  to  reveal  to  the  Committee  that  the  taxpayer's  own 
obligations  in  the  form  of  corporate  bonds  are  susceptible  of  such 
valuation  at  March  1, 1913,  as  is  contemplated  by  the  law  and  regula- 
tions and  Supreme  Court  decisions  for  the  purpose  of  establisning 
gain,  profits,  or  income  arising  from  the  sale,  exchange,  or  ownership 
of  property;  therefore,  it  is  recommended  in  the  appeal  of  the  M 
Company  that  the  action  of  the  Unit  in  assessing  an  additional  tax 
for  1918,  resulting  from  the  addition  to  the  company's  gross  income 
for  that  year  of  the  excess  of  the  par  or  face  value  of  the  company's 
bonds  over  the  price  paid  upon  purchase  and  retirement  of  the  bonds, 
be  sustained. 

Section  233,  Article  545:  Sale    of    capital  33-21-1767 

assets.  T.  D.  3206 

Articles  *  *  *  545  *  *  ♦  of  Regulations  45  (1920  edition) 
are  hereby  amended    ♦    ♦    *. 

Abt.  545.  Sale  of  capital  assets. — Where  property  is  acquired  and  later  sold 
for  a  higher  price,  the  gain  on  the  sale  is  income.  If,  however,  the  property 
was  acquired  before  March  1,  1913,  only  such  portion  of  the  gain  as  accrued 
subsequently  to  February  28,  1913,  is  taxable.  Where,  then,  a  corporation  sells 
its  capital  assets  in  wliole  or  in  part,  it  shall  Include  in  its  gross  income  for 
the  year  in  which  the  sale  was  made  the  amount  of  tlie  excess  of  the  sales 
price  over  the  cost  unless  it  acquired  such  assets  prior  to  March  1,  1913,  and 
the  fair  market  value  of  such  assets  as  of  such  date  was  in  excess  of  the  cost, 
in  which  case  it  shall  include  the  excess  of  the  amount  of  the  sales  price  over 
such  value.  No  gain  or  loss  is  recognized  in  case  the  assets  are  sold  (a)  at 
more  than  cost,  but  at  less  than  their  fair  market  value  as  of  March  1,  1913, 
or  (b)  at  less  than  cost,  but  at  more  than  their  fair  market  value  as  of  March 
1,  1913.  In  every  case,  however,  in  ascertaining  the  gain,  the  cost  of  the  assets, 
or  the  fair  market  value  as  of  March  1,  1913,  of  the  assets  acquired  prior 
thereto,  should  first  be  reduced  by  the  amount  of  any  charges  for  depreciation, 
depletion,  and  other  deductions  which  have  been  or  should  have  been  taken. 
If  the  purchaser  takes  over  all  the  assets  and  assumes  the  liabilities,  the  amount 
so  assumed  is  part  of  the  purchase  price.  See  also  article  563,  as  amended. 
If  the  sale  is  made  for  stock  of  another  corporation,  the  rules  contained  in  sec- 
tion 202  of  the  statute  and  in  articles  1561-1570  as  amended  are  particularly 
applicable. 
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Section  233,  Article  519 ;  Exclusions  from  gross  33-21-1770 

income.  O.  D.  994 

The  q^uestion  has  been  presented  as  to  whether  life  insurance  com- 
panies, in  view  of  the  provisions  of  Treasui-y  Decision  3153  (C.  B.  4,         m 
p.  280) ,  may  now  deduct  from  gross  income  dividends  applied  to  pur-         " 
chase  additional  paid-up  insurance  in  those  cases  where  premiums 
equal  to  or  greater  than  the  dividends  are  received  from  the  policy- 
holder within  the  taxable  year. 

Treasury  Decision  3153  does  not  provide  for  a  deduction  from  gross 
income  of  dividends  applied  to  purchase  additional  paid-up  insur- 
ance. It  is  stipulated  therein  that  a  life  insurance  company  shall 
not  include  in  gross  income  such  portion  of  any  actual  premium 
received  from  any  individual  policyholder  as  is  paid  back  or  credited 
to  such  policyholder  within  the  taxable  year. 

Held,  that  it  is  proper  for  a  life  insurance  company  to  exclude 
from  gross  income  of  the  current  year  so  much  of  the  premiums  paid 
during  that  year  as  does  not  exceed  dividends  applied  by  policy- 
holders during  the  year  to  purchase  additional  paid-up  insurance. 


Section  233,  Akticle  550:  Gross  income  of  36-21-1806 

foreign  corporations.  O.  D.  1024 

The  M  Company,  a  foreign  corporation,  acts  as  agent  for  certain 
steamship  companies.  During  the  winter  months  the  steamship  com- 
panies transfer  their  fleet  of  vessels  from  a  foreign  port  to  a  United 
States  port,  as  a  matter  of  convenience,  but  not  necessarily  a  matter 
of  unavoidable  arrangement.  The  freight  engaged  for  these  vessels 
is  engaged  entirely  by  the  M  Company  and  consists  almost  exclusively 
of  freight  shipped  from  the  foreign  country  to  the  other  side  of  the 
Atlantic  through  the  American  port. 

Treasury  Decision  3111  (C.  B.  4,  p.  280)  provides,  in  the  case  of  a 
foreign  corporation,  that  if  the  income  be  taxed,  the  recipient  thereof 
must  have  a  domicile  within  the  jurisdiction  imposing  the  tax,  or  the 
property  or  business  out  of  which  the  income  issues  must  be  situated 
within  such  jurisdiction  so  that  the  income  may  be  said  to  have  a 
situs  therein. 

It  appears  from  the  statement  of  facts  that  the  foreign  steamship 
companies  have  no  domicile  within  the  United  States. 

The  fact  that  the  vessels'  freight  is  transported  from  the  foreign 
country  through  the  United  States  can  not  be  considered  as  evidence 
that  tne  foreign  steamship  companies  are  deriving  income  from  anj 
activity  on  their  part  in  the  United  States.  It  is  true  that  income  is 
derivea  from  such  transportation,  but  it  is  properly  the  income  of  the 
transportation  corporations  operating  in  the  United  States. 

It  is  held  that  the  foreign  steamship  companies  of  which  the  M 
Company  acts  as  agent  in  Uie  foreign  country  do  not  derive  income  ^ 
from  a  source  within  the  United  States  by  reason  of  the  fact  that  they  ^ 
receive,  at  a  port  wathin  the  United  States,  freight  originating  in  a 
foreign  country  to  be  shipped  to  another  foreign  country.  Income 
taxable  in  the  United  States  is  derived  to  tne  extent  of  freight 
charges  paid  to  the  companies  within  the  United  States  in  respect 
if  shipments  originating  therein. 
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Section  233,  A&ticle  650:  Gross  income  of  foreign  corporations. 

(See  41-21^1863;  sec.  237,  art.  601.)  Interest  paid  a  foreign 
bank  on  amounts  representing  drafts  drawn  by  a  person  in  the 
United  States  and  accepted  by  the  foreign  bank. 


Section  233,  Abtiole  550:  Gross  income  of  foreign  corporations. 

(See  46-21-1920;  sec.  213(c),  art.  92.)     Sales  f.  o.  b.  a  point  in  a 
foreign  country  by  a  foreign  corporation. 


SECTION  234.— DEDUCTIONS  ALLOWED. 

Section  234,  Article  661:  Allowable  deductions.  32-21-1762 

O.  D.  989 

Under  the  provisions  of  section  15-A  of  the  Interstate  Commerce 
Act,  as  amended  by  the  Transportation  Act  approved  February  29,  a 
1920,  railroad  corporations  are  required  to  pay  to  the  Interstate 
Commerce  Commission  one-half  of  their  net  railway  operating  in- 
come in  excess  of  6  per  cent  on  their  invested  capital.  It  is  under- 
stood that  such  payments  are  absolute,  the  railroad  company  having 
no  present  or  future  rights  therein. 

Held,  that  any  sum  so  paid  may  be  deducted  in  the  taxable  year  in 
which  paid  or  accrued,  dependent  upon  whetlier  the  books  of  the 
corporation  are  kept  upon  a  cash  receipts  and  disbursements  or 
accrual  basis. 

Section  234,  Article  561 :  Allowable  deductions.  83-21-1771 

T.  D.  3203 

corporation  excise  tax— act  of  Ar(ii;s'C3.  looo— decision  of  court. 

1.  Deductions — Saj.arie.s — Distribution   of  Profits. 

The  Government  may  attack  the  action  of  the  board  of  directors  of  a  corpora^ 
tion  and  show  by  evidence,  not  that  a  given  salary  is  tgo  much,  but  that,  in  tlie 
circumstances,  the  whole  or  some  part  of  it  is  nut  salary  at  all  but  is  profits 
diverted  to  a  stockholding  officer  under  the  guise  of  salary  and  as  such  is  sub- 
ject to  taxation. 

2.  Evidence — ^Sufficiency  to  Require  St:bmissiqn  to  .Turt — NoNsrrr. 

Where  there  was  evidence  that  the  activities  of  the  president  of  a  corporation 
in  the  business  decreased  as  he  advam-ed  in  years,  that  the  vice  president's 
duties  and  interests  corre6i)ondingly  increased,  until,  at  the  time  in  question, 
the  president  did  almost  nothing  and  the  vice  presi<lent  did  almost  everything 
in  the  management  of  the  corporation's  affair.**,  and  tliat  a  large  increase  in 
the  salary  of  the  president  was  voted  by  a  board  of  directors  wholly  controlled 
by  his  dominating  stock  ow^nership,  for  the  sole  reason,  stated  by  him,  that 
the  vice  president's  salary  had  been  similarly  increased  and  that  he  thought 
his  salary  should  be  the  same  as  that  of  the  vice  i>resfdent,  a  jury  could  And 
tJiat  the  amount  paid  him  was  not  all  for  services  rendered,  but  was  in  part 
a  distribution  of  profits;  and  a  nonsuit  w^as  tniproiier. 
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Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washiyiffton^  D,  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  .decision  of  the  United  States  Circuit  Court  of 
Appeals  for  the  Third  Circuit,  rendered  at  the  March  term,  1921,  in 
the  case  of  the  United  States  v.  Philadelphia  Knitting  Mills  Co,^  is 
published  for  the  information  of  internal  revenue  officers  and  others 
concerned. 

p.  H.  Blair, 
Commissioner  of  Internal  Revenue. 
Approved  July  25,  1921. 
A.  W.  Mellon, 

Secr(:fary  of  the  Treasury. 

United  Statks  riRci'iT  (^ourt  of  Appeals  for  the  Third  Circuit.     No.  2652. 

Kabch  Term,  1021. 

United  States  of  America,  plaintiff  belotp,  plaintiff  in  error,  v.  Philadelphia 
Knitting  Mills  Co.,  defendant  below,  defendant  in  error. 

In  error  to  the  District  Court  of  tlip  United  States  for  the  Eastern  District  of  Penn- 

Kylyania. 

Before  Bufftnqton,  Woolley,  and  Da^s,  Circuit  Judges.  • 

WooLLEY,  Circuit  Judge.  In  ascertaining  taxable  net  income  under  the  Cor- 
poration Excise  Tax  Act  of  August  5,  1909  (30  Stat.,  112),  the  Philadelphia 
Knitting  Mills  Co.,  in  its  returns  for  tlie  years  1909  to  1912,  inclusive,  deilucted 
from  its  gross  income,  as  **  onlinary  and  necessary  expenses,"  salaries  i>aid  W.  H. 
BUyeu,  its  president,  for  the  year  1909.  Jpl2.500.  and  for  each  succeeding  year 
$20,000.  Regarding  these  salaries  (in  excess  of  $5,000  per  annum)  as  unreason- 
able  with  reference  to  the  services  rendered,  and  therefore  not  deiluctible,  the 
Bureau  of  Internal  Revenue  demanded  paymetit  of  the  tax  thereon,  and  upon 
refusal  the  Unite<l  States  brought  this  suit.  At  the  trial  the  Government  pro- 
ceeded on  a  right,  which  it  claimed  in  itself,  to  determine  what  were  reasonable 
salaries  for  the  services  renderc<l  and  to  linrit  the  deduction  thereto.  Upon 
an  indication  by  the  trial  judge '♦hat  recovery  could  not  be  had  on  this  theory, 
but  could  be  had  only  on  evidence  which  would  sustain  a  finding  that  payments 
made  ostensibly  for  salaries  were,  in  whole  or  in  part,  distributions  of  profits, 
the  Government  modified  its  theory  of  the  case  and  thereafter  proceeded  on  the 
ihie  indicated.  Coming  to  the  motion  for  a  nonsuit,  the  court,  in  entering  judg- 
ment, ruled  solely  on  the  latter  question.  On  the  motion  to  take  off  the  nonsuit 
the  Government  returne<l  to  its  original  position.  This  position  it  urges  on  this 
writ  of  error. 

In  view  of  the  proceedings  below^  the  question  involved  in  the  case  is  somewhat 
elusive.  In  our  examination  of  these  proceeclings  we  find  really  two  questions, 
one  raised  by  the  Government  and  seemingly  abandoned,  the  other  raiseil  by 
the  court  and  ruled  on. 

The  question  on  which  the  Government  8e**ks  the  opinion  of  this  court  is: 
Has  the  Government  the  right,  under  the  cited  provision  of  the  Corporation 
Excise  Tax  Act  of  August  ."),  1909,  to  inquire  and  deternrlne  whether  a  salary 
paid  by  a  corporation  and  de<lucted  in  its  return  as  an  **  ordinary  and  necessary 
expense  "  is  reasonable  and  fair  comi)ensation  for  the  services  rendered,  and  a% 

tliereupon  to  revise  tlie  return  and  limit  the  detluction  to  what  it  considers  a  ^ 

reasonable  salary ;  and,  in  the  event  of  dispute,  to  have  a  jury  pass  upon  and 
decide  the  same? 

Such  a  power  in  the  Government,  if  it  exists,  must  have  been  conferred  by  the 
statute.  Tlie  statute  provided  for  a  tax  at  a  nametl  rate  upon  the  net  income 
of  a  corporation,  to  be  ascertained  by  de<lucting  from  its  gross  income  "all 
ordinary  and  necessary  expenses."  (Sec.  38.)  The  statute  did  not  specifically 
make  a  salary  an  allowable  deduction,  though  it  was  so  construed  by  the  Bureau 
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of  Internal  Revenue  when  the  salary  is  a  **  reasonable  and  fair  compensation 
for  services  rendered  regardless  of  the  amount  of  stock  such  officer  may  hold." 
We  are  asked  to  approve  this  executive  construction  of  the  statute  as  though 
it  were  part  of  it.  In  order  not  to  beg  the  question,  we  must  look  to  the  statute 
alone  to  find  the  power  which  the  Government  asserts. 

Confining  our  inquiry  to  the  statute,  it  appears  that  the  basis  on  which  a' 
salary  may  be  allowed  as  a  valid  deduction  is  that  it  was  in  fact  an  "  ordinary 
and  necessary  expense  (of  the  coi*poration)  actually  paid  ♦  ♦  ♦  in  the  main- 
tenance and  operation  of  lis  business."  To  bo  a  necessary  expense  it  must 
have  been  paid  for  services  actually  rendered.  {Jacobs  d  Davies,  Inc.,  v.  Ander- 
son, 228  Fed.,  505,  506.)  Whether  services  were  rendered  and  whether  also 
they  were  commensurate  with  the  salary  i)aid  are  matters  of  judgment  and  dis- 
cretion reposed  by  general  law  In  the  board  of  directors  of  the  corporation. 
As  the  board  of  directors  Is  charged  with  the  duty  and  clothed  with  the  discretion 
of  fixing  the  salaries  of  the  corporation's  officers,  the  Government  had  no  right 
(until  expressly  granted  by  statute)  to  inquire  into  and  determine  whether  the 
amounts  thereof  are  proper ;  that  Is,  whether  they  are  too  much  or  too  little. 
But,  while  the  amount  of  salary  fixed  by  a  board  of  directors  is  presumptively 
valid,  It  is  not  conclusively  so,  because  the  Government  may  inquire  whether 
the  amount  paid  is  salary  or  something  else.  Admittedly,  the  Government  has 
a  right  to  collect  taxes  on  net  income  of  a  corporation  based  on  profits  after 
all  ordinary  and  necessary  expenses,  including  salaries,  are  paid.  It  has  a  right, 
therefore,  to  attack  the  action  of  a  board  of  directors  and  shown  by  evidence, 
not  that  a  given  salary  is  too  much,  but  that,  in  the  circumstances,  the  whole 
or  some  part  of  it  is  not  salary  at  all  but  is  profits  diverted  to  a  stockholding 
officer  under  the  guise  of  salary  and  as  such  is  subject  to  taxation. 

Of  the  same  opinion  was  the  learned  trial  judge,  though  in  entering  judgment 
of  nonsuit  he  raised  and  ruled  upon  a  second  question  which  was  not  whether 
the  salaries  paid  were  commensurate  with  the  services  rendered  but  whether 
there  was  evidence  which  would  sustain  a  finding  that  the  sums  paid  were  not 
all  salaries  but  were  part  profits. 

An  inquiry  of  this  kind  is  directed  to  a  fact,  and,  as  in  all  cases  turning  on  a 
fact,  the  attention  of  the  trial  judge  is  directed  to  the  sufficiency  of  the  evld^ice 
to  establish  the  fact.  The  question  of  fact  here  was  whether  the  money  paid: 
was  all  salary  or  part  profits.  The  presumption  arising  from  the  action  of  the 
board  of  directors  was  that  it  was  all  salary,  in  order  to  overcome  this  pre- 
sumption the  burden  was  on  the  Government  to  produce  evidence,  not  neces- 
sarily conclusive,  but  sufficient  to  raise  a  valid  inference  that  some  definite  part 
of  the  compensation  was  not  salary  but  was  profits.  The  evidence  which  in  this 
respect  the  trial  judge  found  insufficient  was,  briefly  stated,  as  follows : 

Philadelphia  Knitting  Mills  Co.  was  a  close  corporation  with  an  outstanding 
capital  of  $330,(X)0,  of  which  William  H.  Bilyeu,  its  president,  owned  in  stock 
approximately  $240,000;  his  daughter,  Mrs.  Richards,  $30,000,  and  Charles 
Moller,  its  vice  president,  manager,  and  superintendent,  $60,000.  The  business 
of  the  corporation  was  started  and  its  success  established  by  Bilyeu  at  the  time 
when  Moller's  connection  with  the  company-  and  his  stockholdings  were  small. 
As  Bilyeu  advanced  In  years  and  his  activities  in  the  business  decreased,  Mol- 
ler *s  duties  and  interests  correspondingly  increased,  until,  at  the  time  in  ques- 
tion, Bilyeu  did  almost  nothing  and  Moller  did  almost  everything  in  the  manage- 
ment of  the  corporation's  affairs. 

In  July,  1909,  a  month  before  the  Corporation  Excise  Tax  Act  'was  approved, 
the  board  of  directors  increased  the  annual  salary  of  Moller  to  $10,000,  and  in 
1913  to  $20,000.  At  the  same  meeting  in  1909  the  board  of  directors — the  per- 
sonnel of  which  was  wholly  controlled  by  Bilyeu's  dominating  stock  ownership- 
increased  his  salary  from  $7,500  to  $20,000  a  year,  at  which  figure  it  has  ever 
since  remained.  It  was  testified  that  Bilyeu,  being  greatly  advanced  in  years, 
had  nothing  to  do  with  the  operation  of  the  plant  or  with  the  conduct  of  the 
business.  He  would  come  to  the  office,  open  the  mail,  sign  checks,  and  make  de- 
posits, and  then  would  sit  around  an  hour  or  two  reading  the  newspaper  until 
his  chauffeur  came  to  take  him  home.  The  only  reason  for  the  substantial  in- 
crease In  the  salary  of  the  president  was  given  by  Bilyeu  himself.  It  was 
simply  to  the  effect  that  as  MoUer's  salary  was  $20,000  he  thought  his  salary 
should  be  the  same.  In  the  corporation's  tax  returns  both  salaries  were  de- 
ducted from  gross  profits  in  ascertaining  taxable  net  profits.  The  Government 
raised  no  question  about  Moller's  salary. 

On  this  evidence  we  think  a  jury  could  find  that,  as  the  Increase  of  Bilyeu's 
salary  as  president  was  made  without  a  corresponding  Increase  of  service  or 


1 234]  '  222 

business  responsibility — in  fact,  in  tbo  fare  of  a  proijressive  decrease  of  service 
and  responsibility — the  amount  paid  him  was  not  all  for  services  rendered. 
Just  how  much  of  the  annual  compensation  paid  Bityeu  was  salary  and  how 
much  was  profits  would  not  be  left  for  the  Jury  to  conjecture,  for  there  was  evi- 
dence of  the  amount  of  salaries  paid  presidents  of  like  concerns  of  relative  out- 
put and  earnings.  This  evidence  was  in  no  sense  conclusive,  but  it  wa^;  admis- 
sible and  it  had  probative  value.  There  was,  In  addition,  evidence  of  the  salary 
whlch  the  defendant  corporation  itself  paid  Bilyeu,  its  president,  before  it  was 
inci^eased  without  any  reason  except  that  Bilyeu  thought  his  salary  (for  de- 
creasing services)  should  keep  apace  with  MoIler*s  salary  for  steadily  increasiii^ 
services- 

This  evidence  was,  to  be  sure,  only  prima  facie,  and  might  have  been  over- 
turned by  evidence  produced  by  the  defendant  corporation  showing  that  its 
president,  because  of  his  position  in  the  trade,  liis  connection  with  the  banks, 
or  otherwise,  rendered  services  to  the  corporation  on  which  the  t>oard  of  direc- 
tors had  exercised  a  bona  fide  discretion  in  voting  him  this  substantial  salary. 
But  until  some  evidence  of  this  character  was  produced  by  the  defendant  we 
think  the  evidence  for  the  Government  was  sufficient  to  sustain  a  finding  by 
fair-minded  men  ttiat  a  part,  and  a  definite  part,  of  the  compensation  paid  Bil- 
yeu as  salary  was  profits  distributed  to  him  by  reason  of  his  stockholding. 

We  are  constrained  to  reverse  the  Judgment  below  and  direct  a  new  trial. 


Section  234,  Article  562:  Donations.  31-21-1757 

O.  D.  986 

The  question  is  presented  whether  donations  made  by  industrial 
and  railwav  corporations  to  the  Young  Men's  Christian  Associations 
are  deductiole  as  a  business  expense  under  article  o62  of  Regulations 
45  where  the  associations  are  located  on  the  property  of  these  cor- 
porations and  operated  for  the  benefit  of  the  employees  of  such  cor- 
porations. 

The  term  "ordinary  aftd  necessary  expenses,"  as  used  in  the 
statute,  contemplates  only  those  expenses  incurred  directly  in  the 
maintenaiice  and  operation  of  the  business  and  does  not  include 
those  which  may  be  beneficial  and  even  necessary  in  a  broader  sense. 
The  contributions  referred  to  are  not  such  ordinary  and  necessary 
business  expenses  as  are  contemplated  by  the  statute  under  the  in- 
terpretation to  which  reference  is  made^  and  accordingly  these  con- 
tributions are  not  deductible  in  computing  net  income  subject  to  tax. 


Section  234,  Article  562:  Donations.  36-21-1807 

T.  D.  3215 


Contributions  to  Red  CroBS  and  other  recognized  war  omnizations  deducted  in 
returns  of  corporations  for  the  year  1918.  Ivlodification  of  Treaeurv  Decision  3105 
of  December  27,  1920. 

TfiEASURY  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

M^askin^n,  Z>.  C 

To  collectors  of  internal  revenue  and  others  concerned:  (jj^l 

In  order  to  obviate  the  necessity  of  filing  amended  returns  on 
the  prescribed  forms  for  the  year  1918,  corporations  which,  prior  to 
the  issuance  of  Treasury  Decision  2847,  filed  their  completed  returns 
and  erroneously  claim^  therein  deductions  on  account  of  contribu- 
tions to  the  Red  Cross  and  other  recognized  war  organizations,  are 
required  to  file  with  the  Collector  of  Internal  Revenue  within  30 
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days  from  date  of  this  decision  a  supplemental  return  in  the  form  of 
a  statement  under  oath  showing  the  amount  of  such  deductions 
ckdmedy  the  amount  of  net  income  as  reported  and  as  corrected,  and 
the  amount  of  additional  tax  due.  Payment  of  the  total  amount  of 
additional  tax  shown  to  be  due  by  such  supplemental  return  must 
also  be  made  within  30  days. 

In  cases  where  this  procedure  is  followed,  formal  amended  returns 
will  npt  be  required  and  the  supplemental  returns  referred  to  when 
received  by  this  office  through  the  collector's  office  will  be  fil^d  with 
the  original  returns. 

Where  in,  connection  with  any  return  for  the  year  1918  an  audit 
of  the  books  of  the  corporation  has  been  made  by  the  Department 
and  the  amount  of  such  contributions  disclosed,  the  statement  herein 
provided  for  neefl  not  be  made. 

Failure  by  a  corporation  to  file  a  supplemental  return  as  reouired 
will  subject  it  to  the  penalties  provided  by  section  3176,  united 
States  Revised  Statutes. 

D.  H.  Blair, 
Commissioner  of  IjUemal  Revenue. 

Approved  August  16,  1921: 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


Section  284,   Arttcxe   663:   Sale   of  capital  83-21^1767 

stock,  bonds,  and  capital  assets.  T.  D.  3206 

Articles  *  *  ♦  563  *  *  ♦  of  Regulations  45  (1920  edi- 
tion) are  hereby  amended    *    *    ♦. 

Art.  563.  Sale  of  ca^tal  stock,  bonds,  and  capital  assets. — ^A  corporation  sos- 
tains  no  deductible  loss  from  the  sale  of  its  capital  stock.  See  article  542.  If 
it  sells  its  bonds  at  a  discount,  Hie  amount  af  such  discount  is  treated  in  the 
same  way  as  interest  paid,  and  if  it  retires  its  bonds  at  a  price  in  excess  of 
the  issuing  price,  such  excess  may  usually  be  deducted  as  expense.  See  articles 
544  and  848  as  amended.  If  a  corporation  sells  its  capital  assets  for  less  than 
their  cost,  the  loss  sustained  is  deductible  unless  the  assets  were  acquired  before 
March  1,  1913,  and  sold  at  less  than  cost  but  at  more  than  their  fair  market 
value  as  of  March  1,  1913.  The  loss  which  is  deductible  in  the  case  where  as- 
sets acquired  before  March  1,  1913,  are  sold  after  that  date  at  less  than  cost 
and  less  than  their  fair  market  value  as  of  that  date,  and  such  value  was  less 
than  cost,  is  the  difference  between  such  price  or  value  and  the  amount  realized 
by  the  sale  or  exchange.    See  article  545  as  amended. 


Section  234,  Article  504 :  Interest.  ,  29-21-1733 

A.  R.  R.  559 

REVENUE  ACT  OF  1917. 

Recommended,  in  the  appeal  of  the  M  Company,  that  the  action  of 

the  Income  Tax  Unit  in  applying  to  the  deduction  for  interest  paid 

within  the  year  the  limitation  provided  In  that  portion  of  section 

#  12 ( a) ,  Revenue  Act  of  1916,  as  amended  by  the  Revenue  Act  of  1917, 

-^  which  reads :  **  The  amount  of  interest  paid  within  the  year  on  Its 

Indebtedness  ♦  ♦  ♦  to  an  amount  of  such  indebtedness  not  in 
excess  of  the  sum  of  (a)  the  entire  amount  of  paid-up  capital  stock 
outstanding  at  the  close  of  the  year  •  •  ♦  and  (b)  one-half 
of  the  interest-bearing  indebtedness  then  outstanding"  be  sus- 
tained, and  accordhigly  that  the  appeal  of  the  taxpayer  be  denied. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company,  from  the  action  of  the  Income  Tax  Unit  in  its  adjustment 
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of  a  deduction  for  interest  paid  in  1917  and  claimed  in  the  taxpayer's 
return  for  that  year. 

The  record  in  the  case  indicates  that  in  1917  the  M  Company  filed 
an  income  tax  return  on  Form  1031,  wherein  were  shown  gross  income  I 
in  the  amount  of  62f  2;  dollars  and  general  deductions  amounting  to  " 
6Sx  dollars.  The  taxpayer  claimed  as  a  deduction  under  item  6(c), 
3527  dollars,  being  the  total  amount  of  interest  paid  within  the  year 
on  indebtedness  wholly  secured  by  collateral.  In  the  audit  01  the 
return  by  the  Unit  the  interest  deduction  just  mentioned  was  reduced 
by  approximately  12.c  dollars  by  applying  the  limitation  provided 
in  section  12(a),  paragraph  3,  Revenue  Act  of  1916,  as  amended  by 
the  Revenue  Act  of  1917.  By  this  action  a  taxable  net  income  in 
excess  of  $3,000  is  shown,  and  upon  this  showing  t)ie  taxpayer  has 
been  requested  to  file  an  excess  profits  tax  return.  It  is  from  such 
action  that  the  taxpayer  appeals,  oasing  such  appeal  upon  the  ground 
of  its  right  to  deduct  the  full  amount  of  interest  paia  in  accordance 
with  the  further  provision  noted  in  the  above-mentioned  section  of 
the  law. 

Taxpayer  submits  that  it  was  organized  for  the  purpose  of  ac* 
quiring  and  dealing  in  real  estate  as  a  speculative  venture,  and  was 
not  organized  for  tne  purpose  of  acquiring  property  for  investment ; 
that  the  pieces  of  property  owned  by  the  taxpayer  have  been  in  the 
market  for  sale  ever  smce  the  construction  on  each  parcel  was  com- 

Sleted ;  and  that  the  fact  that  such  properties  have  not  been  sold  was 
ue  to  the  inability  to  sell  at  the  asking  price. 

Taxpayer  further  submits  the  following  extract  from  its  certificate 
of  incorporation: 

Second.  The  purposes  for  which  said  corporation  is  to  be  farmed  are  the 
purchasing,  selling,  mortgaging,  leasing,  improving,  maintaining,  controlling, 
and  managing  real  estate ;  the  construction,  maintenance,  management  and  con* 
trol  of  apartments.  The  purchase  and  sale  of  personal  property  and  the  carry- 
ing on  of  any  other  lawful  trade  or  business  incident  to  or  proper  in  conneetioQ 
with  the  construction,  maintenance,  and  management  of  apartment,  office,  and 
other  buildings;  the  purchasing,  acquiring,  holding,  and  disposing  of  stocks, 
bonds,  and  other  evidence  of  indebtedness  of  any  corporation,  domestic  or  foreiga, 
and  while  the  holder  thereof,  the  exercising  of  all  the  rights  and  privileges  of 
ownership,  including  the  right  to  vote  thereon  and  to  issue  in  exchange  therefor 
its  own  stock,  bonds,  or  other  obligations;  to  lend  money  on  bonds  secunsd  by 
mortgages  on  real  estate  or  upon  personal  property;  to  lend  money  and  make 
advances  from  time  to  time  on  bonds  secured  by  mortgage  for  future  advances 
on  real  estate;  to  borrow  money  upon  its  own  obligations  or  the  obligations  or 
evidences  of  debt  of  other  persons  or  corporations,  and  issue  mortgages  ther^or. 

Section  12(a)  (Third),  Revenue  Act  of  1917  provides  for  deduc- 
tions as  follows : 

The  amount  of  interest  paid  within  the  year  on  its  indebtedness  ♦  •  • 
to  an  amount  of  such  indebtedness  not  in  excess  of  the  sum  of  (a)  the  oitire 
amount  of  the  paid-up  capital  stock  outstanding  at  the  close  of  the  year  *  ♦  • 
and  (b)  one-half  of  its  interest-bearing  indebtetlness  then  outstanding:     •    *    ♦ 

Provided  further,  that  in  the  case  of  Indebtedness  wholly  secured  by  property 
collateral,  tangible  or  intangible,  the  subject  of  sale  or  hypothecation  in  the 
ordinary  business  of  such  corporation,  joint-stock  company,  or  association  as  a 
dealer  only  in  the  property  constituting  such  collateral,  or  in  loaning  the  funds 
thereby  procured,  the  total  interest  paid  by  such  corporation,  company,  or 
association  within  the  year  on  any  such  indebtedness,  may  be  deducted  as  a 
part  of  its  expenses  of  doing  business,  but  interest  on  such  indebtedness  shaU 
only  be  deductible  on  an  amount  of  such  indebtedness  not  in  excess  of  the 
actual  value  of  such  property  collateral :    *    ♦    ♦ 

The  taxpayer  states  that  its  primary  purpose  is  the  acauisition  and 
improvement  of  real  estate  with  a  view  to  subsequent  sale  for  profit, 
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thereby  indicating  that  it  is  engaged  as  a  dealer  rather  than  an 
investor  in  this  class  of  property. 

The  above-quoted  extract  from  the  certificate  of  incorporation 
states,  however,  that  the  purposes  for  which  the  corporation  was 
formed  were  the  purchasing,  selling,  mortgaging,  leasing,  improving, 
maintaining,  controlling,  and  managing  of  real  estate ;  tne  construe^ 
tion,  maintenance,  management,  and  control  of  buildings,  and  the 
leasing  thereof,  and  of  rooms,  stores,  offices,  and  apartments  therein; 
further,  to  lend  money  on  bonds  secured  by  mortgages  on  real  estate 
and  to  lend  money  and  make  advances  from  time  to  time  on  bonds 
secured  by  mortgages  for  future  advances  on  real  estate. 

In  the  opinion  of  the  Committee  the  extract  from  the  certificate 
of  incorporation  clearly  indicates  that  the  scope  of  the  taxpayer's 
business  was  in  no  sense  restricted  to  a  dealer  in  real  estate  but 
rather  comprehended  all  of  the  activities  which  might  arise  in  con- 
nection with  the  purchase,  sale,  ownelrship,  leasing,  management,  and 
control  of  real  estate,  including  the  borrowing  of  money  secured  by 
mortgages  on  such  real  estate  and  the  lending  or  other  disposition  of 
funds  tnereby  procured ;  further,  that  the  taxpayer  could  engage  in 
the  purchase  and  sale  of  personal  property  and  the  carrying  on  of 
any  other  lawful  trade  or  business  incident  to  or  proper  in  connec- 
tion with  the  construction,  maintenance,  and  management  of  apart- 
ment, office,  or  other  buildings.* 

The  taxpayer's  return  shows  that  of  the  62ia?  dollars  gross  in- 
come received  in  1917,  62^0?  dollars  represented  income  in  the  nature 
of  rentals  from  the  real  estate  holdings,  and  that  the  remaining  ^x 
dollars  was  interest. 

The  Committee  has  considered  in  connection  with  the  question  at 
issue  in  the  instant  case  Solicitor's  Law  Opinion  666  (not  published 
in  bulletin  service),  in  which  it  was  held  that  a  corporation  which 
was  organized  to  conduct  the  single  enterprise  of  building  an  apart- 
ment house  and  selling  same  at  a  profit  rather  than  holding  it  for 
investment,  but  which,  pending  opportunity  to  sell,  is  managing  the 
property  by  renting  the  apartments,  may  not,  in  computing  net  in- 
come for  a  year  of  such  management,  deduct  an  amount  of  interest 
paid  on  the  mortgage  of  such  property  beyond  the  limitation  im- 
posed on  such  deduction  by  corporations  by  the  income  tax  law  (of 
1913  or  1916  as  the  case  may  be). 

Article  184  of  Regulations  33  revised,  provides  that : 

Corporations  owning  property,  such  as  office  bnildings,  hotels,  apartment 
houses,  etc.,  which  are  not  for  sale  in  the  ordinary  business  of  the  corporation, 
but  are  held  primarily  for  investment  purposes,  or  as  a  means  by  which  the 
business  of  the  corporation  Is  carried  on,  and  which  are  pledged  as  security 
for  mortgage  notes  or  bonds  upon  which  interest  is  paid,  can  not  deduct  such 
Interest  under  the  deduction  for  expense  of  maintenance  and  operation,  but 
shall  Include  such  interest  payments,  subject  to  the  limitation  of  the  law, 
under  the  regular  interest  deductions. 

For  the  year  1917  the  real  estate  of  the  M  Company  was  in  fact 
the  productive  fixed  capital  of  the  business,  essentially  the  produc- 
ing asset,  the  "means"  by  which  it  was  carried  on,  and  article  184 
above  should  apply  to  it  unless  the  desire  and  attempts  to  make  a 
sale  are  sufficient  to  constitute  such  future  sale  the  "  ordinary  busi- 
ness "  of  the  corporation. 

The  Solicitor  stated  in  his  Law  Opinion  666  that  in  applying  this 
term  for  the  purpose  of  fixing  the  tax  liability  for  a  particular  year, 
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the  material  question  is  what  the  business  of  that  year  was,  and  that 
depends  on  wnat  the  corporation  actually  did  in  that  year.  In  the 
instant  case  it  is  shown  that  the  only  business  actually  done  in  1917 
was  that  of  management;  holding  for  sale  was  not  in  itself  doin^ 
business^  and  the  attempts  to  sell  did  not  involve  any  actual  business 
transactions;  furthermore,  that  the  company's  intention  or  plan  to 
sell  the  property  does  not  appear  to  have  included  the  idea  of  manag* 
in^  also,  possibly  for  some  years. 

In  view  of  the  foregoing,  the  Committee  is  of  the  opinion  that  the 
M  Company  was  not  engaged  in  1917  as  a  trader  in  real  estate,  and 
that  the  property  put  up  as  collateral  for  loans  upon  which  interest 
was  paid  within  that  year  was  not  the  subject  of  sale  or  hypothecation 
in  the  ordinary  business  of  the  taxpayer  for  the  year  1917. 

It  is  therefore  recommended  in  the  appeal  of  the  M  Company  that 
the  action  of  the  Income  Tax  Unit  in  applying  to  the  deduction  for 
interest  paid  within  the  year  the  limitation  provided  in  that  portion 
of  section  12(a),  Revenue  Act  of  1916  as  amended  b.y  the  Kevenue 
Act  of  1917,  which  reads : 

The  amount  of  interest  paid  within  the  year  on  its  indebtedness  *  .*  *  to 
an  amount  of  such  indebtedness  not  in  excess  of  the  sum  of  (a)  ttie  entire 
amount  of  paid-up  capital  stock  outstanding  at  the  dose  of  the  year  *  •  • 
and  (b)  one-half  of  the  interest-bearing  indebtedness  then  outstanding, 

l)e  sustained,  and  accordingly  that  the  appeal  of  the  taxpayer  be 
denied. 

Rkction  234,  Article  564 :  Interest. 

(See  32-21-1766 ;  sec.  326,  art.  831.)  Interest  on  installment  sub- 
scription payments  for  stock. 


Section  234,  Article  564:  Interest. 

(See  41-21-1861;  sec.   221,   art.   364.)     Payments   to   owner    of 
debentures.     Debenture  defined. 


Section  234,  Article  564 :  Interest.  47-21-1934 

Sol.  Op.  127 

INCOME  TAX— RBTVBNUB  ACT  OF  1916.  SECTION  12(a)  THIRD,  AS  AMENDED  BY 

REVENUE  ACT  OF  1917,  SECTION  1207. 

1.  Whether  property  which  stands  as  security  for  indebtedness  is 
subject  to  sale  in  the  ordinary  business  of  the  taxpayer,  so  that  the 
limitation  on  the  deduction  of  interest  does  not  appljr,  is  a  question 
of  fact  in  each  case. 

2.  Property  held  for  investment  return  is  not  for  sale  in  the 
ordinary  business  of  the  owTier,  even  though  he  would  seU  it  if  a 
price  sufficiently  tempting  were  offered. 

3.  The  fact  that  a  corporation  taxpayer  engaged  in  the  business 
of  a  real  estate  dealer  did  not,  during  the  taxable  year  1917,  sell 
any  real  estate  of  Jts  own,  is  not  sufficient  to  establish  that  it  held 
such  real  estate  as  an  investment,  and  not  for  sale,  during  such 
taxable  year,  where  it  has  filed  a  sworn  statement  to  the  effect  that 
such  property  was  subject  to  sale  in  its  ordinary  business. 

This  office  has  under  consideration  the  question  of  the  additional 
income  tax  liability  of  the  M  Corporation  for  the  year  1917,  based 
upon  the  disallowance  of  a  deduction  for  interest  paid  within  the 
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y^ar  on  an  amount  of  its  indebtedness  in  excess  of  the  sum  of  the 
entire  amount  of  the  paid-up  capital  stock  outstanding  at  the  close 
of  the  year  and  one-half  of  its  interest-bearing  indebtedness  then  out- 
standing. The  taxpayer  claims  the  right  to  the  deduction  on  the 
ground  that  the  indebtedness  on  which  the  interest  was  paid  was 
wholly  secured  by  property  collateral,  the  subiect  of  sale  or  hypothe- 
cation in  its  ordinary  i)usiness  as  a  dealer  only  in  the  property  con- 
stituting such  collateral. 

The  taxpayer  has  been,  since  186-,  actively  engaged  in  the  business 
of  buying,  selling,  and  leasing  city  real  estate  for  itself  and  others. 
In  1917  it  made  no  sales  of  its  own  real  estate,  but  did  sell  several 
properties  upon  which  it  held  options,  receiving  profits  amounting 
to  X  dollars.  It  also  sold  a  number  of  houses  as  brokers,  on  com- 
mission, and  rented  a  number  of  houses  for  itself  as  well  as  for 
clients.  When  the  additional  income  tax  in  question  was  assessed,  it 
filed  a  claim  for  abatement,  which  was  rejected  on  the  ^ound  that 
since  no  property  owned  by  the  corporation  was  sold  during  the  year 
1917,  the  property  it  owned  was  held  as  an  investment,  the  corpora- 
tion was  to  be  treated  as  a  landlord  rather  than  a  real  estate  dealer, 
and  the  real  estate  which  was  security  for  its  indebtedness  was  not 
the  subject  of  sale  in  its  ordinary  business.  The  taxpayer  now  pro- 
tests this  ruling. 

The  pertinent  portion  of  section  12(a)  third  of  the  Revenue  Act 
of  1916,  as  amended  by  section  1207  of  the  Revenue  Act  of  1917, 
reads  as  follows : 

Section  12(a).  In  the  case  of  a  corporation,  joint-stock  company  or  asso- 
ciation, or  insurance  company,  organized  in  tlie  United  States,  sucli  net  in- 
come shall  be  ascertained  by  deducting  from  the  gross  amount  of  its  income 
received  within  the  year  from  all  sources    *    ♦     ♦. 

Third.  The  amount  of  interest  paid  within  the  year  on  its  indebtedness 
*  *  *  to  an  amount  of  such  Indebtedness  not  in  excess  of  the  sum  of  (a) 
the  entire  amount  of  the  paid-up  capital  stock  outstanding  at  the  close  of  the 
year  *  ♦  ♦  and  (b)  one-half  of  its  Interest  bearing  Indebtedness  then  out- 
standing :  ♦  ♦  ♦  Provided-  further,  Tliat  in  the  case  of  indebtedness  wholly 
secured  by  property  collateral,  tangible  or  intangible,  the  subject  of  sale  or 
hypothecation  in  the  ordinary  business  of  such  corporation,  joint-stock  com- 
pany or  association  as  a  dealer  only  in  the  property  constituting  such  collateral, 
or  in  loaning  the  funds  thereby  procured,  the  total  interest  paid  by  such  cor- 
poration, company,  or  association  within  the  year  on  any  such  indebtedness 
may  be  deducted  as  a  part  of  its  expenses  of  doinjg  business,  but  interest  on 
such  indebtedness  shall  only  be  deductible  on  an  amount  of  such  indebtedness 
not  in  excess  of  the  actual  value  of  such  property  collateral    ♦    •    ♦. 

Whether  property  which  stands  as  security  for  indebtedness  is  the 
subject  of  sale  in  the  ordinary  business  of  the  taxpayer  is  a  ques- 
tion of  fact  in  each  instance.  The  fact  that  the  taxpayer  did  not 
sell  any  of  its  own  real  estate  during  the  taxable  year  1917  is  not 
sufficient  to  rebut  the  taxpayer's  sworn  statement  that  such  property 
was  subject  to  sale  in  the  ordinary  course  of  its  business.  Property 
held  for  investment  return  is  not  for  sale  in  the  ordinary  business 
of  the  owner,  even  though  he  would  sell  it  if  a  price  sufficiently 
tempting  were  offered,  otherwise  the  limitation  on  the  deduction  of 
interest  would  be  nugatory ;  but  the  mere  fact  that  no  property  was 
sold  during  the  taxable  year  is  not  sufficient  to  establish  the  conclu- 
sion that  it  was  held  for  investment  where  the  taxpayer  has  made 
affidavit  that  it  was  in  fact  held  for  sale  in  its  ordinary  business. 

In  the  instant  case,  the  taxpayer  has  made  such  an  affidavit.  Its 
ordinary  business  is  that  of  a  real  estate  dealer.    In  years  prior  to 
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1917  it  had  sold  property.  From  its  return  for  1918  it  appears  that 
all  its  property  was  listed  for  sale  in  that  year.  (Schedule  C.) 
These  facts  support  its  sworn  statement  that  all  the  property  which 
was  in  1917  security  for  indebtedness  was  subject  to  sale  in  its  ordi- 
nary business. 

This  conclusion  is  not  in  conflict  with  Law  Opinion  666  (not  pub- 
lished). In  that  case  a  corporation  was  organized  for  the  purpose 
of  building  and  selling  an  apartment  house,  and,  pending  such  sale, 
operating  and  managing  the  apartment  house  and  collecting  rent- 
als. It  was  held  that  the  property  was  not  for  sale  in  the  ordinary 
business  of  the  corporation.  The  corporation  was  not,  however,  as 
was  the  taxpayer  in  the  present  case,  engaged  in  the  business  of  sell- 
ing real  estate.  A  single  sale  would  have  wound  up  its  affairs,  since 
it  had  only  one  piece  of  property  to  sell.  The  only  business  done 
by  it  during  the  taxable  year  was  management,  for  the  holding  for 
sale  of  its  one  piece  of  property  ^y^s  not  in  itself  doing  business. 
In  the  instant  case,  the  ordinary  business  of  the  corporation  was 
selling  real  estate,  and  it  was  well  and  long  established  in  that  busi- 
ness. If  the  property  was  for  sale  at  all,  it  was  for  sale  in  the  ordi- 
nary business  of  the  corporation.  In  Law  Opinion  666  the  question 
was  not  whether  the  property  was  for  sale,  but  whether  the  taxpayer 
was  engaged  in  a  business  in  which  it  could  be  for  sale ;  in  the  in- 
stant case  there  is  no  doubt  that  the  company  was  engaged  in  such 
a  business,  but  the  only  question  is  whether  the  property  was  for  sale. 
In  the  case  considered  in  Law  Opinion  666  a  single  sale  would  have 
put  the  corporation  out  of  business;  in  the  instant  case  a  sale  of  the 
property  would  have  been  an  ordinary  transaction  in  its  regular 
busmess. 

The  claim  for  abatement  should  be  reopened  and  allowed. 

Carl  A.  Mapes,  - 
Solicitor  of  Internal  Revenue, 


Section  234,  Article  566 :  Tax  on  bank  stock.  28-21-1729 

O.  D.  976 

The  Statutes  of  California  provide  that  the  State  bank  stock  tax 
levied  in  that  State  be  assessed  against  the  stockholders  of  such  banks 
upon  their  shares  of  capital  stock.  The  banks  are  liable  for  the  pay- 
ment of  this  tax  on  behalf  of  their  stockholders. 

Such  payments  of  taxes  by  the  State  banks  of  California  are  re- 
garded as  additional  dividends  paid  to  the  stockholders  and  must  be 
included  by  them  as  dividends  received.  The  stockholders  may,  how- 
ever, deduct  from  gross  income  the  taxes  so  paid  on  their  behalf. 

The  banks  are  not  entitled  to  deduct  from  gross  income  the  State 
bank  stock  taxes  paid  on  behalf  of  their  stockholders  since  the  only 
person  entitled  to  the  benefit  of  a  deduction  for  taxes  paid  is  the  per- 
son against  whom  such  tax  is  levied. 


Section  234,  Article  566 :  Tax  on  bank  stock.  31-21-1758 

O.  D.  987 

Under  section  27  of  the  revenue  law  of  the  State  of  Louisiana  no 
tax  is  levied  against  the  capital  stock  of  any  banking  institution 
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whose  capital  stock  is  represented  by  shares,  but  the  shares  of  stock 
are  assessed  and  the  taxes  levied  on  their  actual  value,  as  shown  by 
the  books  of  the  bank,  against  the  shareholder.  While  the  law  re- 
quires the  bank  to  pav  the  tax  it  also  gives  to  the  bank  the  right  to 
proceed  against  the  shareholder  in  any  case  where  such  sharenolder 
fails  to  repay  the  tax  to  the  bank. 

Held,  that  since  the  taxes  are  levied  against  the  shareholders  who 
are  primarily  liable,  the  tax  paid  by  a  banking  institution  of  Louisi- 
ana on  behalf  of  its  stockholders  is  not  a  proper  deduction  from 
gross  income  by  the  bank. 


Section  234,  Akticlb  566:  Tax  on  bank  stock.  38-21-1833 

O.  D.  1043 

In  the  case  of  trust  companies  in  Massachusetts,  the  State  levies 
a  tax  upon  their  corporate,  franchise.  The  tax  is  assessed  against 
such  trust  companies  and  payable  by  them.  The  amount  of  tax  is 
based  upon  the  total  amount  of  the  capital  stock,  surplus,  and  undi- 
vided profits  of  the  companies  at  the  tune  the  assessment  is  made. 

It  is  held  that  the  tax  levied  against  trust  companies  by  the  State 
of  Massachusetts  under  section  58  of  the  New  General  Laws  of  the 
State  is  deductible  by  such  companies  for  the  j  ear  in  which  paid  or 
accrued,  depending  upon  whether  books  of  account  are  kept  on  the 
cash  receipts  and  disbursements  basis  or  on  the  accrual  basis. 


SBcmoN  234,  Article  569 :  Required  addition  45-21-1912 

to  reserve  funds  of  insurance  companies.  O.  D.  1094 

The  reasoning  of  Law  Opinion  1056  (C.  B.  4,  p.  297),  is  applicable 
to  the  Corporation  Excise  Act  of  1909  and  the  Income  Tax  Act  of 
1913.  Accordingly,  a  reserve  set  up  by  a  fire  insurance  company 
against  unpaid  losses  is  not  a  reserve  required  by  law  within  the 
meaning  of  these  Acts. 

SECTION  237.— PAYMENT  OP  TAX  AT  SOURCE. 

Section  237,  Aetiolb  601 :  Withholding  in  the  41-21-1863 

case  of  nonresident  foreign  corporations.  O.  D.  1062 

(Also  Section  233,  Article  550.) 

A  domestic  firm  opened  a  credit  with  a  foreign  bank  which  was 
to  be  used  by  drafts  which  the  foreign  bank  agreed  to  accept. 
Various  acceptances  and  renewals  were  effected  diuring  a  certain 
period.  The  last  accepted  draft  came  due  in  1914.  The  domestic 
firm  settled  most  of  its  debt  in  London  with  a  correspondent  of  the 
bank,  and  at  the  end  of  1919,  the  balance,  representing  part  of  the 
interest  and  commissions,  was  paid  in  the  foreign  coimtry  in  foreign 
money.  The  domestic  firm  paid  that  balance,  after  having  deducted 
ten  per  cent  which  it  claimed  it  was  required  to  withhold  for  the 
urpose  of  the  Federal  income  tax.     The  bank  objects  to  such  with- 

laing  on  the  ground  that  the  debt  was  incurred  in  the  foreign 
country  and  the  settlement  thereof  made  in  foreign  money. 

Held,  that  the  obligation  of  the  domestic  firm  to  pay  the  drafts 
which  were  accepted  by  the  foreign  bank,  and  the  interest  thereor 
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is  such  an  "interest-beariiiK  obligation"  as  is  contemplated  by 
section  233  (b) ,  r^ardless  oi  the  fact  that  the  debt  was  incurred 
outside  the  jurisdiction  of  the  United  States  and  the  interest  was 
paid  in  a  foreign  country  in  foreign  money.  As  the  commissions 
were  paid  for  services  rendered  by  a  nonresident  foreign  corpora- 
tion in  a  foreijgn  country,  they  are  not  considered  as  from  a  source 
within  the  United  States  and  are  not  subject  to  Federal  taxation. 

The  domestic  firm  was  justified  in  withholding  a  tax  at  the  rate 
of  ten  per  cent  from^that  portion  of  the  amount  due  which  represents 
interest,  but  not  from  that  portion  representing  commissions. 


SECTION   238.— CREDIT  FOR  TAXES. 

Section  238,  Article  611:  Credit  for  foreign  42-21-1872 

taxes.  A.  R.  R.  643 

Recommended  in  the  appeal  of  the  M  Estate,  an  afBociation,  that  the 
action  of  the  Income  Tax  Unit  be  sustained  in  refusing^  to  allow  this 
association  to  claim  as  a  credit  on  Form  1116  the  amount  of  tax  paid  by 
the  shareholders  in  a  foreign  country  and  in  holding  that  the  share- 
holders who  paid  such  taxes  are  entitled  to  a  credit  in  their  individual 
returns,  subject  to  the  limitations  of  article  381,  Regulations  46. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Estate,  an  association.  The  issue  raised  m,  the  appeal  is  whether 
the  estate  may  claim  as  a  credit  on  Form  1116  the  amount  of  income 
tax  paid  by  the  individual  shareholders  in  a  foreign  country. 

Inasmuch  as  the  question  involved  in  the  appefd  of  this  association 
is  one  of  law,  the  matter  was  referred  to  the  Solicitor  for  an  opinion. 
The  Committee  is  now  in  receipt  of  an  informal  opinion  of  the  Solic- 
itor, which  reads  as  follows: 

It  appears  that  the  estate  is  organized  as  a  so-called  Massachusetts  trust,  having 
such  characteristics  as  render  it  an  association  subject  to  income  tax  as  a  corporation 
under  the  Revenue  Act  of  1918.  This  association  owns  and  operates  sevend  large 
properties  in  a  foreign  country  and  is  not  recognized  as  a  separate  entity  in  the  foreign 
country  but  as  a  partnership,  the  shareholders  paying  income  tax  individually  upon 
their  respective  shares  of  its  net  profits.  The  shareholders  received  very  small  salaries 
and  no  cuvidends  in  1920,  so  that  the  credit  which  they  are  entitled  to  for  income  taxes 
paid  to  the  foreign  country  is  much  greater  than  their  income  taxes  due  the  United 
states,  while  the  association,  ha\'in^  as  such  paid  no  income  tax  to  the  foreien  country 
has  no  credit  against  the  comparatively  large  income  tax  due  from  it  to  me  United 
States.  Counsel  for  the  association  and  shareholders  reauest  that  the  credit  for  the 
foreign  country's  taxes  be  allowed  the  association  instead  of  the  shareholders.  They 
point  out  that  the  foreign  country's  taxes  were  in  fact  paid  on  the  income  of  the  asso- 
ciation, and  that  in  fairness  it,  and  not  the  shareholders,  should  have  the  benefit  of  | 
the  credit  for  taxes  paid  on  the  identic^  income  upon  which  income  tax  to  the  Gov- 
ernment of  the  United  States  has  accrued. 

In  order  to  allow  the  credit  to  the  association,  its  separate  entity,  which  the  Revenue 
Act  of  1918  requires  to  be  recoj^nized,  must  be  disregarded,  for  it  did  not,  as  such, 
pay  the  taxes  with  which  it  desires  to  be  credited,  and  its  request  amounts  to  a  ccmten- 
tion  that  the  acts  of  its  shareholders  in  paying  the  foreign  country's  taxes  should  be 
considered  the  acts  of  the  association. 

The  separate  entity  of  a  corporation  can  not  be  disregarded,  in  the  absence  of  statu-  ^. 

tory  provision,  since  it  is  only  by  recognizing  it  that  dividends  can  be  r^arded  as  fl 

income  of  the  stockholders.     {Eisner  v.   Macomher,  252  U.  S.  189.)     This  rule,  for  ^| 

obvious  reasons,  applies  with  eaual  force  to  the  separate  entity  of  joint-stock  com- 
panies and  associations,  which  tne  Revenue  Act  of  1918  includes  in  the  definition  of 
corporations.  The  fact  that  the  separate  entity  is  not  recognized  under  the  laws  of 
the  forei&:n  country  can  not  alter  this  conclusion.  The  association  undoubtedly 
suffers  a  hardship  in  the  present  case,  but  this  results  from  the  difference  in  the  sys- 
tems of  taxation  of  this  country  and  the  foreign  country,  and  not  because  the  law  has 
not  been  correctly  construed. 
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In  view  of  the  foregoing  opinion  of  the  Solicitor,  in  which  the 
Committee  concurs,  it  is  recommended  that  the  action  of  the  Income 
Tax  Unit  be  sustained  in  refusing  to  allow  the  M  Estate,  an  associa- 
tion, to  claim  imder  the  provisions  of  the  Revenue  Act  of  1918  as  a 
credit  on  Form  1116  the  amount  of  tax  paid  by  the  shareholders  in 
the  foreign  country  and  in  holding  that  the  shareholders  who  paid 
such  taxes  are  entitled  to  the  credit  within  the  Umitations  of  article 
381,  Regulations  45. 

SECTION  239.— CORPORATION  RETURNS. 

Section  239,  Ariigle  621 :  Corporation  returns.  35-21-1796 

O.  D.  1016 

The  M  Company  was  formed  by  incorporating  the  business  of  a 
copartnership.  It  was  intended  that  the  business  of  the  partnership 
would  be  transferred  to  the  new  corporation  as  of  May  — ,  1920,  the 
beginning  of  the  partnership's  fiscal  year,  but  the  necessary  legal 
preliminaries  were  not  begun  in  time  and  the  charter  of  the  corpora- 
tion was  not  issued  until  October  — ,  1920.  However,  the  employees 
were  sold  the  common  stock  at  par  with  the  understanding  that  they 
would  thereby  share  proportionately  in  the  profits  from  May  — , 
and  in  transferring  the  business  the  corporation  assumed  the  opera- 
tion thereof  from  May  —  and  entered  the  same  on  its  books. 

Inquiry  is  made  as  to  whether  or  not  it  is  proper  for  the  corpora- 
tion to  make  return  for  the  12  months  ending  April — ,  1921,  and 
i-eport  as  its  net  income  the  net  income  of  the  business  for  this 
period. 

It  is  held  that  October  — ,  1920,  is  the  date  to  be  taken  as  the  be- 
ginning of  the  period  to  be  covered  by  the  return  of  the  M  Company 
and,  therefore,  the  corporation  can  not  make  return  for  the  12 
months  ending  April  — ,  1921.  The  corporation  was  not  in  exist- 
ence nor  did  it  receive  income  prior  to  October  — ,  1920, 


Section  239,  Article  621 :  Corporation  returns.  36-21-1808 

O.  D.  1025 

A  contract  provided  that  the  M  Company  (a  new  corporation)  on 
December  31;  1919,  should  take  over  the  assets  and  liabilities  of 
the  O  Companv  (an  old  corporation)  as  of  October  4,  1919,  for  the 
consideration  described  therein.  It  is  contended  that  the  old  com- 
pany shoiild  report  as  taxable  income  on  its  income  tax  returns  for 
1919,  all  income,  gains  and  profits,  earned  during  the  period  from 
January  1  to  September  30,  1919,  inclusive,  and  that  the  new  com- 
pany, m  rendermg  its  returns  on  the  basis  of  a  fiscal  year  ended 
September  30,  1920,  should  include  therein  as  taxable  mcome  the 
profits  earned  from  October  1  to  December  31,  1919. 

It  is  held,  that  the  old  company  is  recjuired  to  render  a  return 
for  the  full  calendar  year  1919,  and  to  include  therein  the  entire 
income,  gains  and  profits  earned  during  that  year,  including  the 
profit,  if  any,  realized  from  the  sale  of  its  property  to  the  new  corpo- 
ration on  December  31,  1919.  The  reason  for  this  is  that  there  were 
two  separate  and  distinct  corporations,  each  one  of  which  is  liable 
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under  the  law  to  file  a  return  covering  the  income  actually  received 
by  it,  regardless  of  the  fact  that  there  was  a  contract  of  sale  between 
them  under  the  terms  of  which  one  was  to  receive  the  income  of  the 
other  for  a  certain  period. 


Section  239,  Abticle  621 :  Corporation  returns. 

(See  37-21-1822;  sec.  326,  art.  831.)  Amended  returns  for  the 
purpose  of  computing  invested  capital  without  the  use  of  appreciated 
or  inflated  values. 

Section  239,  Article  621 :  Corporation  returns.  43-21-1887 

(Also  Section  224,  Article  411.)  O.  D.  1078 

A  charter  was  granted  A  and  B  in  1915  to  carry  on  business  as  a 
corporation.  The  charter  was  granted  under  section  2823  of  the 
Civil  Code  of  Georgia,  which  provides  in  part  that  "  ♦  ♦  ♦  Jfo 
charter  shall  have  any  force  or  effect  for  a  longer  period  than  two 
years  unless  the  corporation,  within  that  time,  shall  in  good  faith 
commence  to  exercise  the  powers  granted  by  the  act  of  incorpora- 
tion *  *  *."  Prior  to  the  application  tor  a  charter  A  and  B 
operated  the  business  as  a  partnership,  and  since  the  granting  of  the 
charter  they  have  continued  its  operation  as  a  partnership.  Corpo- 
ration returns  were  filed  for  1916,  1917,  and  1918.  No  articles  of  in- 
corporation or  by-laws  exist ;  no  meeting  of  the  stockholders  was  ever 
held ;  no  stock  was  issued  nor  any  officers  elected ;  and  the  company 
has  never  held  itself  out  as  a  corporation  in  any  of  its  dealings  and 
has  never  brought  suit  nor  been  sued  as  a  corporation.  The  coihpany 
has  always  been  taxed  for  State,  county,  and  school  purposes  as  a 
copartnership. 

Held,  that  the  organization  of  A  and  B  never  existed  either  as  a 
de  jure  or  a  de  facto  corporation. 


Section  239,  Article  621 :  Corporation  returns.  48-21-1960 

O.  D.  1119 

The  stockholders  of  the  M  Corporation  of  the  State  of  R  decided 
to  reincorporate  in  the  State  of  S.  Accordingly,  a  new  corporation 
was  recentlv  formed  in  the  latter  State  under  the  name  of  the  O  Cor- 
poration which  exchanged  its  stock  directly  with  the  stockholders  of 
the  M  Corporation  for  their  stock,  share  for  share.  No  change  was 
made  in  the  capital  or  the  surplus,  but  after  it  had  acquired  all  of 
the  stock  of  the  old  corporation  the  assets  and  liabilities  of  the  old 
corporation  were  transferred  to  the  new  corporation  and  the  charter 
of  the  old  corporation  surrendered. 

Since  the  transaction  appears  to  have  been  merely  a  transfer  of 
domicile  without  any  change  in  the  business  or  the  amount  of  the 
capital  and  surplus  of  the  corporation,  only  one  return  need  be  filed 
covering  the  operations  of  both  corporations  for  the  entire  year  dur- 
ing which  the  transaction  took  place. 


I 


i\ 
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SsonoN  239,  Artiolb  621 :  Corporation  returns.  48-21-1951 

O.  D.  1120 

The  M  Company  was  incorporated  in  July,  1919,  but  did  not  com- 
mence business  until  September  1,  1919,  on  which  date  the  corpora- 
tion opened  its  books  and  established  a  fiscal  year  ending  Au^st  31. 

In  March,  1920,  it  filed  a  return  for  the  fractional  part  of  tiae  year 
from  September  1,  1919,  to  December  31,  1919,  but  failed  to  render 
a  return  for  the  fractional  period  from  July,  1919,  to  Au^st  31, 
1919,  during  which  time  it  remained  in  an  unorganized  condition  aud 
had  no  income. 

Article  621,  Regulations  45,  provides  that  a  corporation  which  has 
received  a  charter  but  has  not  perfected  its  organization  and  received 
no  income,  may,  upon  presentation  of  the  facts  to  the  collector,  be 
relieved  oi  the  necessity  of  making  a  return  for  the  fractional  period 
during  which  it  remained  in  an  unorganized  condition  and  had  no 
income. 

Held,  that  a  failure  to  make  such  presentation  of  facts  on  or  before 
November  15,  1919,  the  last  due  date  of  the  return  for  the  period 
July,  1919,  to  August  31,  1919,  will  be  construed  as  a  waiver  of  the 
privilege  on  the  part  of  the  taxpayer;  a  return  covering  the  frac- 
tional period  July,  1919,  to  August  31,  1919,  accompanied  with  an 
affidavit  stating  the  reason  for  the  delay  in  filing,  will  accordingly 
be  required,  although  there  was  no  income  for  the  period. 


Section  239,  Akticlb  621 :  Corporation  returns.  48-21-1952 

0.D.1121 

The  M  Corporation  was  organized  in  1921  for  the  purpose  of  ac- 
quiring the  business  and  properties  of  the  O  partnership.  In  June, 
1921,  the  transfer  of  the  partnership's  property  was  consummated  as 
of  January  1, 1921,  under  authority  of  the  Uorporation  Commissioner 
of  the  State  of  California.  Ownership  of  stock  in  the  corporation 
is  identical  with  the  interests  of  the  partners  in  the  partnership  busi- 
ness  and  properties. 

The  consummation  of  the  transfer  as  of  January  1,  1921,  will  not 
result  in  enabling  the  corporation  to  file  a  return  for  the  full  year 
1921.  The  taxable  period  of  the  corporation  must  be  treated  as  be- 
ginning as  of  the  date  of  the  issuance  of  the  certificate  by  the  Secre- 
tary of  State  of  California. 


Section  239,  Article  621 :  Corporaaon  returns. 

(See  49-21-1968;  sec.  326,  art.  831.)  Question  of  the  waiver  of 
the  filing  of  amended  returns  required  under  T.  D.  3220  when  no 
additional  tax  due. 


Section  239,  Article  622 :  Beturns  by  receivers.  32-21-1763 

O.  D.  990 

The  question  is  presented  as  to  what  action  is  to  be  taken  with 
reference  to  the  collection  of  taxes  where  banks  which  are  in  the 
hands  of  receivers  owe  income  taxes  either  by  way  of  assessments  or 
deferred  payments. 
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Section  22  of  the  Act  of  March  1,  1879,  provides  as  follows: 

That  wlienever  and  after  any  bank  has  ceased  to  do  business  by  reason  of 
insolvency  or  bankruptcy,  no  tax  shall  be  assessed  or  collected,  or  paid  into 
the  Treasury  of  the  United  States,  on  account  of  such  bank,  which  shall 
diminish  the  assets  thereof  necessary  for  the  full  payment  of  all  its  depositors ; 
and  such  tax  shall  be  abate<l  from  such  national  banks  as  are  found  by  the 
Comptroller  of  Currency  to  be  insolvent;  and  the  Commissioner  of  Internal 
Revenue,  when  the  facts  shall  so  appear  to  him,  is  authorized  to  remit  so 
much  of  said  tax  against  insolvent  State  and  savings  banks  as  shall  be  found 
to  affect  claims  of  their  depositors. 

In  view  of  the  above  statute,  no  action  should  be  taken  against 
receivers  of  banks  which  have  ceased  to  do  business  by  reason  of 
insolvency  or  bankruptcy  until  the  depositors'  claims  have  been  fully 
satisfied.  In  the  event  that  any  bank  has  ceased  to  do  business  oi- 
is  in  the  hands  of  a  receiver  for  other  reasons  than  insolvency  or 
bankruptcy,  the  statute  does  not  apply,  and  in  such  case  proceedings 
may  be  instituted  for  the  recovery  of  taxes  due,  notwithstanding  the 
fact  that  the  bank  is  in  the  hands  of  a  receiver. 


\ 

i 


SECTION   240.— CONSOLIDATED  RETURNS. 

Section  240,  Abtioos  633 :  When  corporations  38-21-1834 

are  affiliated.  A.  R.  R.  624 

REVENUE  ACT  OF  1917. 

Recommended  that  the  action  of  the  Income  Tax  Unit  in  requiring; 
the  M  Company  and  the  O  Company  to  file  consolidated  tax  returns  for 
the  taxable  period  ended  Augiut  — ,  1917,  be  reversed,  and  that  said  com- 
panies be  authorized  to  file  separate  corporate  tax  returns  for  the  period. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company,  a  corporation,  from  the  action  of  the  Income  Tax  Unit  in 
requiring  consolidated  excess  profits  tax  return  for  the  year  1917, 
including  therein  operations  of  the  O  Company  to  August  — ,  1917, 
date  of  dissolution. 

The  M  Companv  in  the  year  1917  owned,  up  to  August  — ,  100  per 
cent  of  the  capital  stock  oi  the  O  Company.  As  of  August  — ,  1917, 
the  latter  company  was  dissolved  and  its  plant  and  equipment  taken 
over  by  the  M  Company. 

Because  of  the  stock  ownership  and  intercompany  sales  the  Income 
Tax  Unit  requested  the  two  corporations  to  file  a  consolidated  excess 

f)rofits  tax  return  for  the  period  ended  August  — ,  1917.  The  appel- 
ant contends  that  the  action  of  the  Unit  was  in  error  because  the 
companies  were  not  engaged  in  similar  business  and  there  was  no 
artincial  distribution  of  profits  or  arrangement  of  financial  relation- 
ship to  assign  to  either  corporation  a  disproportionate  share  of  net 
income  or  invested  capital. 

Article  77  of  Regulations  41  provides  that — 

Two  or  more  corporations  mill  he  deemed  to  be  affiliated  (1)  when  one  such  corpo- 
ration owns  directly  or  controls  tlirough  closely  affiliated  interests  or  by  a  nominee 
or  nominees  all  or  substantially  all  of  the  stock  of  the  other  or  others    *    *    *. 

Paragraph  A  of  Treasury  Decision  2662  (not  published  in  the  bulle- 
tin service)  provides  that— 

Two  or  more  corporations  are  not  '^affiliated"  merely  because  all  or  sul>6tantially 
all  of  the  stock  therein  is  owned  by  the  same  corporation,  individual,  or  partnership; 
'^ey  must  also  be  engaged  in  the  same  or  a  closely  related  business. 


235  [5  240 

Article  77  therefore  in  part  defines  ''aflUiated"  corporations  to 
include  two  corporations,  one  of  which  owns  all  or  substantially  all 
of  the  stock  of  the  other,  while  Treasury  Decision  2662  provides  that 
in  such  cases  affiUation  does  not  obtain  unless  the  two  or  more  cor- 
porations are  engaged  in  the  same  or  closely  related  business.  <^    . 

The  theory  of  consolidation  is  that  of  a  single  business  enterprise,     | 
even  though  such  business  is  conducted  through  several  corporate 
units.  ^  ^  ^ — ^ 

In  the  instant  case  the  two  companies  under  consideration  were 
apparently  located  in  the  same  omce  building,  and  the  1917  tax 
returns  filed  by  each  company  were  signed  by  the  same  officers.  The 
records  show  that  55  per  cent  of  the  total  sales  of  the  O  Company 
were  made  to  the  M  Company  at  market  prices.  The  latter  was 
engaged  in  the  business  of  general  contracting;  the  former  was 
engaged  in  a  business  entirely  different.  Hence  the  appellant  con- 
tends that  the  businesses  engaged  in  bv  these  companies  were  dissimi- 
lar, and  did  not  form  a  closely  related,  business. 

It  is  further  stated  that  it  has  been  the  consistent  practice  of  the 
management  of  the  M  Company  to  conduct  the  affairs  of  the  O  Com- 
pany so  that  the  true  operating  result  for  each  fiscal  period  would  be 
properly  reflected  in  the  accoimts  of  the  latter  company  and  to  this 
end  its  products  were  sold  at  miarket  price  at  all  times.  No  con- 
tention is  made  by  the  Income  Tax  Unit  that  there  was  a  shifting  of 
income  or^  any  financial  relationship  resulting  in  a  disproportionate 
share  of  invested  capital.  The  Unit  has  considered  potentiality 
raUier  than  actuidities  and  rests  its  conclusions  for  consolidation  on 
100  per  cent  stock  ownership  and  intercompany  ^ales  of  over  50  per 
cent. 

In  view  of  the  clear  mandate  of  the  regulations  and  of  Treasm'y 
Decision  2662,  that  two  corporations  must  be  ''  engaged  in  the  same 
or  a  closely  related  business,"  the  Committee  can  not,  in  the  instant 
case,  concur  in  these  conclusions.  ^  The  fact  that  intercompany  sales 
are  made  is  not  sufficient  to  consider  the  two  businesses  as  closely,, 
related. 

The  Committee  accordinjgly  recommends  that  the  action  of  the 
Income  Tax  Unit  in  requirmg  the  M  Company  and  the  O  Company 
to  file  consolidated  tax  returns  for  the  taxable  period  ended  August 
— ,  1917,  be  reversed,  and  that  said  companies  oe  authorized  to  file 
separate  corporate  tax  returns  for  the  period. 


Section  240,  Artiom  633 :  When  corporations  43-21-1888 

are  aflUiated.  ,  A.  B.  B.  641 

Recommended,  that  the  action  of  the  Income  Tax  Unit  in  re- 
quiring the  M  Company  to  file  consoUdut^  returns,  including  the 
business  of  the  O  Company,  for  the  taxable  years  1917,  1018,  and 
191^  be  reversed  and  that  the  two  companies  be  permitted  to  file 
separate  corporate  returns  for  these  taxable  years. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  requiring  the 
appellant  to  include  in  its  tax  returns  for  the  taxable  years  1917, 
1918,  and  1919  the  business  of  the  O  CJompany. 

The  M  Company  was  incorporated  January,  188-,  with  an  au- 
thorized capital  stock  of  500a?  dollars,  of  which  371a?  dollars  was  out- 
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standing  in  the  taxable  years  under  consideration,  represented  by 
75a?  dollars  preferred  and  296aj  dollars  common  stock.  The  O  Com- 
pany  was  incorporated  on  March  — ,  1915,  with  an  authorized  capital 
stock  of  750?  dollars,  all  of  which,  with  the  exception  of  ix  douars^ 
was  issued  to  the  M  Company.  I 

The  O  Company  is  owner  and  lessor  of  certain  real  property.  It  " 
leases  a  certain  building  to  the  M  Company,  receiving  a  rental  of 
lix  dollars  per  month  therefor.  The  M  Company  is  engaged  in  the 
manufacturing  and  in  the  jobbing  business.  The  entire  income  of 
the  O  Company  for  the  year  1917  was  15|a?  dollars,  of  which  15a? 
dollars  was  from  the  rental  above  referred  to  and  the  balance  rep- 
resented interest  on  bank  balances. 

On  March  — ,  1915,  two  days  after  incorporation  of  the  O  Com- 
pany, an  agreement  was  made  by  the  M  Company  to  induce  sub- 
scribers to  take  and  pay  for  at  par  in  cash  the  preferred  stock  of 
75a?  doUars  of  the  M  Company.  By  this  agreement  the  M  Company 
pledged  all  of  its  stock  in  the  O  Company  as  collateral  security  for 
the  payment  of  the  preferred  stock  of  the  M  Company.  In  order  to 
make  the  agreement  effective  the  M  Company  assigned  its  entire 
holding  of  stock  in  the  O  Company  to  the  P  Trust  Company,  its 
successor  or  successors  in  office,  as  trustee.  Under  this  trust  the  P 
Trust  Company  was  to  keep  and  hold  the  certificates  of  stock  of  the 
O  Company  for  the  use  and  benefit  of  the  various  owners  and  holders 
of  the  preferred  stock  of  the  M  Company.  The  trust  company  was 
given  ruU  right,  power,  and  authority  auring  the  existence  of  the 
preferred  stock  oi  the  M  Company  to  vote  any  and  all  of  the  stock 
m  the  O  Company  at  any  regular  or  special  meeting  of  the  stock- 
holders whenever  and  wherever  held.  This  appointment  was  irrev- 
ocable during  the  life  or  existence  of  the  preferred  stock  of  ttie 
M  Company  until  said  preferred  stock  had  been  fully  paid  off  and 
retired. 

The  effect  of  this  agreement  was  to  vest  in  the  P  Trust  Company 
full  voting  powers  in  the  O  Company  for  the  benefit  of  the  preferred 
stockholders  of  the  M  Company.  The  preferred  stockholders  of  the 
M  Company,  however,  had  no  voting  rights  in  the  company,  and 
therefore  the  etock  control  of  the  M  Company  rested  solely  in  the 
hands  of  the  common  stockholders,  but  the  common  stockholders  of 
the  M  Company  did  not  own  any  of  the  stock  of  the  O  Company. 

Section  240(b)  of  the  Revenue  Act  of  1918  is  as  follows: 

For  the  purpose  of  this  section,  two  or  more  domestic  corporations  shall  be 
deemed  to  be  affiliated  (1)  If  one  corporation  owns  directly  or  controls  through 
closely  affiliated  interests  or  by  a  nominee  or  nominees  substantlaUy  ail  the 
stock  of  the  other  or  others,  or  (2)  if  substantially  all  the  stock  of  two  or  more 
corporations  is  owned  or  controlled  by  the  same  interests. 

The  effect  of  the  trust  agreement  was  to  vest  the  legal  title  to  the 
stock  of  the  O  Company,  with  all  voting  rights,  in  the  JP  Trust  Com- 
pany. Consequently  it  can  not  be  said  that  tne  M  Company  owns 
^^  directly  ^^  or  controls  in  the  manner  indicated  in  section  240 (b)l  m 
any  of  the  stock  of  the  O  Company.  The  M  Company  has  an  equity  W 
in  such  stock  but  in  no  sense  a  direct  ownership.  Furthermore, 
as  the  legal  title  to  the  stock  is  vested,  under  the  trust  agreement 
without  power  to  revoke  the  trust,  in  the  P  Trust  Company,  with 
voting  rights,  until  the  preferred  stock  of  the  M  Company  is  retired, 
it  is  difficult  to  see  how  the  latter  company  could  exercise  any  control 
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over  such  stock.  The  result  is  that  if  these  corporations  are  held  to 
be  affiliated  it  must  be  shown  that  substantially  all  of  the  stock  of 
both  is  owned  or  controlled  by  the  same  interests  within  the  meaning 
of  section  240(b) 2.  The  trust  agreement  effectively  placed  legal  title 
and  voting  rights  of  over  99  per  cent  of  the  stock  of  the  O  Company 
in  the  P  Trust  Company  beyond  control  of  either  the  M  Company, 
the  O  Company,  or  anv  other  interests.  The  P  Trust  Company 
neither  owns  nor  controls  any  of  the  stock  of  the  M  Company.  It, 
therefore,  follows  that  that  case  does  not  come  within  the  provisions 
of  section  240(b) 2  as  the  same  interest  does  not  own  or  control  sub- 
stantially all  the  stock  of  the  companies  in  question. 

While  it  is  true  that  section  240  does  not  govern  consolidations  for 
the  year  1917,  the  argument  here  presented  does  not  conflict  with 
articles  77  and  78  of  Regulations  41, 

"The  Committee,  therefore,  recommends  that  the  action  of  the 
Income  Tax  Unit  in  requiring  the  M  Company  to  file  consolidated 
returns  including  the  business  of  the  O  Company  for  the  taxable 
years  1917,  1918,  and  1919,  be  reversed,  and  that  the  two  companies 
be  permitted  to  file  separate  corporate  returns  for  these  taxable 
years. 

Section  240,  Artiolb  637:   Consolidated  net 
income  of  affiliated  corporations. 

(See  48-21-1942:  sec.  213(a),  art.  50.)  Purchase  of  a  steamship 
from  a  subsidiary  irom  the  replacement  fund  of  another  subsidiary. 


Part  TV. — Administra^tive  Provisions. 


SECTION  260.— PAYMENT  OF  TAXES. 

Section  260,  Article  1004 :  Penalty  for  failure  49-21-1966 

to  file  return.  O.  D.  1130 

In  every  case  where  the  United  States,  through  the  proper  officer 
of  the  Indian  Service,  files  a  return  of  income  for  any  restricted 
Indian,  which  is  delinquent,  or  fails  to  pay  the  tax  due  thereon  when 
due,  no  penalty  should  be  asserted  for  such  delinquency  in  view  of 
the  fact  that  the  penalty  provisions  of  the  law  are  held  to  be  inopera- 
tive against  the  uovernment.  If,  however,  a  restricted  Indian  has 
any  income  which  is  subject  to  tax  other  than  that  reported  by  the 
United  States,  a  return  must  be  filed  by  the  Indian  covering  such 
income,  which  return  if  delinquent  would  be  subject  to  penalties 
provided  by  law. 

An  unrestricted  Indian  is  in  the  same  position  as  any  other  tax- 
payer, and  is  liable  to  all  the  penalties  imposed  bv  law  for  delin- 
quency in  the  filing  of  returns  and  the  payment  of  taxes. 

The  proper  officer  of  the  Indian  Service  responsible  for  the  filing 
of  returns  should  execute  the  necessary  affidavits  required  to  be  at- 
tached to  delinquent  returns. 
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Section  260,  Abticlr  1006:  Penalty  for  non-  47-21-1986 

payment  of  tax.  O.  D.  1111 

There  has  been  submitted  for  a  ruling  the  following  question  : 
Is  there  a  penalty  of  5  per  cent  and  a  penalty  of  interest  at  the  rate 
of  1  per  cent  a  month,  which  can  be  assessed  against  a  taxpayer  filing 
a  delinquent  return  and  paying  therewith  all  of  the  tax  due,  which 
penalties  are  to  be  computed,  not  with  any  reference  to  the  first 
quarterly  installment,  but  on  the  entire  amount  of  tax  from  March 
15  until  paid? 

The  question  is  answered  in  the  negative,  for  the  reason  that  sec- 
tion 250(e)  of  the  Revenue  Act  of  1918  provides  in  part  as  follows: 

If  any  tax  remains  unpaid  after  the  date  when  it  is  due,  and  for  ten  days 
after  notice  and  demand  by  the  coUector,  then  •  •  •  there  shall  be  added 
as  part  of  the  tax  the  sum  of  five  per  centum  on  the  amount  due  but  unpaiii> 
plus  interest  at  the  rate  of  one  per  centum  per  month  upon  such  amount  from 
the  time  it  became  due :     •     ♦     •. 

In  the  case  of  the  first  installment  provided  for  in  subdivision  (a)  the 
Instructions  printed  on  the  return  Hhall  be  deemed  sufficient  notice  of  the  date 
when  the  tax  is  due  and  sufficient  demand,  and  the  taxpayer's  computation  of 
the  tax  on  the  return  shall  be  deemed  sufficient  notice  of  the  amount  due. 

Where  a  delinquent  return  is  filed  and  the  whole  amount  of  tax 
is  paid  at  the  time  of  filing,  the  penalty  of  5  per  cent  of  the  first 
installment  attaches  and  also  the  interest  on  such  installment  at  the 
rate  of  1  per  cent  per  month  from  the  due  date  of  the  return,  as 
fixed  by  statute,  to  the  time  the  tax  was  actually  paid,  the  due  date 
in  the  case  of  the  taxpayer  rendering  his  returns  on  a  calendar  year 
basis  being  March  15.  The  instructions  on  the  return  constitute 
notice  and  demand  for  the  first  installment  only,  and  where  the  first 
installment  is  not  paid  on  or  before  the  due  date,  such  penalty  and 
interest  provisions  apply  to  so  much  of  the  first  installment  as  was 
not  paid  on  time.  The  balance  of  the  tax  over  and  above  the  amount 
of  the  first  installment  becomes  due  and  payable  upon  notice  and 
demand  by  the  collector.  If  the  whole  or  any  part  of  such  balance 
remains  unpaid  after  10  days  from  such  notice  and  demand,  the 
penalty  and  interest  provisions  of  section  250(e)  apply  to  the  unpaid 
amount. 

The  first  installment  is  due  at  the  time  fixed  by  law  for  filing  the 
return ;  that  is.  on  March  15  in  the  case  of  returns  made  on  a  calendar- 
year  basis.  The  law  also  provides  that  the  instructions  printed  on 
the  return  are  deemed  sufficient  notice  and  demand.  Accordingly,  if 
the  first  installment  is  not  paid  on  March  15,  it  becomes  delinquent, 
and  in  such  cases  the  5  per  cent  penalty  and  interest  at  the  rate  of  1 
per  cent  per  month,  from  March  16,  should  be  collected  on  the  first 
mstallment. 

The  5  per  cent  penalty  is  assessed  by  law;  it  is  asserted,  com- 
promised, or  waived  as  the  case  may  be,  by  the  Department. 

O.  D.  313,  C.  B.  1,  p.  249,  overruled. 


Section  250,  Article  1006 :  Penalty  for  non-  51-21-1985 

payment  of  tax.  O.  D.  1143 

(Also  Section  252,  Article' 1032.) 

Advice  is  requested  whether  it  is  permissible  for  an  individual  to 
file  a  claim  for  abatement  of  tax  and  penalties  assessed  after  service 
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of  second  notice  and  demand  on  Form  21  and  issuance  of  warrant  of 
distraint  on  Form  69. 

Held,  that  a  bona  fide  claim  for  abatement  may  be  filed  at  any  time 
prior  to  payment  of  the  tax.  The  filing  of  a  claim  for  abatement, 
however,  does  not  necessarily  operate  as  a  suspension  of  the  collec- 
tion of  tne  tax  or  make  it  any  less  the  duty  of  the  collector  to  exercise 
due  diligence  to  prevent  the  collection  oi  the  tax  being  jeopardized. 
He  should,  if  he  considers  it  necessary,  collect  the  tax  and  leave  the 
taxpayer  to  his  remedy  by  claim  for  refund. 

If  a  claim  for  abatement  of  a  tax  is  filed  after  the  taxpayer  has 
incurred  the  5  per  cent  penalty  and  1  per  cent  a  month  interest  for 
nonpayment  within  the  prescribed  time^  the  penalty  and  interest 
should  not  be  collected  unless  the  claim  is  decided  adversely  to  the 
taxpayer. 

In  the  case  of  an  adverse  decision,  the  amount  disallowed  in  claim 
for  abatement,  plus  interest  thereon,  at  the  rate  of  1  per  cent  a 
month  from  the  original  due  date  of  the  tax  until  the  date  of  filing 
abatement  claim,  ana  at  the  rate  of  one-half  of  1  per  cent  per  month 
from  the  latter  date  until  the  date  of  the  adverse  decision,  together 
with  the  5  per  cent  penalty  on  the  amount  of  tax  disallowed,  should 
be  collected  from  the  taxpayer. 


Section  250,  Article  1009:  Collection  of  tax  40-21-1856 

by  distraint.  0.  D.  1056 

The  property  of  one  spouse  is  not  subject  to  distraint  to  enforce 
payment  of  an  income  tax  obligation  of  the  other  spouse  unless 
there  has  been  a  transfer  of  properly  from  one  spouse  to  the  other 
after  a  tax  has  been  assessed  and  demand  made  for  payment  thereof. 


Section  250,  Article  1009 :  Collection  of  tax  51-21-1986 

by  distraint.  O.  D.  1144 

The  taxpayer  paid  a  part  of  his  tax,  and  deposited  a  $100  Liberty 
bond  as  a  guaranty  for  the  payment  of  the  balance  due,  $100.  The 
taxpayer  died  before  payment  of  the  balance  was  made. 

The  question  is  raised  whether  a  warrant  of  distraint  should  be 
executed  against  the  property  of  his  wife,  which  came  to  her  through 
the  death  of  her  husband,  or  whether  the  bond  should  be  declared 
forfeited  and  the  case  closed  in  that  manner.  It  is  assumed  that 
notice  and  demand  for  the  payment  of  the  tax  was  duly  made  upon 
the  taxpayer  and  in  such  event  interest,  in  addition  to  the  $100  tax 
balance,  is  due  from  his  estate.  (Art.  1003,  Reg.  45.)  Inasmuch, 
however,  as  the  taxpayer  is  now  deceased  the  5  per  cent  penalty  can 
not  be  collected  from  his  estate.     (Art.  1006,  Keg.  45.) 

Since  interest  appears  to  be  due  in  addition  to  the  balance  of  the 
tax,  the  forfeiture  of  the  $100  Liberty  bond  would  not  liquidate  the 
total  liability  and  collection  of  the  balance  of  the  tax  due  with  inter- 
est should  be  made  by  distraint.  In  this  connection  attention  is  di- 
rected to  section  3186  R.  S.,  under  which  a  lien  attached  to  the  prop- 
erty of  the  taxpayer  for  the  amount  of  unpaid  tax  and  interest,  as  of 
the  date  the  assessment  list  was  received  by  the  collector,  and  to  sec- 
tion 3188  R.  S.,  which  provides  that  the  collector  may,  in  case  of 
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refusal  or  neglect  of  a  taxpayer  to  pay  the  tax  after  notice  and 
demand,  levy  "upon  all  property  ♦  ♦  •  belonging  to  sucli  per- 
son, or  on  which  said  lien  exists." 

The  property,  therefore,  which  l)eIonged  to  the  decedent  at  the 
time  the  lien  attached,  and  which  came  to  his  wife  by  reason  of  his 
death,  is  subject  to  distraint  for  the  collection  of  the  tax  and  intcsrest, 
and  such  property  should  be  levied  upon  and  sold  for  such  tax  and 
interest  in  the  event  his  wife  refuses  to  pay  the  sum  within  a  reason- 
able time. 

In  case  it  is  necessary  to  distrain,  the  $10()  Liberty  bond  may  be 
included  in  the  property  upon  which  levy  is  made. 


Section  250,  Article  1011:  Compromise  of  .        41-21-1864 

tax  cases.  L.  O.  1 072 

COMPROMISE:  SECTION  32»,  REVISED  STATUTES. 

When  Compromise  of  an  Ad  Valorem  Penalty  may  be  Epfected. 

Where  a  liability  to  an  ad  valorem  fraud  penalty  exiflts,  itinay  at  any 
stage  be  compromised  by  the  Commissioner  and  the  approving  officials, 
whether  or  not  it  has  been  formally  assessed. 

In  cormection  with  the  tax  liability  of  the  M  Company,  the  ques- 
tion arises  whether  under  section  3229,  Revised  Statutes,  a  compro- 
mise of  an  ad  valorem  fraud  penalty  may  be  effected  prior  to  a  formal 
assessment  thereof. 

Section  3229,  Revised  Statutes,  provides: 

The  Commissioner  of  Internal  Revenue,  with  the  advice  and  consent  of  the  Secre- 
tary of  the  Treasury,  may  compromise  any  civil  or  criminal  case_  arising  under  the 
internal  revenue  laws  instead  oi  commencing:  suit  thereon;  and,  with  the  advice  and 
consent  of  the  said  Secretary  and  recommendation  of  the  Attorney  Gleneral,  he  may 
compromise  any  such  case  after  a  suit  thereon  has  been  commenced.  Whenever  a 
compromise  is  made  in  anv  case  there  shall  be  placed  on  file  in  the  office  of  the  Com- 
missioner the  opinion  of  the  Solicitor  of  Internal  Revenue,  or  of  the  officer  acting  as 
such,  with  his  reasons  therefor,  with  a  statement  of  the  amount  of  tax  assessed,  the 
amount  of  additional  tax  or  penalty  imposed  by  law  in  consequence  of  the  neglect  or 
delinquency  of  the  person  against  whom  the  tax  is  assessed,  and  the  amount  actually 
paid  in  accordance  with  the  terms  of  the  compromise. 

The  fraud  penalties  imder  consideration  in  the  particular  case  here 
under  review  are  those  which  are  imposed  by  section  3176,  Revised 
Statutes,  as  amended  by  the  Revenue  Act  of  1916,  and  by  section 
250(b)  of  the  Revenue  Act  of  1918.  To  collect  those  imposed  by 
section  3176,  Revised  Statutes,  as  amended,  the  Commissioner  must 
find  from  the  facts  presented  to  him  that  a  false  or  fraudulent  return 
or  list  was  willfully  made,  must  add  the  penalty  as  part  of  the  tax, 
and  must  collect  it  at  the  same  time  and  m  the  same  manner  and  as 

f>art  of  the  tax,  unless  the  tax  was  paid  before  the  discovery  of  the 
raud,  in  which  case  the  amount  so  added  must  be  collected  in  the 
same  manner  as  the  tax.  To  collect  those  imposed  by  section  250(b) 
of  the  Revenue  Act  of  1918  the  Commissioner  must  find  from  the 
facts  presented  to  him  that  the  tax  was  fraudulently  understated  in 
the  return  with  intent  to  evade  the  tax,  in  which  event  he  must  add 
as  part  of  the  tax  the  penalty.  He  is  not  required  in  such  a  case  to 
maJke  up  a  formal  assessment,  but  under  the  statute  he  may  do  so. 
Nor  is  he  limited  in  time  or  manner  to  proceeding  in  a  specined  way 
to  collect  the  penalty.     (Sol.  Op.  52,  C.  B.  3,  p.  290.) 
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In  the  instant  case  the  Department,  through  its  agents,  auditors, 
and  attorneys  designated  by  the  Commissioner  to  handle  the  matter, 
has  reached  the  conclusion  that  the  taxpayer  filed  a  fraudulent  return 
for  the  year  1917  and  fraudulently  understated  its  tax  in  its  return 
for  the  year  1918.  The  taxpayer  was  given  a  hearing,  and  those 
representing  it  recognized  that  there  was  a  sufficient  question  as  to 
the  liability  to  warrant  it  in  Aibmitting  a  money  offer  in  compromise. 

The  authority  to  compromise  a  case  arising  under  the  internal 
revenue  laws  is  containea  in  the  first  sentence  of  section  3229,  Re- 
vised Statutes.  It  is  in  very  broad  and  general  terms.  (31  Op. 
At.  Gten.  459,  461.)  So  far  as  the  time  when  a  case  may  be  compro- 
mised, or  the  particular  stage  of  the  proceeding  at  which  a  compro- 
mise may  be  effected,  is  concerned,  no  limitation  is  imposed.  There 
is  nothing  therein  that  in  the  slightest  touches  on  this  point.  The 
second  sentence  of  the  section  is  simply  directory  of  what  shall  be 
done  ^'whenever  a  compromise  is  made  in  any  case."  There  is 
nothing  in  it  that  limits  the  broad  authority  given  in  the  first  sentence 
to  compromise  a  penal  liability.  The  fact  that  the  SoUcitor  is  re- 
quired to  place  in  the  file  of  a  compromise  case  his  opinion  stating 
reasons  for  the  compromise,  the  amoimt  of  the  tax  assessed,  the 
amount  of  additional  tax  or  penalty  imposed  by  law,  and  the  amount 
actually  paid  in  accordance  with  the  terms  of  the  compromise  in  no 
way  argues  that  where  a  tax  has  not  been  formally  assessed  a  formal 
assessment  is  required,  and  there  is  certainly  notmng  in  the  sentence 
to  indicate  that  an  assessable  ad  valorem  penalty  must  be  formally 
assessed  before  the  compromise  is  effectea.  The  Solicitor's  opinion 
must,  it  is  true,  state  the  amount  of  tax  assessed,  but  this  can  mean 
nothing  more  than  that  if  an  assessment  has  been  made  the  opinion 
must  state  the  amount. 

It  is  held  that  where  a  liability  to  an  ad  valorem  fraud  penalty 
exists  it  may  at  any  stage  be  compromised  under  the  provisions  of 
section  3229,  Revised  Statutes,  by  the  Conmiissioner  and  the  approv- 
ing officials,  whether  or  not  it  has  been  formally  assessed. 

Carl  A.  Mapes, 
Solicitor  of  IrUemdl  Reverme. 


Section  250,  Akticle  1013:  Declaration  of  36-21-1809 

termination  of  taxable  period.  T.  D.  3216 

INCOME  TAX— TERMINATION  OF  TAXABLE  PERIOD, 

Amending  Abtiole  1013,  Regulations  No.  45  (1920  Edition). 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washington^  D.  C. 

To  odttectora  of  internal  revenue  and  others  concerned: 

Article  1013,  Regulations  45,  1920  edition,  is  hereby  amended  to 
read  as  follows: 

Art.  1013.  Declcaration  of  t£nnination  of  taxable  period. — ^In  the  case  of  a  taxpayer 
who  deeigiis  bv  immediate  departure  from  the  country  or  otherwise  to  avoid  payment 
d  the  tax  for  the  preceding  or  current  taxable  year,  the  Commissioner  may  so  mid  upon 
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evidence  satisfftctory  to  him  and  may  declare  the  taxable  period  for  such  taxpayer 
terminated  at  the  end  of  the  month  last  past,  causing  the  service  upon  him  of  a  notioo 
and  demand  for  immediate  payment  of  the  tax  declared  due  and  any  other  tax  unpaid. 
In  such  a  case  the  taxpayer  is  entitled  to  a  full  personal  exemption  and  credit  for 
dependents,  if  otherwise  allowable.  See  section  216  of  the  statute  and  artidee  301-7. 
Aliens  departinf^  from  the  United  States  will  be  required  to  present  income  tax  dear-  M 

ance  papers  to  internal  revenue  officers  at  the  point  of  departure.    Aliens,  whether  I 

resident  or  nonresident,  who  intend  to  depart  from  this  country,  should  appear  before 
the  collector  or  deputy  collector  of  internal  revenue  for  the  district  in  which  they 
reside  and  satisfy  all  income  tax  obligations  with  respect  to  income  received  up  to 
and  including  the  calendar  month  next  preceding  that  of  their  intended  departure. 
Upon  payment  of  such  obligations  or  upon  satisfactory  evidence  that  no  tax  is  due 
and  payable  the  collector  or  deputy  collector  will  issue  income  tax  clearance  papers 
to  the  applicant.  Aliens  presenting  themselves  at  the  point  of  departure  without 
such  clearance  papers  will  oe  examined  by  internal  revenue  officers  at  that  point  and 
such  taxes  as  appear  to  be  due  and  owing  will  be  col lected .  American  dtizens  depart- 
ing from  the  Umted  States  will  not  be  required  to  present  income  tax  dearance  papers. 
If  suit  is  necessary  to  collect  the  tax  made  due  and  payable  by  ihe  provisions  of 
section  250  (g)  of  the  statute,  the  Commissioner's  finding  is  presumptive  evidence  of 
the  taxpayers  design.  A  taxpayer  who  is  not  in  default  in  making  returns  or  in 
paying  other  taxes  may  procure  the  postponement  until  the  usual  time  of  the  payment 
of  taxes  declared  or  declarable  to  be  due  pursuant  to  this  artide  bv  depositing  with 
the  Commissioner  United  States  bonds  of  a  principal  amount  double  l^e  estimated 
amount  of  taxes  due  from  such  person  for  the  taxable  year  or  by  fumie^iing  su<^  other 
security  as  may  be  approved  by  the  Commissioner.    See  section  1320. 

D.  H.  Blais, 
Commissioner  of  Internal  Revenue. 
Approved  August  16,  1921 : 

A.  W.  M£LU)N, 

Secretary  of  th^  Treasury. 


Section  250,  Article  1013:  Declaration  of  39-21-1847 

termination  of  taxable  period.  T.  D.  3229 

INCOME  TAX- 

Amendinq  Akticlk  1013,  Rboulations  45,  1920  edition,  as  Ahbndbd  by 

T.  I).  3216,  OF  August  16,  1921. 

Treasury  Department, 
OmcE  OF  Commissioner  of  Internal  Revenue, 

Washington^  Z>.  G. 

To  collectors  of  internal  reven/ue  and  others  concerned: 

Article  1013,  Regulations  45,  1920  edition,  as  amended  by  T.  D. 
3216,  of  August  16, 1921,  is  hereby  amended  to  read  as  follows: 

Art.  1013.  Declaration  of  termination  of  taxable  period. — In  the  case  of  a  taxpayer 
who  designs  bv  immediate  departure  from  the  country  or  otherwise  to  avoid  payment 
of  the  tax  for  the  preceding  or  current  taxable  year,  the  Commissioner  may  so  nnd  upon 
evidence  satisfactory  to  him  and  may  declare  the  taxable  period  for  such  taxpayer 
terminated  at  the  end  of  the  month  last  past,  causing  the  service  upon  him  of  a  notice 
and  demand  for  immediate  payment  of  tne  tax  declared  due  and  any  other  tax  unpaid. 
In  such  a  case  the  taxpayer  is  entitled  to  a  full  personal  exemption  and  credit  for 
dependents,  if  otherwise  sdlowable.  See  section  216  of  the  statute  and  articles  301-7. 
Ahens  departing  from  the  United  States  will  be  required  to  present  certificates  of 
compliance  with  income  tax  obligations  to  internal  revenue  officers  at  the  point  of 
departure.  Aliens,  whether  resident  or  nonresident,  who  intend  to  depart  from  this 
country,  should  appear  before  the  collector  or  deputy  collector  of  internal  revenue  for 
the  district  in  which  they  reside  and  satisfy  all  income  tax  obligations  with  respect  to 
income  received  up  to  and  including  the  calendar  month  next  preceding  tnat  of 
their  intended  depeurture.    Upon  payment  of  such  obligations  or  upon  satisfactory 
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evidence  that  no  tax  is  due  and  payable,  the  collector  or  deputy  collector  will  issue  a 
certificate  of  compliance  to  the  applicant.  A  certificate  of  compliance  issued  by  a  col- 
lector or  deputy  collector  must  be  presented  at  the  office  of  the  revenue  agent  at  the 
point  of  departure,  who  will  issue  an  income  tax  clearance  which  will  be  token  up  at 
the  pier.  Aliens  presentin|i:  themselves  at  the  point  of  departure  without  such 
certificates  of  compliance  will  be  examined  by  internal  revenue  officers  at  that  point 
and  such  taxes  as  appear  to  be  due  and  owing  will  be  collected.  American  citizens 
departing  from  the  United  States  will  not  be  required  to  procure  certificates  of  compli- 
ance or  to  present  any  other  evidence  of  compliance  with  income  tax  obligations. 
If  suit  is  necessary  to  collect  the  tax  made  due  and  payable  by  the  provisions  of 
section  250(g)  of  the  statute,  the  OoBimisBioner's  finding  is  presumptive  evidence  of 
the  taxpayer's  design.  A  taxpayer  who  is  not  in  default  in  making  returns  or  in 
paying  other  taxes  may  procure  the  postponement  until  the  usual  time  of  the  pay- 
ment of  taxes  declared  or  declarable  to  be  due  pursuant  to  this  article  by  depositing 
with  the  Commissioner  United  States  bonds  of  a  principal  amount  double  the  estimated 
amount  of  taxes  due  from  such  person  for  the  taxable  year  or  by  furnishing  suqh  other 
security  as  may  be  approved  by  the  Commissioner.    See  section  1320. 

D.  H.  Blaib, 

Commissioner  of  IrUemdl  Revenue, 
Approved  September  12,  1921 : 
A.  W.  MeIiLon, 

Secretary  of  the  Treasury. 


SECTION  252.— REFUNDS. 

Section    252,   Articlb    1031:    Authority    for  52-21-1994 

abatement,  credit,  and  refund  of  taxes.  T.  D.  3260 

refund.  credit.  and  abatement  adjustments. 

Treasury  Department, 
Opficb  or  Commissioner  or  Internal  Revenue, 

Washington^  t>,  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

For  the  more  expeditious  handling  of  refund,  credit,  and  abate- 
ment claims,  and  to  provide  for  the  refund  or  credit  of  overpayments 
of  revenues  where  no  claims  have  been  filed,  the  following  procedure 
is  established,  to  become  effective  December  16,  1921 : 

1.  Reduction  of  internal-revenue  assessments  and  adjustments  of 
overpayments  of  revenues  will  hereafter  be  accomplished  in  one  of 
three  ways : 

(a)  On  the  basis  of  an  application  submitted  by  a  taxpayer  on 
Form  46,  47,  or  47- A,  together  with  appropriate  supporting  evidence 
to  be  filed  in  the  office  of  the  collector  of  internal  revenue  of  the 
district  in  which  the  tax  is  assessed. 

(6)  On  the  basis  of  a  certificate  of  overassessment  prepared  by 
the  appropriate  administrative  unit  in  the  Bureau  in  each  case  m 
which  an  overassessment  of  tax  is  disclosed  through  the  audit  of  a 
return. 

(c)  On  the  basis  of  a  blanket  claim  (Form  751) ;  a  schedule  of 
taxes  found  to  be  uncollectible  (Form  53) ;  or  a  schedule  of  duplicate 
payments  and  overpayments  due  to  obvious  error  on  all  forms  of 
taxable  returns  (blanket  Form  47  or  47-B)  submitted  by  a  collector 
of  internal  revenue.  Form  751  will  be  used  only  in  cases  where 
credit  balances  exist,  regardless  of  the  class  of  return  filed. 
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2.  Claims  of  taxpayers  and  the  items  of  collectors'  blanket  claims 
(if  and  when  found  by  an  administrative  unit  to  be  allowable),  and 
certificates  of  overassessment  (upon  final  approval),  and  items 
credited  in  Account  9(e)  shall  be  scheduled  on  Form  7777  and  sub- 
mitted to  the  Commissioner  of  Internal  Revenue  for  approval.  Upon 
approval  by  the  Commissioner,  such  schedules  shall  oe  forwarded 
to  the  collectors  of  internal  revenue  of  the  several  districts. 

3.  Upon  receipt  of  such  schedules  the  several  collectors  of  internal 
revenue  shall  immediately  check  the  items  thereon  against  the  ac- 
counts of  the  several  taxpayers  concerned  and  determine  whether  the 
several  amounts  of  overassessments  should  be  abated,  refunded,  or 
credited  against  assessments  remaining  unpaid.  Only  overpayments 
of  income  and  profits  taxes  may  be  credited  against  unpaid  assess- 
ments of  such  taxes  (section  252  of  the  Revenue  Act  of  1921). 
Whenever,  on  such  examination  of  a  taxpayer's  account  and  of  the 
items  in  account  9(e),  a  collector  finds  an  amount  of  overpayment, 
he  shall  examine  all  accounts  of  the  taxpayer  for  subsequent  periods 
and  determine  and  certify  the  amount,  if  any,  of  such  overpayment 
that  shall  be  credited  against  the  taxpayer's  account  for  any  sub- 

nient  year  or  years  and  the  amount  of  such  overpayment  for  which 
isbursement  check  should  be  issued.  He  shall  thereupon  make 
appropriate  entries  upon  all  copies  of  the  schedules  and  upon  the 
assessment  list,  indicating  the  application  made  by  him  of  the  sev- 
eral amounts  of  overassessment  and  overpayment  (whether  by  abate- 
ment or  by  credit) ,  and  the  amounts  to  oe  refunded ;  summarize  the 
amounts  applied  m  abatement,  the  amounts  of  overpayment  and  of 
credit ;  certify  all  copies  of  the  schedule ;  retain  one  copy ;  and  for- 
ward the  others  to  the  Commissioner  of  Internal  Revenue  at  Wash- 
ington. 

4.  The  collector  shall  at  the  same  time  prepare  ( in  quadruplicate) 
on  Form  7777-A  a  schedule  of  net  refundable  amounts  for  which 
disbursement  checks  are  to  be  issued ;  retain  one  copy  of  the  schedule 
for  his  record ;  certify  the  other  three  copies  and  forward  them,  to- 
gether with  the  copies  of  the  schedules  on  Form  7777,  to  the  Commis- 
sioner of  Internal  Revenue  at  Washington. 

5.  Upon  application  of  the  several  amounts  of  overassessment  and 
overpayment  as  abatements  or  credits,  and  the  determination  of  the 
amounts  to  be  refunded,  the  collector  of  internal  revenue  shall  make 
the  appropriate  entries  upon  the  certificates  of  overassessment  which 
will  be  forwarded  to  him  with  the  schedules;  and  transmit  appro- 
priate copies  of  such  certificates  to  the  several  taxpayers  as  notifica- 
tion of  the  action  taken  by  the  collector  in  the  way  of  abatement  or 
credit ;  provided,  however,  that  in  those  cases  in  which  any  amount  of 
overpavment  is  to  be  refunded,  the  collector  shall  not  send  the  certifi- 
cate or  overassessment  to  the  taxpayer,  but  shall  make  the  appro- 
priate entries  thereon  and  forward  such  certificates  of  overassessment, 
with  the  schedule  of  refundable  amounts,  to  the  Commissioner  of  In- 
ternal Revenue  at  Washington. 

6.  Upon  completion  and  certification  of  a  schedule,  the  collector  of 
internal  revenue  shall  credit  the  accounts  with  the  amounts  abated 
and  credited  and  make  proper  notations  of  the  refunds.  The  proper 
Account  6  will  be  credited,  and  Account  18  will  be  debited  with  the 
total  amount  abated  and  applied  as  credits  for  the  reduction  of  tax 
liability.    Account  9(e)  will  be  debited  with  the  total  amount  ap- 
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plied  as  credits  from  items  in  Account  9(e).  The  procedure,  as  out- 
lined  in  section  583  of  the  Internal  Sevenue  Manual,  in  cases  of  this 
nature  should  be  carefully  followed. 

7.  Upon  receipt  of  properly  certified  copies  of  Form  7777  -and 
7777-A  the  Commissioner  shall  cause,  to  be  made  the  necessary  entries 
in  the  control  accounts  of  the  Bureau  of  Internal  Kevenue,  and  the 
necessary  allowance  documents  prepared.  Upon  receipt  of  these 
schedules  the  Accounts  Unit  of  the  Bureau  of  Internal  Revenue  shall 
retain  one  copy  of  Form  7777  for  its  records  and  forward  a  copy  to 
the  General  Accounting  Office  of  the  Comptroller  General  as  a 
voucher  for  the  collection  accounts  of  the  collector.  He  shall  retain\ 
one  copy  of  the  schedule  of  refunds  Form  7777-A  for  his  records; 
make  the  necessary  entries  upon  and  forward  two  copies  with  the 
allowance  documents  to  the  Commissioner  for  his  approval. 

8.  Upon  approval  of  schedules  of  refunds  Form  t777-A  the  Com- 
missioner will  forward  such  schedules  with  the  allowance  documents 
to  the  disbursing  clerk  of  the  Treasury  Department. 

9.  Upon  I'eceipt  of  properly  approved  schedules  and  allowance 
documents,  the  disbursing  clerk  shall  prepare  disbursement  checks  in 
the  amounts  of  the  several  net  refundable  items  in  favor  of  the  re- 
spective taxpayers  against  whose  accounts  net  refundable  amounts 
shall  have  been  allowed  by  the  Commissioner ;  forward  such  checks, 
tojgether  with  the  certificates  of  overassessment  (which  will  be  trans- 
mitted to  him)  to  the  respective  taxpayers;  retain  one  copy  of  this 
schedule  for  his  record ;  and  transmit  the  other  copy  to  the  General 
Accounting  Office  of  the  Comptroller  General  as  a  voucher  for  his 
disbursement  account. 

D.  H.  Blair, 
Comnussioner  of  Internal  Revenue, 
Approved :  December  8, 1921. 

A.  W.  MEUiON, 

Secretary  of  the  Treasury, 


Section  252,  Abticue  1032 :  Claims  for  abate-  49^21-1967 

ment  of  taxes  erroneously  assessed.  T.  D.  3251 

abatement  of  assessments  as  erroneous  ob  illegal. 

Treasurt  Department, 
Office  of  the  Commissioner  of  Internal  Bevenub, 

Washin^ton^  D.  C. 

To  Collectors  of  Internal  Revenue  and  others  concerned: 

The  validity  of  an  assessment  depends  upon  the  law  and  actual 
facts  existing.  Therefore,  an  assessment  made  upon  an  erroneous 
theory  or  by  mistake  may  not  be  remitted  or  abated  because  so  made 
if,  at  the  time  its  validity  is  passed  upon,  the  Commissioner  is  in 
possession  of  evidence  which  shows  an  equivalent  amount  of  tax 
is  properly  due  in  connection  with  the  income,  transaction,  or  matter 
upon  which  the  assessment  is  predicated. 

D.  H.  Blair, 
Com/ndssioner  of  Internal  Revenue. 
Approved :  November  25,  1921. 
A.  W.  Mellon, 

Secretary  of  the  Treajswry. 
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Section  252,  Article  1032:  Claims  for  abatement 
of  taxes  erroneously  assessed. 

(See  51-21-1985;  sec.  260,  art.  1006.)  Taxes  and  penalties  as- 
sessed after  service  of  second  notice  and  demand,  Form  21,  and 
issuance  of  warrant  of  distraint,  Form  69. 


Skction  252,  Akticle  1032:  Claims  for  abatement  61-21-1987 

of  taxes  erroneously  assessed.  L.  O.  1080 

abatement  of  assessments— income,  war  profits  and  excess 

profits  tax— section  3220,  R.  8. 

The  validity  of  an  assessment  depends  upon  tlie  law  and  actual 
facts  existing.  An  asBessment  made  upon  an  erroneous  theory  or 
by  mistake  may  not  be  remittcHi  or  abated  because  so  made  if,  at 
the  time  its  validity  is  passed  upon,  the  Commissioner  is  in  posses- 
sion of  evidence  which  siiows  an  equivalent  amount  of  tax  is  prop- 
erly due  in  connection  with  the  income,  tninsaction,  or  matter 
upon  which  the  assessment  is  predicated. 

Reference  is  made  to  the  reauest  for  an  opinion  as  to  the  applica- 
tion and  meaning  of  the  woros  ^'  erroneously  or  illegally  assessed  ^ 
as  used  in  article  1032  of  Regulations  45.    Three  cases  are  instanced : 

(1)  Assume  a  mathematical  error  has  been  made  by  a  taxpayer  in 
computing  the  amount  of  tax  due.  The  error  is  discovered  by  the 
taxpayer  and  a  claim  for  abatement  filed  for  the  amount  of  the  error. 
This  claim  is  allowable  on  the  grounds  set  forth  by  the  taxpayer. 
However  an  audit  of  the  returns  indicates  a  tax  liaoility  in  excess 
of  the  original  assessment.  Should  this  claim  be  allowed  as  an 
erroneous  assessment  in  order  to  save  the  taxpayer  the  payment  of 
the  interest  on  the  amount  involved,  and  the  amount  allowed  plus 
the  additional  tax  due  assessed,  or  should  the  claim  be  rejected  and 
only  the  additional  tax  assessed? 

(2)  Assume  that  the  return  of  a  taxpayer  has  been  audited  and 
the  taxpayer  advised  that  as  a  result  of  the  audit,  it  appears  that  an 
excessive  amount  of  tax  has  been  assessed.  The  taxpayer  is  further 
advised  to  file  a  claim  for  abatement  of  the  excess  assessment.  Such 
a  claim  is  filed,  but  upon  final  audit  it  develops  that  the  taxpayer  is 
liable  for  an  amount  of  tax  in  excess  of  that  originally  assessed.  As 
the  taxpayer  has  filed  the  claim  on  advice  from  this  office,  should  the 
claim  be  allowed  in  order  to  save  the  taxpayer  the  payment  of  in- 
terest on  the  amount  involved,  and  the  amount  allowed  plus  the  ad- 
ditional tax  be  assessed,  or  should  the  claim  be  rejected,  and  only 'the 
amount  of  tax  in  excess  of  the  original  assessment  assessed  ? 

(3)  A  taxpayer  files  a  return  indicating  a  certain  amount  of  tax 
due  which  is  assessed.  Through  error  a  second  assessment  of  this 
amount  is  made,  and  the  taxpayer  files  a  claim  fqr  the  abatement 
of  the  duplicate  assessment,  upon  audit  of  the  return  it  is  found 
that  the  taimayer  is  liable  for  tax  in  excess  of  the  amount  originally 
reported,  ohould  the  claim  for  the  amount  of  the  duplicate  assess- 
ment be  allowed  in  full  and  the  additional  tax  found  due  assessed, 
or  should  the  claim  for  abatement  of  the  duplicate  assessment  be 
rejected  for  the  amount  of  the  additional  tax  due,  and  allowed  for 
the  balance? 

Section  3220,  R.  S.,  empowers  the  Commissioner  to  "  remit,  refund, 
and  pay  back  all  taxes  erroneously  or  illegally  assessed  or  collected.'^ 
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In  16  Opin.  Atty.  Gen.  667,  it  was  expressly  ruled  that  the  power  to 
refund  taxes  as  "  erroneously  "  collected  did  not  extend  the  authority 
of  the  Commissioner  in  that  regard  any  further  than  the  word  '*  ille- 
gally." It  follows  that  the  Commissioner  may  remit  an  assessment 
only  when  it  is  illegal. 

A  tax  is  an  obligation  dependent  upon  the  law  and  its  relationship 
to  existing  facts.  An  assessment  is  the  official  statement  of  the 
amount  of  such  obligation.  Hence,  its  validity  rests  upon  the  law 
and  actual  relevant  Facts.  For  example,  the  amount  of  income  tax 
depends  upon  the  true  statutory  net  income.  If  an  assessment  is 
levied  on  the  basis  of  such  income,  and  it  is  ascertained  that  in  a 
certain  particular  the  taxpayer  failed  to  take  a  deduction  to  which 
it  was  entitled  and  also  failed  to  include  in  taxable  income  an  amount 
which  offsets  such  deduction,  the  true  statutory  net  income — the 
basis  of  the  tax — is  not  changed,  nor  is  the  validity  or  legality  of  the 
original  assessment  affected.  Therefore,  if  an  assessment  of  taxes, 
which  appears  illegal  in  view  of  the  evidence  then  before  the  Com- 
missioner, is  later  round  to  be  warranted  because  of  additional  or  a 
more  complete  understanding  of  the  evidence,  the  Commissioner  is 
not  authorized  to  remit  or  abate  the  same  to  the  taxpayer. 

This  view  is  confirmed  by  the  fact  that  the  same  provision  of  law 
which  authorizes  the  Commissioner  to  remit  taxes  assessed  also 
authorizes  him  to  refund  taxes  erroneously  or  illegally  collected. 
Clearly,  under  section  3220,  E.  S..  the  Commissioner  nas  no  author- 
ity to  refund  money  legally  due  tne  Government  merely  because  the 
original  assessment  was  made  without  sufficient  evidence  or  upon  an 
erroneous  theory.  Persons  seeking  recovery  in  court  of  taxes  erro- 
neously or  illegally  collected  can  not  prevail  on  the  ground  that  same 
were  illegally  assessed.  They  must  show  that  the  tax  was  not  legally 
due.  Sahafter  v.  Craft,  144  Fed.  907,  153  Fed.  175;  Anderson  v. 
Farmers  Loan  c&  Trust  Company,  241  Fed.  822. 

You  are  accordingly  advised  that  a  tax  is  "  erroneously  or  illegally 
assessed ''  within  the  meaning  of  article  1082  of  Kegulations  45  only 
when,  in  the  light  of  the  actual  facts  existing  and  a  correct  under- 
standing of  the  law,  the  amount  of  the  assessment  is  in  excess  of  the 
amount  of  tax  properly  due  the  Government  in  connection  with  the 
income  upon  which  the  assessment  was  based.  In  each  of  the  specific 
cases  above  set  forth  the  claim  for  abatement  should  be  rejected  in 
whole  or  in  part  and  no  new  assessment  should  be  made  except  of 
the  amount  properly  due  in  excess  of  the  outstanding  assessments. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenvs. 


Section  252,  Article  1034:  Claims  for  credit  42-21-1873 

of  taxes  erroneously  collected.  O.  D.  1068 

^  A  single  claim  for  credit,  arising  under  Treasury  Decision  3138 

^  (C.  B.  4,  p.  238),  relative  to  reportmg  income  from  community  prop- 
erty, may  be  applied  against  taxes  assessed  against  either  husband 
or  wife,  or  both,  as  shown  by  separate  returns  filed  by  them,  provided 
an  agreement  signed  by  husband  and  wife  consenting  to  the  adjust- 
ments therein  demanded  accompanies  such  claim. 
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Section  252,  AitnCLB  1084 :  Claims  for  credit  of  46-21-1924 

taxes  erroneously  collected.  O.  D.  1108 

(Also  Section  221,  Article  361.)  ^ 

If  an  individual  who  received  during  1917  interest  on  bonds  con- 
taining a  tax-free  covenant  clause  was  not  liable  to  the  payment  of 
normal  income  tax  for  that  year,  the  amount  of  tax  paid  at  the  * 
source  in  his  behalf  by  the  debtor  corporation  is  refundable  to  the  ^ 
debtor  corporation,  if  such  tax  was  not  actually  withheld  from  the 
individual  bondholder.  The  amount  of  any  income  or  excess  profits 
taxes,  or  any  installment  thereof,  shown  to  be  due  on  the  debtor 
corporation's  income  and  profits  tax  return  may  be  credited  with  the 
amount  of  the  excess  tax  in  question  paid  at  the  source. 


Section  252,  Article  1086 :  Claims  for  refund  of  45-21-1918 

taxes  erroneously  collected.  O.  D.  1095 

There  is  no  provision  in  the  law  or  regulations  authorizing  the 
Commissioner  to  allow  interest  on  any  overpayment  of  income  and 
profits  taxes. 

Section  252,  Akticlb  1086 :  Claims  for  refund 
of  taxes  erroneously  collected. 

(See  50-21-1974;  sec.  214(a)4.  5,  6,  art.  141.)  Claim  by  minor 
where  guardian  misappropriated  income. 


Section  252,  Article  1087 :  Suits  for  recovery  29-21-1738 

of  taxes  erroneously  collected.  Ct.  D.  16 

In  The  Dibtrict  Cotjbt  of  the  United  States,  Southern  District  of  Ohio, 

Western  Division.     No.  2685. 

The  Cincinnati  Gas  cfc  Electric  Covipanij^  plaintiff,  v.  Andrew  C, 
GUligan^  Collector  of  Internal  Revenue^  defendant. 

Peck,  District  Judge  (orally) : 

The  action  is  by  the  Cyncinnati  Oas  d  Electric  Company  against  Andrew  C 
GiUigan,  Collector  of  Internal  Revenue,  to  recover  taxes  alleged  to  have  been 
wrongfully  assessed.  The  taxes  were  paid  to  Mr.  6illigan*s  predecessor  in 
office,  Mr.  Bettman.  The  ground  of  the  demurrer  is  that  the  liability  to  refund 
was  the  liability  of  Mr.  Bettman  and  not  the  liability  of  Mr.  Gilligan. 

Suits  against  collecting  officers  to  recover  taxes  are  properly  brought  against 
the  officer  who  collects  them,  and  not  against  his  successor,  ordinarily.  That 
is  the  reason  for  the  rule  that  it  is  necessary  to  protest  at  the  time  the  taxes 
are  paid  and  to  give  notice  that  suit  will  be  brought  to  recover  back  the  taxes ; 
to  enable  the  collecting  officer  to  protect  himself,  as  far  as  he  may,  upon  making 
his  settlement.  It  is  further  provided  by  statute  that  in  such  an  action,  upon 
certificate  by  the  judge  that  there  was  reasonable  or  probable  cause  for  making 
the  collection,  the  Government  will  assume  the  liability.  In  the  case  of  a  col- 
lection made  arbitrarily,  without  reasonable  or  probable  cause,  a  mere  extortion 
in  office,  the  collecting  officer  would  be  left  with  the  liability  upon  his  own 
hands.  The  decision  of  the  Supreme  Court  in  the  case  of  United  States  v.  Sage, 
250  U.  S.  33,  and  the  cases  cited,  Roberts  v.  Lowe,  226  Fed.  604,  and  Philadelphia 
R,  d  P.  R.  Co,  v.  Lederer,  242  Fed.  492,  leave  no  doubt  as  to  the  nonUabiUty  of 


^ 
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fhe  successor  in  office  of  the  collector  who  has  thus  received  taxes  paid  under 
protest 

The  amended  section  8220  of  the  Revised  Statutes,  Act  of  1918,  does  not 
appear  in  any  way  to  change  this  situation,  but  merely  authorizes  the  refunder 
of  taxes  improperly  collected  and  the  reimbursement  of  officials  who  have  been 
compelled  to  refund  taxes  which  they  have  improperly  collected.  Indeed,  the 
latter  part  of  the  section  is  a  recognition  of  the  rule  as  it  theretofore  stood; 
otherwise  there  would  be  no  need  for  a  provision  for  the  refunding  to  the 
collector  in  cases  where  liability  has  been  Imposed  upon  him  personally  for  a 
wrongful  collection. 

It  is  th**refore  concluded  that  the  defendant  Andrew  C.  Gllligan  is  not  liable 
for  taxes  unlawfully  collected  by  his  predecessor  in  office,  Barnard  Bettman,  and 
that  the  demurrer  to  the  petition  must  be  sustained. 


Section  262,  Article  1037:  Suits  for  taxes  38-21-1835 

erroneously  collected.  T.  D.  3221 

PAYMENT  OP  TAXES-ACT  OP  ICABCH  1,  tg7»-DECI8ION  OP  COURT. 

Payment  to  Deputy  Oollbctob  Unauthobized  to  Collect — Binding  Effect  on 

Collector. 

Under  Act  of  March  1,  1879,  chapter  125,  section  2,  providing  that 
'^each  deputy  collector  shall  have  tne  like  authority  in  every  respect 
to  collect  the  taxes  levied  or  assessed  within  the  portion  of  the  district 
assigned  to  him  whidi  is  by  law  vested  in  the  collector  himself,"  pay- 
ment of  money  to  a  deputy  collector  other  than  the  one  autiborized  to 
receive  it  is  not  a  satisfaction  of  the  tax  liability,  and  does  not  bind  the 
coUector. 

Tbeasuby  DePABTM£NT, 

Office  of  Oobimibsioneb  of  Internal  Revenue, 

Washington,  U,  C. 

To  coUectora  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  United  States  Circuit  Court  of  Ap- 
peals for  the  Third  Circuit,  in  the  case  of  Marriott  Hurst  v.  Lederer, 
coUector,  is  published  for  the  information  of  internal  revenue  officers 
and  others. 

D.  H.  Blaib, 
Commissioner  of  Internal  Revenue. 
Approved:  August  29,  1921. 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 

In  thb  Unitbd  States  CiBCurr  Court  of  Appeals  for  the  Third  OiRcurr.    No. 

2034.    March  Term,  1921. 

MarrioU  Hunt,  pUxmti^in  errors  v.  Epkraim  Lederer^  Collector  of  Internal  Revenue  for 

the  Farst  District  of  Penngylvania,  defendant  in  error. 

Uf  Bbbob  to  the  District  Ckxxrt  of  the  United  States  for  the  Bastem  District  of  Pennaylvania. 
Before  Buffington,  Woollet,  and  Davis,  Circuit  Judges. 

BuFFiNGTON,  Citcuit  Judgo:  In  this  case,  Marriott  Hurst,  a  taxpayer,  sued  Ephraim 
Lederer,  Collector  of  Internal  Revenue,  to  recover  back  some  two  thousand  doUara 
of  taxes,  alleged  to  have  been  illegally  collected  from  him  under  protest  and  by 
duress  of  a  warrant,  distraint,  and  threat  of  sale.  The  alleged  illegality  consisted  in 
the  fact  asserted  by  Hurst  that  he  had  already  paid  the  tax  to  the  collector  by  a  pay- 
ment thereof  made  to  one  Wright,  a  deputy  collector  of  Lederer,  the  collector. 

On  the  trial,  the  court  directed  a  verdict  and  judgment  in  favor  of  Lederer,  and 
thereupon  Hurst  sued  out  this  writ,  and  assigned  as  error  the  direction  of  a  peremptory 
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verdict.  Accordingly,  the  questiQiis  involved  are,  first,  whether  there  was  proof  to 
go  to  the  jury  on  the  issue  o!  whether  Hurst  did  actually  pay  the  money  to  Wright, 
the  deputy  collector;  and  second,  whether  the  latter  had  authority  to  collect  the 
money. 

Assuming,  for  present  purposes,  that  there  was  evidence  of  actual  payment  to  the 
deputy  collector  and  that  that  question  should  have  been  submitted  to  the  jury,  there 
vet  remains  the  underlying  and  decisive  Question  of  the  authority  of  the  aeput^  col- 
lector to  receive  it  and  thereby  bind  Leaerer,  who,  in  point  of  fact,  never  did  re- 
ceive it. 

The  proofs  in  the  case  show  that  on  the  last  day  the  taxes  were  pavable  Hurst  tele- 
phonea  to  Lynch,  a  friend  of  his  in  the  Post  Office  Department,  which  was  in  the  same 
building  with  the  collector's  office,  and  inquired  about  the  number  of  people  who 
were  then  crowding  that  office  to  pay  their  delayed  taxes.  Lynch  told  nim  it  was 
large,  but  that  if  he  would  come  down  he  (Lynch)  would  get  him  inside  the  railings. 
Hurst  came  down  and  instead  of  taking  a  place  with  the  people  going  up  to  the  cashier's 
window  and  paying  the  cashier,  Lynch  and  Hurst  went  inside,  where  the  public  waa 
not  admitted,  and  went  to  the  desk  of  Wright,  a  deputy  collector.  There  was  a  con- 
flict in  the  testimony  at  this  point  as  to  whetner  Hurst  counted  out  his  money  to  Wright 
and  the  latter  took  it  and  carried  it  away,  or  whether  Hurst  counted  it  out  to  Lynch, 
the  post  office  messenger,  who  carried  it  over  and  put  it  in  the  desk  drawer  of  fietts, 
anotner  deputy,  who  was  a  field  deputy  in  the  custrict  where  Hurst  lived.  Hurst 
testified  he  had  not  known  and  never  saw  Wqight  before  that  day.  Wright,  who  was 
called  by  Hurst  as  a  witness,  testified  he  was  a  deputy  collector;  that  he  did  not  take 
Hurst's  money  and  had  no  authority  to  take  it.  He  said  he  was  taking  affidavits  and 
took  Hurst's;  that  he  saw  some  money;  that  Lynch  took  it  and  put  it  in  an  envelope ; 
that  Lyndi  asked  for  Betts,  who  was  the  deputy  * '  in  charge  of  the  district  where  Hurst's 
place  was";  that  he  walked  toward  Betts's  desk  when  told  where  it  was  and  that  he 
started  toward  it  with  the  envelope  in  his  hand.  Lynch 's  testimony  was  substantially 
to  the  same  effect.  He  said  he  himself  took  the  money  and  left  it  in  Betts's  desk 
drawer.  No  receipt  was  given  bv  anyone  to  Hurst  for  the  money.  No  testimony  was 
adduced  by  Hurst  as  to  the  authority  of  Wright  to  receive  the  money  and  the  only 
statutory  authority  cited  to  the  court  was  the  Act  of  March  1,  1879  (ch.  125,  sec.  2), 
printed  in  the  mamn.* 

On  the  part  of  the  defendant,  the  collector,  Lederer,  testified  that  Betts,  the  dis- 
trict deputy,  "had  the  northeast  section  of  the  city,  in  which  Mr.  Hurst's  saloon  was 
located."  He  testified  the  general  rule  of  the  office  was  that  "money  paid  in  must 
be  paid  to  the  cashier" ;  that  on  the  previous  week  the  cashier  had  called  his  atten- 
tion to  the  fact  that  parties  were  coming  to  the  office  and  trying  to  have  the  deputies 
deviate  from  the  order  and  he  had  made  a  positive  order  reaffirming  the  rule. 

This  suit  being  to  recover  taxes  ille^lly  collected,  the  burden  of  showing  a  previous 
payment  rested  on  the  plaintiff ,  and  inasmuch  as  the  proof  was  that  Lederer  had  never 
received  the  money  ana  had  never  authorized  Wright  to  receive  it  for  him,  it  is  appar- 
ent Hurst  has  not  made  out  a  case  against  Lederer  unless  the  la^  itself  makes  Lederer 's 
appointment  of  Wright  deputy  collector  carry  with  it  the  right  and  authority  to  collect 
money.  And  it  is  held  that,  in  light  of  the  proofs,  the  plaintiff's  ca^e  fails,  for  he  can 
not  justifv  his  alleged  payment  to  Wright  by  the  terms  of  the  statute.  Tiiat  statute 
provides  each  such  deputy  shall  have  the  like  authority  in  every  respect  to  collect 
taxes  levied  or  assessed  witnin  the  portion  of  the  district  assigned  to  him  which  is  by 
law  vested  in  the  collector  himself.  But  the  proofs  show  that  Betts  was  the  deputy 
to  whom  alone  it  could  be  contended  this  language  applied  and  that  Betts  was  the  man 
Lynch  and  Hurst  meant  to  reach.  Unfortunately,  they  did  not  find  Betts,  and  in 
his  absence  the  cashier  was  the  only  person  to  whom  Hurst  could  pay  his  money  so  as 
to  bind  Lederer. 

Taking  the  most  favorable  view  of  the  plaintiff's  proofs  as  to  what  followed,  it  is 
apparent  that  Lederer  was  not  in  £ault  in  any  way  and  that  the  loss  that  resulted  to 
Hurst  arose  not  from  anything  Lederer  did,  or  failed  to  do,  but  wholly  from  what 
Hurst  did,  or  failed  to  do,  and  where  one  or  two  innocent  men  suffer  wrong  he  must 
suffer  whose  acts  or  omissions  caused  the  injury. 

We  are  of  opinion  the  record  shows  no  error  in  giving  binding  instructions  for  the 
defendant. 


^  That  each  collector  of  internal  royenae  shall  be  authorized  to  appoint,  by  an  instrument  in  writing 
under  his  hand,  as  many  deputies  as  he  may  think  proper,    *    *    *. 

Prouidedf  howewTj    *   *   * 

Each  such  deputy  shall  have  the  like  authority  in  every  respect  to  collect  the  taxes  levied  or  assessed 
icWiin  th£  portion  of  the  district  assigned  to  him  which  is  by  law  vested  in  the  collector  himself;  but  each 
collector  shall,  in  every  respect,  be  responsible,  both  to  the  United  States  and  to  individuals,  as  the  caw 
may  be,  for  all  moneys  coUected,  and  for  every  act  done  or  neglected  to  be  done,  by  any  of  ms  deputies 
wblle  acting  as  such. 


I 


251  t*  252 

Section  252,  Articlb  1037 :  Suits  for  recovery  46-21-1925 

of  taxes  erroneously  collected.  Ct.  D.  17 

SUPREAIB  COURT  OF  THE  UNITED  STATBW. 
No.  214.     October  Term,  1921. 


On  a  certificate  from 
the  United  States 
Circuit  Court  of  Ap- 

S^als  for  the  Seventh 
kcuit. 


Julius  I.  Smietanka,  Collector  of  Internal 
Revenue  for  the  First  District  of 
Illinois, 

V. 

Indiana  Steel  Company. 

October  24,  1921. 

Mr.  Justice  Holmes  delivered  the  opinion  of  the  court. 

This  is  a  suit  brought  to  recover  internal-revenue  special  excise  taxes  for  the 
years  1910  and  1912,  assessed  under  the  Act  of  Congress  of  August  5,  1909,  c. 
6,  sec.  38 ;  36  Stat.  11,  112 ;  and  paid  by  the  plaintiff,  the  defendant  in  error, 
under  duress.  The  taxes  were  collected  by  S.  M.  Fitch,  then  coUector  of  in- 
ternal revenue,  and  it  was  certified  by  the  District  Court  as  part  of  Its  judg- 
ment that  there  was  probable  cause  for  the  act  of  the  collector,  that  he  acted 
under  the  direction  of  the  Commissioner  of  Internal  Revenue,  and  that  the 
amounts  recovered  should  be  provided  for  and  paid  out  of  the  proper  appropri- 
ation from  the  Treasury  of  the  United  States.  The  defendant  is  the  present  col- 
lector for  what  was  Fitch's  district  and  was  held  Uable  by  this  judgment.  The 
case  was  talcen  to  the  Circuit  Court  of  Appeals,  which  has  certified  the  follow- 
ing questions : 

*'  1.  Assuming  that  the  declaration  states  a  good  cause  of  action  had  the  suit 
been  brought  against  S.  M.  Fitch,  the  internal-revenue  collector  who  actually 
collected  and  received  the  taxes,  does  it  state  any  cause  of  action  whatever 
against  said  S.  M.  Fitch's  successor  in  office,  the  plaintiff  in  error,  against 
whom  the  suit  was  brought,  but  who  had  no  participation  in  the  coUection, 
receipt,  or  disbursement  of  such  taxes? 

"  2.  May  suit  in  the  District  Court  of  the  United  States  properly  be  brought 
and  maintained  against  a  United  States  collector  of  Internal  revenue  for  the 
recovery  of  the  amount  of  a  United  States  Internal-revenue  tax,  unlawfully 
assessed  and  collected,  but  In  the  collection  and  disbursement  of  which  such 
collector  had  no  agency,  the  entire  transaction  of  such  assessment,  collection, 
and  disbursement  having  occurred  during  the  Incumbency  of  such  office  of  a 
predecessor  in  office  of  such  collector?" 

As  the  law  stood  before  later  statutes  a  collector  was  liable  personaUy  for 
duties  mistakenly  coUected  If  the  person  charged  gave  notice,  at  the  time,  of 
his  Intention  to  sue,  and  warning  not  to  pay  over  the  amount  to  the  Treasury. 
Elliott  V.  Swarttoout,  10  Peters  137.  But  after  an  Act  of  Congress  had  required 
collectors  to  pay  over  such  moneys,  it  was  held,  against  the  dissent  of  Mr. 
Justice  Story,  that  the  personal  liability  was  gone.  Cary  v.  Curtis,  3  How. 
236.  Later  statutes,  however,  recognize  suits  against  collectors  In  such  cases, 
and  the  plaintiff  contends  that  they  should  be  construed  to  create  a  new  statu- 
tory liability  attached  to  the  office  and  passing  to  successors,  as  was  held  In 
this  case,  the  formal  defendant  being  saved  from  harm  by  the  United  States. 
This,  however,  is  not  the  language  of  the  statutes  and  hardly  can  be  reconciled 
with  the  decision  of  this  court  in  Sage  v.  United  States,  250  U.  S.  33,  and  other 
cases  to  which  we  shall  refer. 

To  show  that  the  action  still  is  personal,  as  laid  down  In  Sage  v.  United 
States,  250  U.  S.  33,  37,  it  would  seem  to  be  enough  to  observe  that  when  the 
suit  is  begun  it  can  not  be  known  with  certainty  that  the  judgment  will  be 
paid  out  of  the  Treasury.  That  depends  upon  the  certificate  of  the  court  In  the 
case.  It  Is  not  to  be  supposed  that  a  stranger  to  an  unwarranted  transaction 
Is  made  answerable  for  it;  yet  that  might  be  the  result  of  the  suit  if  it  could 
be  brought  against  a  successor  to  the  coUectorship.  A  personal  execution  is 
denied  only  when  the  certificate  Is  given.    It  Is  true  that  In  this  instance  the* 
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certificate  has  been  made,  but  the  intended  scope  of  the  action  muat  be  Judged 
by  its  possibilities  under  the  statutes  that  deal  with  it.  The  language  of  the 
most  material  enactment,  Rev.  St.  tec.  989,  gives  no  countenance  to  the  plain- 
tiffs argument.  It  enacts  tiiat  no  execution  shall  issue  against  the  collector 
but  that  the  amount  of  the  Judgment  shall  "  be  provided  for  and  paid  out  of 
the  proper  appropriation  from  the  Treasury,"  whai  and  only  when  the  court 
certifies  to  either  of  the  facts  certified  here,  and  "  when  a  recovery  is  had  in 
any  suit  on  proc*ee<1iiigs  against  a  collector  or  other  officer  of  the  revenue  for 
any  act  done  by  him,  or  for  the  recovery  of  any  money  exacted  by  or  paid  to 
him  and  by  him  paid  into  the  Treasury,  In  the  performance  of  his  oflldal 
duty."  A  recovery  for  acts  done  by  the  defendant  Is  the  only  one  contemplated 
by  the  words  "  by  hlni."  The  same  Is  true  of  Rev.  St.  sec.  771,  requiring  district 
attorneys  to  defend  such  suits. 

No  different  c<mclusl«n  results  from  (he  Act  of  February  8,  1899,  c.  121, 
SO  Stat.  822.  That  is  a  general  psovision  that  suit  by  or  "  against  an  officer  of 
the  United  States  in  his  official  capacity"  should  not  abate  by  reason  of  his 
death,  or  the  expiration  of  his  term  of  office,  etc.,  but  that  the  court  upon  mo- 
tion within  twelve  months  showing  the  necessity  for  the  survival  of  the  suit  to 
obtain  a  settlement  of  the  question  involved,  may  allow  the  same  to  be  main- 
tained by  or  against  his  successor  in  office.  Whether  this  would  apply  to  a 
suit  of  the  present  kind  is  at  least  doubtful.  Roberts  v.  /x)tce,  236  Fed.  Rep. 
e04,  605.  In  Patten  v.  Brady,  184  U.  S.  608.  a  suit  against  a  collector  begun 
after  the  passage  of  this  statute,  it  was  held  that  it  could  be  revived  against 
his  executrix,  which  shows  again  that  the  action  is  personal,  as  also  does 
the  fact  that  this  collector  may  be  held  liable  for  Interest.  Erskine  v.  Van 
Arsdale,  15  Wall.  75.  Redfield  v.  Bartels,  139  U.  S.  694.  But  in  any  event 
the  statute  supposes  a  suit  already  begun  against  the  officer  in  his  lifetime. 
We  need  not  consider  the  remedies  against  the  United  States.  United  States  v. 
Emery,  Bird,  Thayer  Realty  Co.,  237  U.  S.  28 ;  8age  v.  United  States,  260  U.  S. 
33.  It  appears  to  us  plain  without  further  discussion  that  both  questions 
must  be  answered :  No. 

Answers  to  Questions  1  and  2:  No. 

Mr.  Justice  McKenna  and  Mr.  Justice  Clarke  dissent 


SECTION  256.— INFORMATION  AT  SOURCE. 

Section  256,  Article  1071 :  Return  of  information  52-21-1995 

as  to  payments  of  $1,000.  O.  D.  1149 

A  receiver  in  i)artition  proceedings  is  required  to  file  returns  of  in- 
formation covering  payments  of  commissions,  attorney's  fees,  and 
other  fixed  or  determinable  income  of  $1,000  or  more  made  to  any 
person  during  the  taxable  year. 


Section  256,  Article  1072:  Return  of  infor- 
mation as  to  payments  to  employees. 

(See  42-21-1870;  sec.  212,  art.  22.)     Reporting  commissions  paid 
to  employees  in  Canada. 
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gEenoN  256,  Artiolb  1073:  Return  of  infor-  34r-21-1786 

mation    by    partnerships,    personal    service  T.  D.  3210 

corporation,  and  fiduciaries. 

INCOME.  TAX— RETURNS  OF  INI«X)RMATION. 

Amending  article  1078,  Regulations  45  (1920  edition),  relative  to 
returns  of  information  by  partnerships,  personal  service  corpora- 
tions, and  fiduciaries. 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washington^  D,  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

Regulations  45  (1920  edition)  is  amended  by  changing,  article  1073 
to  read  as  follows: 

Art.  1073.  Return  of  information  hy  partnerships,  personal  service  corpora- 
tions, and  fiduciaries. — Partnerships  and  personal  service  corporations  shall 
prepare  reports  on  Form  1099  (revised)  for  each  member  of  the  partnership  or 
personal  service  corporation,  and  fiduciaries  shall  prepare  such  reports  for  each 
beneficiary  of  the  estate  or  trust,  showing  in  every  case  the  distributive  shares 
of  the  members  or  beneficiaries,  whether  or  not  actually  distributed.  If  the 
books  of  account  of  a  partnership,  personal  service  corporation,  or  fiduciary  are 
kept  on  the  basis  of  a  fiscal  year,  the  returns  of  information,  Form  1099  (re- 
vised), showing  the  distributive  shares  of  the  members  or  beneficiaries  shall  be 
rendered  on  a  fiscal-year  basis.  Such  returns,  accompanied  by  Form  1096  (re- 
vised), shall  be  filled  on  or  before  the  fifteenth  day  of  the  third  month  foUowing 
the  close  of  the  fiscal  year.  All  other  returns  of  Information,  Form  1099  (re- 
vised), required  to  be  filed  by  a  partnership,  i)ersonal  service  corporation,  or  a 
fiduciary  shall  be  rendered  on  a  calendar-year  basis,  regardless  of  the  fact  that 
its  books  of  account  are  kept  on  a  fiscal-year  basis.  Such  returns,  accompanied 
by  Form  1096  (revised),  shall  be  filed  on  or  before  March  15  of  the  year  follow- 
ing that  for  which  the  returns  are  made. 

D.  H.  BiAiR, 
Comndssioner  of  ImtemcH  Revenue. 
Approved  August  4,  1921 : 
A.  W.  Melix)N, 

Secretary  of  the  Treasury, 


SECTION  257.— RETURNS  TO  BE  PUBLIC 

RECORDS. 

Section  257^  Articixs  1091(a) :  Furnishing  of  29-21-1739 

copies  of  income  returns.  T.  D.  3188 

INCOME  returns—copies  OP. 

Regulations  governing  the  furnishing  of  copies  of  returns  for  use  of  attorneys 

connected  with  the  Department  of  Justice. 

Amending  Tkeasttby  Decision  2962  and  Article  1091(a),  Pabagbaph  1,  Regu- 
lations 45  (1920  Edition). 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Wa^hington^  D,  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

Section  1,  paragraph  1,  of  the  rules  and  regulations  governing  the 
furnishing  of  copies  of  income  returns  contained  in  Treasury  De- 
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cision  2962  and  article  1091(a),  paragraph  1,  Regulations  45  (1920 
edition),  is  amended  to  read  as  follows: 

The  original  Income  return  of  an  Individual,  partnership,  corporation,  asso- 
ciation, joint-stock  company,  insurance  company,  or  fiduciary,  or  a  copy  thereof, 
*may  be  furnished  by  the  (?onmiissioner  of  Internal  Revenue  to  a  Unite<l  States 
attorney  for  use  as  evidence  l)efore  a  United  States  grand  Jury  or  in  litigation 
In  any  court,  where  the  United  States  is  intends  ted  In  the  result,  or  for  use  in 
the  preparation  for  sudi  litigation,  or  to  an  attorney  connected  with  the  Depart- 
ment of  Justice  designated  to  handle  such  matters,  upon  written  request  of  the 
Attorney  Genenil,  tlie  Assistant  to  tlie  Attorney  General,  or  an  Assistant  Attor- 
ney General.  When  an  income  return  or  copy  thereof  is  thus  furnished,  it  must 
be  limited  in  use  to  the  purpose  for  which  it  is  furnished  and  is  under  no  con- 
ditions to  be  made  public  except  where  publicity  necessarily  results  from  such 
use.  In  case  the  original  return  is  necessary  It  shall  l)e  placed  in  evidence  by 
the  Commissioner  of  Internal  Revenue  or  by  some  other  officer  or  employee  of 
the  Internal  Revenue  Bureau  designated  by  the  Commissioner  for  that  purpose, 
and  after  it  has  been  placed  in  evidence  it  shall  be  returned  to  the  files  in  the 
office  of  the  Commissioner  in  Washington.  An  original  return  will  be  furnished 
only  in  exceptional  cases,  and  then  only  when  it  is  made  to  appear  that  the  ends 
of  justice  may  otherwise  be  defeate<l.  Neither  the  original  nor  a  copy  of  an 
income  return  desired  for  use  in  litigation  in  court  where  the  Unite<l  States 
Ctovernment  is  not  interested  in  tlie  result  and  where  such  use  might  result  In 
making  public  the  information  contained  therein  will  be  furnished,  except  as 
otherwise  provided  in  the  next  succeeding  paragraph. 

D.  H.  Bi^\iR, 

Comrmssioner  of  Intemoil  Revenue. 
Approved  June  f30,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury, 


TITLE  III— WAR  PROFITS  AND  EXCESS  PROFITS  TAX. 


Part  IL — Imposition  op  Tax. 


{ 


SECTION  301.— IMPOSITION  OF  TAX. 

Section  301,  Article  711 :  Imposition  of  tax.  33-21-1772 

(Also  Section  1,  Article  1507.)  Sol.  Op.  117 

WAR  EXCESS  PROFITS  TAX— ACT  OF  OCTOBER  3,  1917,  SECTION  201. 

Several  persons  who  contrlbuteil  severally  to  a  fund  used  to 
develop  and  operate  an  oil  field,  with  the  agret^ment  that  they  were 
to  share  pro  rata  in  the  pfoflts  held  not  to  constitute  a  partnership 
for  the  puri)oses  of  the  FJxcess  Profits  Tax  Act  of  October  3,  1917. 

S.  1119  (not  in  bulletin  service)  overruled. 

The  attached  papers  raise  the  question  \Yhether  an  enterprise  in 
which  A  and  B  and  several  other  persons  joined  for  the  purpose  of        m 
developing  an  oil  prospect  was  a  partnership  and  subject  to  the  excess       w 
profits  tax  levied  by  the  Act  of  October  3,  1917,  section  201  of 
Avhich  reads  as  follows: 

That  in  addition  to  the  taxes  under  existinjj  law  and  under  this  Act  there 
shall  be  levietl,  assesse<l.  collected,  and  paid  for  each  taxable  year  upon  the 
income  of  every  *  *  *  partnership,  *  *  ♦  a  tax  *  ♦  ♦  equal  to 
the  following  percentages  of  the  net  income     *     *     *. 
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The  same  question  has  been  heretofore  considered  by  this  office 
and  it  was  held  in  S.  1119  that  the  arrangement  was  a  partnership. 
It  is  apparent,  however,  that  the  office  did  not  have  the  full  facts  in 
the  case  before  it  when  that  decision  was  made.  The  memorandum 
refers  to  the  fact  that  A  and  B  were  the  persons  who  were  interested 
to  the  greatest  financial  extent  in  a  pool  engaged  in  the  buying  and 
selling  of  oil  lands:  that  there  was  on  record  a  copy  of  a  power  of 
attorney  given  by  A  and  B,  wherein  is  found  the  following :  A  and 
B  doing  business  in  the  name  of  A  and  B ;  that  certain  notes  were 
made  out  payable  to  A  and  B ;  that  a  bank  account  was  carried  under 
the  name  ox  A  and  B ;  that  some  purchases  of  materials  and  sup- 
plies were  made  under  that  name  and  that  they  were  listed  in  the 
telephone  and  business  directories  in  the  same  manner.  The  memo- 
randmn  does  not,  however,  show  any  of  the  additional  facts  which 
will  appear  in  the  following  detailed  history  of  the  transactions. 

A  became  interested  in  a  certain  oil  prospect  and  determined  to 
drill  thereon.  Being  unable  to  finance  the  proposed  operations  alone, 
he  persuaded  B  and  several  other  individuals  to  contribute  to  a 
fund  to  be  used  for  that  purpose,  the  various  contributions  in  dif- 
ferent amounts  aggregatmg  about  x  dollars.  The  contributors 
resided  in  various  States,  and  were  for  the  most  part  unacquainted 
with  each  other  and  never  at  any  time  met  together.  There  was  no 
commimication  between  them  and  the  only  agreement  which  existed 
was  between  A  and  the  several  contributors  to  the  effect  that  A  would 
use  the  money  so  contributed  in  the  purchase  of  leases  and  options 
and  in  testing  the  same  for  oil  and  would  divide  the  profits  there- 
from pro  rata  to  the  contributors.  There  was  no  agreement  or  pro- 
vision for  further  contributions  in  case  more  money  was  needed  to 
finance  the  enterprise  and  there  were  no  stipulations  as  to  the 
sharing  of  Josses,  nor  did  any  contributors  have  any  vote  and  voice 
in  the  management  of  the  enterprise  except  A,  who  had  entire  con- 
trol. Each  contributor  made  his  remittance  by  check  or  draft  in 
favor  of  A  who  deposited  such  amounte  to  his  personal  accoimt  in  a 
bank  and  drew  his  personal  check  upon  the  fimd  at  will.  There  is 
no  evidence  that  the  parties  were  responsible  for  the  listing  of  their 
names  jointljr  in  the  telephone  and  city  directories  and  they  disclaim 
such  responsibility.  There  was  also  no  evidence  that  one  of  the 
several  members  might  not  have  sold  his  interest  without  the  consent 
of  the  others  or  that  the  death  of  any  contributor  would  have  been 
considered  as  terminating  the  arrangement. 

In  191-  oil  was  discovered.  For  a  time  it  was  produced  and 
marketed  and  gross  income  in  the  amount  of  ix  dollars  was  received 
from  the  sale  of  oil.  In  1917  the  entire  interests  were  sold  for  ^^x 
dollars,  7^a?  dollars  of  which  were  paid  by  check  made  to  A  and  JB 
and  deposited  in  a  bank  to  the  account  of  A  and  B  to  separate  it  from 
A's  personal  account.  The  money  was,  however,  distributed  by  A  pro 
rata  to  the  various  contributors. 

Tax  has  been  assessed  against  A  and  B  as  a  partnership  and  the 
case  arises  in  a  claim  for  abatement.  The  question  now  arises 
whether  in  the  light  of  new  evidence  submitted  and  new  arguments 
propounded  S.  1119  should  be  reversed. 

A  careful  search  of  the  law  in  the  State  of  Y  has  revealed  no 
cases  in  point  in  that  jurisdiction  and  it  will  be  necessary  therefore 
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to  turn  to  the  general  law  of  partnerships  in  order  to  detennine 
whether  this  arrangement  is  in  lact  a  partnership.    (S.  612). 

One  point  is  clear,  and  that  is  that  the  various  contributors  were 
to  participate  pro  rata  in  the  profits.  Participation  in  the  profits  of 
an  enterprise  is  one  of  the  well-known  tests  in  determining  whether 
any  given  agreement  constitutes  the  parties  thereto  partners.  {Mee- 
han  V.  Valentine^  145  U.  S.  611.)  It  is  not  conclusive,  however,  but 
merely  raises  a  presumption  of  partnership.  In  Meehan  v^  Valentine^ 
supra^  the  court  after  stating  generally  tnat  these  persons  are  part- 
ners who  contribute  their  money  or  property  to  carry  on  a  joint  ousi- 
ness  for  their  common  benefit  and  who  own  and  share  the  profits 
thereof  in  certain  portions,  stated,  "  a  participation  in  profits  is  pre- 
sumptive, but  not  conclusive  evidence  of  partnership.*^  To  the  same 
effect  see  also  Fechtler  v.  Pal/m  Brothers^  133  Fed.  462;  also  Bowley 
on  Partnership,  vol.  I,  p.  113. 

The  courts  have  in  many  cases  regarded  a  sharing  of  profits  in  a  i 
pool  for  the  development  of  mining  property  as  not  sufficient  to 
constitute  a  partnership.  It  has  been  hela  in  several  oil  cases  that 
no  presiunption  of  partnership  between  coowners  of  oil  lands  arises 
from  the  fact  that  they  are  jointly  engaged  in  mining  the  oil.  (NeiU 
V.  Shamhurg  (Pa.),  27  Atl.  992;  Butler  Savings  Bank  v.  Osborne 
(Pa.) ,  28  Atl.  163 :  Dunham  v.  Laverock  (Pa.) ,  27  Atl.  990.^ 

As  to  the  use  oi  the  name  A  and  B  in  the  directories,  the  parties 
disclaim  all  responsibility  for  it  and  there  is  no  evidence  sufficient 
to  fix  the  responsibility  upon  them.  With  respect  to  the  joint  bank 
account,  it  will  be  noted  that  the  name  was  not  used  until  the  prop- 
erty had  been  sold,  and  then^  it  is  explained,  only  to  separate  the 
profits  made  from  the  transaction  from  A's  personal  account.  What- 
ever may  have  been  the  motive  for  the  use  of  the  name  A  and  B  in 
the  leases,  contracts  for  supplies,  and  power  of  attomej^,.it  appears 
that  B  was  aware  that  his  name  was  being  used  and  did  not  object 
thereto.  He  could,  it  is  true,  be  estopped  from  den3nng  a  partnership 
liability  in  the  case  of  persons  who  were  misled  and  dealt  with  the 
firm  relying  on  his  misrepresentation  (Thompson  v.  First  National 
Bai}Jc,lll  U.  S.  629;  Holgatey.  Downer  (Wyo.)  57  Pac  918).  But 
the  principle  of  estoppel  applies  only  to  the  protection  of  third  par- 
ties, who,  relying  upon  the  misrepresentation,  transact  business  to 
their  detriment.  It  does  not  create  a  partnership  where  one  does  not 
exist.  If  the  parties  are  not  partners  inter  se,  they  are  not  partners 
at  all.    (Rowley  on  Partnership,  par.  210.) 

Finally^  the  parties  state  under  oath  that  they  never  intended  a 
partnership,  and  the  intention  of  the  parties  as  gathered  from  the 
whole  circumstances  and  evidence  in  the  case  should  be  considered. 
{SJtea  V.  NiUm/i,  133  Fed.  209  (C.  C.  A.),  and  in  re  Hirth,  189  Fed. 
206.^ 

The  tax  has  been  levied  against  A  and  B  as  partners  apparently 
on  the  theory  that  these  two  individuals  alone  constituted  the  partner- 
ship,  and  S.  1119  also  proceeded  upon  this  theory.  This  conclusion  m 
was  based  on  the  fact  that  the  name  A  and  B  was  used  on  several  ^ 
occasions  in  conducting  the  business,  and  that  they  were  the  largest 
contributors  to  the  pool.  These  reasons  are  not  sufficient  to  show 
that  the  firm  included  the  two  individuals  mentioned  and  excluded 
the  other  contributors.  The  smaller  contributors  stood  in  exactly  the 
same  relation  toward  the  pool  as  A  and  B.    They  had  come  into  it 
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under  the  same  conditions  and  shared  in  its  profits  in  proportion  to 
their  contributions.  The  interests  of  all  members  were  the  same,  so 
in  any  event  tiie  partnership  could  not  be  considered  that  of  A  and  B. 
Somewhat  similar  cases  have  been  heretofore  considered  by  this 
office.     In  S.  559  (not  in  bulletin  service)  it  was  held  that — 

Mere  coownership  and  operation  of  oil  leaseholds,  each  coowner  contributing 
a  pro  rata  share  of  the  investment  and  cost  of  operation,  and  each  sharing  the 
product,  do  not,  without  more,  create  a  partnership  taxable  within  the  meaning 
of  the  Act  of  September  8,  1916,  as  amended  by  the  Act  of  October  3,  1017. 

S.  612  (not  in  bulletin  service)  held : 

Certain  coowners  of  oil  lands  engaged  in  the  joint  enterprise  of  developing 
the  property  through  a  common  agent  held  not  to  be  common  law  partners, 
as  several  elements  necessary  to  constitute  a  common-law  partnership  are 
lacking.  Income  accruing  to  individuals  from  an  enterprise  conducted  by  a 
common  agent  is  subject  to  excess  profits  tax,  although  the  Individuals  them- 
selves are  not  engaged  in  the  business  except  through  an  agent. 

The  facts  in  these  cases  are  somewhat  different  from  the  one  now 
before  this  office,  but  it  seems  to  be  aptly  summarized  in  the  language 
of  S.  612,  which  states — 

The  relationship  of  the  parties  lacking,  as  it  does,  some  of  the  elements  of 
an  ordinary  partnership,  is  more  nearly  that  of  colessees  engaged  in  a  joint 
enterprise  conducted  by  a  common  agent. 

It  is  therefore  concluded  that  the  so-called  A  and  B  pool  did  not 
constitute  a  partnership  within  the  meaning  of  the  excess  profits  tax 
law,  and  no  tax  is,  therefore,  payable  by  the  management  of  the  oil 
company  as  such,  or  by  the  owners  as  a  group.  The  different  indi- 
viduals of  the  pool  are,  however,  subject  to  the  excess  profits  tax  on 
the  profits  derived  from  such  pool  (S.  612). 

S.  1119  is  overruled  on  the  additional  evidence  submitted. 

Carl  A.  Mapes, 
Solicitor  of  Internal  Revenue. 


Section  301,  Article  711 :  Imposition  of  tax. 

(See  40-21-1860 ;  sec.  1,  art.  1507.)     Cattle  feeding  venture.    Reve- 
nue Act  of  1917. 


Section  301,  Article  711:  Imposition  of  tax.  41-21-1865 

(Also  Section  218,  Article  321.)  A.  R.  R.  636 

REVENUE  ACT  OF  1917. 

Recommended,  in  the  appeal  of  A,  that  the  action  of  the  Income  Tax 
Unit  in  holdixigthat  certain  profits  realized  in  1917  and  derived  from 
trading  in  grain  futures  constitute  income  from  trade  or  business  and 
are  subject  to  excess  profits  taxes  at  the  graduated  rates  be  sustained; 
that  such  profits  be  held  to  constitute  income  to  a  partnership  composed 
of  A  and  B,  his  wife;  that  a  partnership  return  be  required  accordmgly; 
that  an  assessment  of  excess  profits  tax  equal  to  y  per  cent  of  the  profits 
so  realized  be  not  sustained  and  that  a  determination  and  assessment  of 
excess  profits  taxes  against  the  partnership  composed  of  A  and  B  be  made 
in  accmtlance  with  the  provisions  of  section  210,  Revenue  Act  of  1917, 
and  articles  18,  24,  and  52  of  Regulations  41. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  action  of  the  Income  Tax  Unit  in  the  treatment  of  certain  in- 
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come  in  the  nature  of  profits  realized  in  1917  from  trading  in  grain 
futures. 

It  appears  that  in  the  1917  returns  filed  by  A,  and  B,  his  wife, 
each  reported  in  a  separate  return  ll^x  dollars,  a  total  of  2Sz  dol- 
lars, representing  what  they  considered  to  be  the  earnings  of  that 
year  in  dealing  m  grain  futures.  It  is  contended  by  the  taxpayer 
that  this  income  arose  from  a  joint  adventure  in  which  his  wife  and 
himself  were  equally  interested,  and  that  the  correct  method  was 
pursued  in  reporting  one-half  of  the  total  of  23z  dollars  in  the  sepa- 
rate returns  filed  by  each. 

In  reporting  the  result  of  the  field  audit,  the  examining  officer 
recommended  that  the  entire  profits  resulting  f^om  transactions  in 
grain  futures  be  treated  as  income  to  the  taxpayer,  A,  individually, 
upon  the  ^ound  that  no  partnership  existed  between  the  taxpay^ 
and  his  wife;  that  such  profits  constituted  income  from  trade  or 
business  within  the  meaning  of  those  terms  used  in  the  taxing  law, 
and  were  subject  to  excess  profits  tax;  that  owing  to  the  inability 
to  satisfactorily  determine  invested  capital  with  respect  to  this  trade 
or  business  an  excess  profits  tax  at  tne  rate  of  y  per  cent  be  'com- 
puted and  assessed  on  the  net  income  from  such  transactions;  and 
that  as  an  alternative,  an  assessment  of  excess  profits  tax  be  made 
in  accordance  with  the  provisions  of  section  210,  Revenue  Act  of  1917. 

The  field  audit  developed  that  the  23x  dollars  heretofore  men- 
tioned represented  profits  from  trading  in  grain  futures  over  a  period 
covering  a  portion  of  1916  and  the  entire  year  1917;  also  that  due 
to  a  clerical  error  the  total  amount  was  overstated  by  x  dollars. 
Properly  adjusted  the  amount  of  profits  applicable  to  the  year  1917 
Ls  16x  cfollara.  The  examining  officer  has  prepared  a  return  on  Form 
1101  wherein  this  amount,  16x  dollars,  is  reported  as  income  from 
trade  or  business,  and  reduced  by  what  he  (the  examining  officer) 
considers  a  reasonable  salary  allowance,  l^x  dollars.  It  is  recom- 
mended in  the  revenue  agent^s  report  that  the  remainder  of  14fx 
dollars  be  taxed  for  excess  profits  tax  on  an  arbitrary  basis  of  y  per 
cent. 

It  is  shown  that  in  conference  held  between  the  taxpayer  and  the 
Income  Tax  Unit,  the  latter  sustained  recommendations  of  the  field 
officer  by  holding  that  the  profits  from  trading  in  ^ain  futures  con- 
stituted income  irom  trade  or  business,  and  therrfore  were  subject 
to  tax,  and  that  there  was  no  partnership  existing  between  A  and 
B  and  consequently  that  the  total  amount  of  such  profits  should  be 
taxed  to  him  individually. 

The  taxpayer  appeals  from  the  action  of  the  Income  Tax  Unit  and 
protests  adjustments  respecting  the  following  three  points: 

1.  That  the  income  derived  from  their  speculation  in  grain  futures 
was  not  derived  from  a  trade  or  business  such  as  would  subject  them 
to  excess  profits  tax. 

2.  That  the  arbitrary  basis  of  y  per  cent  used  by  the  agent  in  com- 
put^g  the  excess  profits  tax  on  what  he  termed  income  from  business         ^ 
IS  Aot  warranted  by  the  law  and  regulations.  ^ 

SL  That  there  is  no  apparent  law  or  regulations  which  bars  a  hus-  ^ 
bana  and  wife  who  have  separate  estates,  and  who  under  the  laws 
of  the  State  in  which  they  reside  may  hold  separate  estates,  from 
entering  into  a  joint  adventure,  and  that  it  was  the  intent  of  A  and 
B,  as  is  evident  by  the  sworn  statement  of  A,  to  ventmre  their  funds 
jointly  in  ^e  above  mentioned  speculation. 
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In  commentiiig  on  the  first  point  the  revenue  agent  states  that  A 
made  a  great  many  trades  in  grain  in  1916  and  1917,  and  gave  all  of 
his  time  to  it. 

The  taxpayer  in  commenting  on  the  first  point  contends  that  the 

I  class  of  transaction  involved  clearly  falls  within  the  classification 

'  of  ''avocation"  and  not  as  a  "vocation''  and  that  trading  in  grain 

futures  did  not  require  sufficient  time  and  attention  of  the  taxpayer 

so  as  to  constitute  such  dealings  a  trade  or  business  within  the 

meaning  of  the  statute. 

It  is  shown  by  the  record,  however,  that  trading  in  grain  futures 
was  indulged  in  by  the  taxpayer  during  a  portion  of  1916  and  the 
entire  year  1917,  and  that  while  such  transactions  were  not  conducted 
by  A  personally,  they  were  handled  by  his  agent  (broker) ,  who  received 
a  commission  for  his  services. 

The  taxpayer  submits  further  in  connection  with  the  first  point 
that  for  several  years  A  has  been  engaged  in  the  direction  and  manage- 
ment of  farms  and  farming  property,  some  of  which  were  held  in  nis 
own  name  and  some  of  whicn  were  the  property  of  his  wife,  and  that 
such  management  and  operations  of  farms  have  been  and  still  are 
his  principal  occupation;  also  that  all  of  his  past  experience  and 
business  training  nave  been  along  these  lines;  that  he  has  never 
engaged  in  business  as  a  broker,  and  he  was  not  engaged  in  that 
business  when  the  transactions  in  grain  futures  were  carried  on. 
Taxpayer  further  states  that  he  dealt  for  himself  and  his  wife  through 
a  broker  and  the  extent  to  which  he  directed  the  operations  in  no 
wise  varied  from  that  of  the  ordinary  investor  in  securities  or  the 
sD^eulator  in  futures, 
y^n  the  judgment  of  the  Committee  it  is  immaterial  that  A  did  ^ 
^not  handle  these  matters  personally.  It  is  a  well-estabhshed  fact  ^ 
that  individual  traders  dealing  so  extensively  in  securities  as  to 
constitute  such  dealings  a  trade  or  business  have  such  transactions 
handled  entirely  by  an  agent  or  broker. 

It  appears  that  possibly  the  taxpayer  has  overlooked  the  distinction 
between  the  income  arising  from  the  ownership  of  securities  such  as 
in  the  case  of  an  investor  and  such  income  as  arises  from  speculations 
in  bimng  and  selling,  on  margins  or  outright,  as  in  the  instant  case. 
'  The  m*st  class  of  income  is  held  not  to  be  income  from  trade  or  business 
by  that  portion  of  article  8,  Regulations  41,  which  reads: 

The  income  from  property  arising  merely  from  its  ownership,  including  interest* 
rent,  and  similar  income  from  investments  except  in  those  cases  in  which  the  manage-         /^ 
ment  of  such  investments  really  constitutes  a  trade  or  business.  ^ 

The  facts  before  the  Conmiittee  are  convincing,  and  it  appears^ 
that  undoubtedly  the  income  in  question  arose  from  trading  rather 
than  investment,  and  further  that  such  trading  extended  over  a 
period  from  the  latter  part  of  1916  to  the  end  of  the  calendar  year 
1917;  also  that  during  that  period  numerous  transactions  were 
entered  into  and  closed  out  bv  the  taxpayer's  agent  (broker) . 
^  It  is  the  opinion  of  the  Committee,  therefore,  that  the  profits 

P  derived  from  trading  in  grain  futures  constitute  income  from  trade 
or  business  within  the  meaning  of  those  terms  used  in  the  Revenue 
Act  of  1917  and  should  be  subject  to  excess-profits  taxes  at  the 
graduated  rates  prescribed  by  section  201  of  that  Act. 

With  respect  to  the  second  point,  the  Committee  must  concede 
that  the  taxpayer  is  correct  in  his  contention.  There  is  no  provision 
of  law  or  regulations  which  warrants  or  justifies  an  assessment  of 
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excess-profits  taxes  upon  an  arbitrary  basis  of  any  percentile  of  the 
profits  derived  from  a  trade  or  business  in  which  investea  capital 
IS  a  factor.  It  is  therefore  recommended  in  view  of  the  fact  that  it 
appears  that  invested  capital  can  not  be  satisfactorily  determined 
that  an  adjustment  of  taxes  be  made  in  accordance  with  the  pro- 
visions of  section  210  of  the  Revenue  Act  of  1917  and  articles  18, 
24,  and  52  of  Regulations  41. 

In  connection  with  the  third  and  last  point,  the  revenue  agent 
makes  the  following  comments: 

He  now  contends  that  they  operate  as  a  partnership,  but  the  facts  in  connection  with 
his  grain  speculations  cfo  not  bear  this  statement  out.  A  individually  did  all  the 
speculating  and  the  accounts  and  trades  were  all  opened  and  closed  in  his  name. 
It  is  quite  evident  that  his  wife  was  not  a  bona  fide  partner  in  this  business. 


As  there  is  no  evidence  of  a  partnership  and  as  all  trades  were  opened  and  closed  in 
A's  name,  and  he  did  all  the  trading  individually,  I  am  reporting  all  the  income  to  him. 

In  connection  with  this  point  the  taxpayer  submits  the  following 
affidavits: 

That  many  years  ago  my  wife  and  myself  entered  into  an  agreement  by  the  terms 
of  which  we  agreed  to  invest  our  moneys  in  real  estate  and  other  property  for  the  joint 
benefit  of  eacn;  that  since  said  time  we  have  purchased  several  farms  in  different 
States,  and  my  business  has  been  during  those  years  the  manager  of  those  fsu'ms; 
that  during  the  year  1917  my  wife  and  myself  jointly  speculate  on  the  Board  of 
Trade  in  the  city  of  Y  in  the  buying  of  futures;  that  this  was  not  our  regular  busifien 
but  only  what  we  considered  a  branch  business  and  was  merely  a  side  issue  to  our 
regular  business  of  farming;  that  through  the  employment  of  our  joint  funds  coming 
from  a  joint  accoimt  which  we  held  in  the  M  Company  and  other  banks  where  we  have 
done  business,  we  were  able  to  make  a  joint  gain  in  the  sum  of  16z  dollars;  that  this 
sum  represents  the  total  profit  for  both  of  us  during  said  year  of  1917,  and  each  of  us 
held  an  interest  of  one-half  in  said  sum. 

A  being  duly  sworn  deposes  and  says  that  during  the  year  1917  and  for  many  yean 
prior  thereto  he  was  encased  in  the  farming  business  in  different  States  and  that  during 
said  years  he  devoted  his  entire  time  to  the  management  of  his  farming  properties; 
that  due  to  the  fact  that  his  holdings  in  farming  lands  were  in  several  States,  and  that 
during  said  years  he  was  the  manager  of  said  farms  he  was  compelled  to  devote  his 
entire  time  to  the  business  of  fanning  as  he  had  previously  done  for  many  years  prior 
to  1917;  that  during  said  year  of  1917  he  did  not  devote  any  time  to  the  bu3dng  or 
selling  of  grain  futures,  but  that  grain  futures  were  purchased  on  the  Board  of  Trade 
for  affiant  and  his  wife  by  brokers  who  handled  the  entire  transactions  upon  a  com- 
mission basis;  that  such  moneys  as  were  needed  for  margins  were  placed  to  the  credit 
of  the  brokers,  who  used  the  same  in  the  purchase  of  futures  whenever,  in  the  opinion 
of  the  broker,  the  same  could  be  purchased  or  sold  at  a  profit  for  A  and  wife. 

In  brief  filed  by  the  taxpayer's  representative  the  following  is 
submitted: 

The  third  point  involved,  that  of  whether  or  not  such  a  transaction  can  be  con- 
sidered a  joint  adventure,  frankly,  is  a  point  which  must  be  determined  within  the 
Department  on  the  strength  of  the  data  furnished  and  the  statement  of  A  and  B  as 
to  their  intent  in  the(«e  transactions.  There  is  no  apparent  law  or  regulation  which 
bars  a  husband  and  wife  from  entering  into  a  joint  adventure,  and  where  each  has  a 
separate  estate  and  a  separate  source  of  income  which  is  pooled  in  a  joint  account 
to  which  they  both  have  access,  and  where  they  intend  to  risk  their  joint  funds  in  such 
a  hazardous  transaction  as  speculation  in  grain  futures,  it  appears  mat  such  operations 
would  constitute  a  joint  aaventure.  Since  no  attempt  has  been  made  by  A  and  B 
in  the  past  to  segrc^te  the  income  flowing  into  the  joint  account,  it  is  impossible 
to  Hay  tnat  a  specific  one-half  of  her  funds,  and  a  specific  one-half  of  his  funds  went 
into  the  transactions  in  futures.  It  was  their  intent  that  the  venture  should  be  a 
joint  one,  and  that  they  should  share  any  profits  or  losses  eaually,  and  when  the  origi- 
nal returns  were  prepared  by  a  former  deputy  revenue  collector  their  intent  was  not 
questioned,  and  trie  returns  were  prepared  by  him  on  that  basis. 

In  1921  a  conference  was  held  between  the  taxpayer's  representa- 
tive and  the  Committee,  at  which  time  was  verbally  discussed  Uie 
question  as  to  whether  a  joint  adventure  actually  existed  with  respect 
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to  trading  in  grain  future,  and  the  following  affidavits  were  sub- 
mitted: 

That  I  am  the  wife  of  A;  that  money  on  deposit  with  the  M  Company  to  credit 
of  our  joint  account  constitutes  by  agreement  joint  and  equal  funds;  that  money 
placed  witii  broker  for  purposes  of  dealing  in  futiu-es  was  from  our  joint  and  equal 
runds  and  so  understood  to  oe  at  that  time  though  check  as  a  matter  of  convenience 
was  drawn  by  my  husband :  that  it  was  so  understood  between  us  and  by  the  broker 
and  .that  proceeds  were  to  be  shared  equally  by  my  husband  and  myself.  The  pro- 
ceeds were  invested  in  liberty  bonds,  whicn  were  equally  divided  and  registered  in 
our  separate  names. 

The  vice  president  of  the  M  Company  states  that  he  has  been  an  officer  and  director 
of  said  company  for  10  years;  that  for  we  last  six  years  A,  and  B,  his  wife,  have  kept 
a  joint  account  in  this  bank  subject  to  the  check  of  each;  that  during  said  period  of 
time,  both  A  and  B  have  drawn  checks  on  their  joint  account  and  have  been  paid 
at  this  bank. 

• 

C,  a  partner  of  the  partnership  of  O  &  Company,  says  that  said  partnership  bought 
and  sold  grain,  etc.,  lor  A  and  B  jointly;  that  the  original  deposit  was  made  by  A, 
but  it  was  understood  with  us  that  nis  wife  was  to  share  in  the  profits  and  losses.  All 
checks  for  profits  were  made  to  A  and  it  was  our  understanding  that  he  was  repre- 
senting B  as  agent  and  that  all  trades  were  made  jointly. 

It  is  apparent  from  the  above  that  A,  who  had  been  a  farmer  for 
a  number  of  years,  placed  a  fund  in  the  hands  of  the  brokerage 
firm  of  O  &  Company  for  tne  purpose  of  dealing  in  futures.  The 
broker  conducted  a  series  of  transactions  in  1916  and  1917,  amounting 
to  about  twenty-five  in  all,  resulting  in  a  net  profit  for  1917  of  16a: 
dollars.  Affidavits  made  by  the  interested  parties  indicate  that  A 
and  his  wife  contributed  equally  to  the  original  fund,  though  the 
check,  as  a  matter  of  .convenience,  was  drawn  by  A.  It  was  iJso 
agreed  by  A  and  his  wife,  and  xmderstood  by  the  brokerage  firm, 
that  there  was  to  be  an  equal  sharing  of  profits  and  losses  between 
them  on  the  transactions.  All  checks  for  profits  were  made  to  A, 
but  it  was  the  broker's  understanding  that  he  was  representing 
his  wife  as  agent,  and  that  all  trades  were  made  for  both.  The 
profits  were  invested  in  Liberty  bonds,  which  were  equally  divided 
and  re^stered  in  their  separate  names. 

Section  201  of  the  Act  of  1917  reads  in  part  as  follows: 

That  in  addition  to  the  taxes  under  existing  law  and  under  this  Act  there  shall  be 
levied,  assessed,  collected,  and  paid  for  each  taxable  year  upon  the  income  of  every 
corporation,  partnership,  or  individual,  a  tax  *  *  *  equal  to  the  following  per- 
centages of  the  net  income    *    *    *. 

For  the  purpose  of  this  title  every  corporation  or  partnership  not  exempt  under  the 
provisions  of  tnis  section  shall  be  deemed  to  be  engsi^ed  in  business,  and  all  the  trades 
and  businesses  in  which  it  is  engaged  shtdl  be  treated  as  a  single  trade  or  business,  and 
all  its  income,  from  whatever  source  derived,  shall  be  deemed  to  be  received  from 
such  trade  or  business. 

It  is  admitted  in  the  instant  case,  in  fact  strenuously  argued  by 
A,  that  the  arrangement  between  himself  and  wife  is  a  joint  adventure. 
However,  one  distinction  between  a  partnership  and  a  joint  adventure 
is  that  a  partnership  ordinarily  is  formed  for  transacting  a  genertd 
business  of  some  kind,  while  a  joint  adventure  is  formed  for  a  single 
transaction.  (Rowley  on  Partnership,  Vol.  I,  p.  170.)  In  tne 
present  case  the  business  extended  over  a  period  of  more  than  a  year 
and  involved  twenty-five  separate  transactions.  At  the  time  the 
agreement,  was  made  it  was  the  understanding  between  A  and  his 
wife  and  the  broker  that  the  broker  would  increase  the  capital  for 
investment  purposes  from  the  profits  of  preceding  transactions^  and 
it  was  only  after  a  loss  that  the  total  fimd  was  withdrawn. 
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In  the  instant  case  there  was  an  agreement  between  A  and  his 
wife  that  there  should  be  an  equal  contribution  of  capital,  and  an 
equal  sharing  of  profits  and  losses.  Such  an  agreement  is  sufficient 
to  create  a  partnership.  {Tibhatts  v.  Tibhatts,  23  Fed.  14020;  V.  S. 
V.  Ouerber,  124  Fed.  323;  Overton  Bank  v.  Thompson,  118  Fed.  798; 
Priest  V.  Chouteau,  85  Mo.  398;  McNealy  v.  BarUeU  (Mo.)  99  S.  W. 
767.)  The  fact  that  the  husband  conducted  the  business  does  not 
prove  that  no  partnership  existed.  Every  partner  is  entitled  to 
take  part  in  the  management  of  the  business,  but  the  management 
may  be  delegated  to  one  partner. 

The  only  Question  remaining  is  whether  a  wife  may  become  a 
partner  with  ner  husband.  In  the  case  of  Dunifer  v.  Jeeks^  87  Mo. 
282)  the  court  held  that  imder  modem  statutes  which  authorize 
contracts  between  husband  and  wife,  where  the  disabilities  of  married 
women  have  been  entirelv  removed,  a  married  woman  may  become 
a  partner  in  business  with  her  husband. 

In  view  of  the  facts  that  the  business  in  the  present  case  extended 
over  a  period  of  more  than  a  year,  that  there  was  an  equal  contri- 
bution of  capital  and  sharing  of  profits  and  losses,  and  that  a  husband 
and  wife  may  be  partners  in  the  State  of  Y,  the  Committee  is  of  the 
opinion  that  a  partnership  was  created,  and  that  the  profits  there- 
from are  taxable  to  the  partnership  imder  section  201  of^the  Revenue 
Act.  of  1917. 

Therefore,  it  is  reconmoiended  in  the  appeal  of  A  that  the  action  of 
the  Income  Tax  Unit  in  holding  that  certain  profits  realized  in  1917 
and  derived  from  trading  in  grain  futures  constitute  income  from 
trade  or  business  and  are  subject  to  excess-profits  taxes  at  the  ^ad- 
uated  rates  be  sustained;  that  such  profits  be  held  to  constitute 
income  to  a  partnership  composed  of  A  and  his  wife;  that  a  partner- 
ship return  be  required  accordin^^ly;  that  an  assessment  oi  excess- 
profits  tax  equal  to  y  per  cent  oi  £ne  profits  so  realized  be  not  sus- 
tained; and  that  a  determination  and  assessment  of  excess-profits 
taxes  against  the  partnership  composed  of  A  and  B  be  made  in 
accordance  with  the  provisions  of  section  210,  Revenue  Act  of  1917, 
and  articles  18,  24,*and  52  of  Regulations  41. 


Section  301,  Abtiole  711 :  Imposition  of  tax.  42-21-1874 

A.  R.  R.  426 

REVENUE  ACT  OP  1917. 

Recommended  in  the  appeal  of  A,  that  tbe  action  of  the  Income  Tax 
Unit  in  transferring  an  amount  of  21a;  dollars  representing  royalties  re- 
ceived under  a  license  contract  from  Block  D  of  A*s  personal  income  tax 
return  for  the  year  1917  to  Block  A  and  subjecting  the  same  to  excess 
profits  tax  under  the  provisions  of  section  209  of  the  Revenue  Act  of 
1917,  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  A  from 
the  decision  of  the  Income  Tax  Unit  holding  that  royalties  received 
by  A  during  the  year  1917  from  the  M  Company  under  a  license 
contract  entered  into  February  — ,  1914,  constitute  income  subject 
to  excess  profits  tax  under  the  provisions  of  section  209  of  the  Reve- 
nue Act  of  1917. 

From  the  records  in  the  case  and  from  statements  made  by  the 
attorney  for  the  taxpayer  during  a  hearing  granted  by  this  Com- 
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mittee,  it  appears  that  for  some  time  prior  to  1914  A  was  engaged 
in  the  automobile  business  and  that  prior  to  that  year  he  had  in- 
vented and  taken  out  letters  patent  on  certain  automobile  improve- 
mentSy  and  made  apphcation  for  certain  other  letters  patent.  It 
further  appears  that  on  February  — ,  1914,  A  granted  to  the  M 
Company  an  exclusive  license  under  the  said  letters  patent  and  other 
letters  patent  which  might  be  issued  upon  appUcations  then  pending 
to  manufacture,  use,  and  sell  such  inventions,  structures,  and  devices 
as  were  covered  by  such  letters  patent  and  appUcations,  and  in 
consideration  of  the  license  so  granted  the  licensee  a^eed  to  pay  to 
A  a  royiJty  based  upon  the  net  selling  price  received  c>y  the  hcensee 
for  ^'aJi  devices,  attachments,  parts,  or  appurtenances  thereto  made 
under  or  covered  bj  the  said  patents  issued,  or  which  may  be  issued 
upon  said  apphcations,  or  any  of  them,  or  under  or  covered  by  any 
patent  hereafter  issued  to,  or  application  for  letters  patent  here- 
after made  by  the  hcensor,  covermg  the  same  or  similar  devices  or 
any  improvement  or  improvements  thereon,"  it  being  also  provided 
that  in  further  consideration  of  the  granting  of  the  said  license,  the 
licensee  guaranteed  to  A  employment  at  a  certain  salary  per  month 
for  six  months  from  the  date  of  the  contract.  During  the  year  1917, 
A  received  under  this  contract  royalties  amoimting  to  2Ix  dollars, 
which  he  reported  in  Block  I>  of  his  personal  return  for  that  year. 
The  Unit  in  its  audit  of  this  return  transferred  the  said  amount  to 
Block  A  and  made  an  additional  assessment  of  x  dollars  excess  profits 
tax.  It  is  against  this  action  of  the  Unit  that  the  taxpayer  now 
protests  on  me  srounds  that  such  royalties  were  derived  from  a 
mere  ownership  of  property  and  not  from  a  business,  trade,  occupa- 
tion, vocation,  or  profession  conducted  or  followed  by  A  during  the 
year  1917.  Therefore,  the  question  here  presented  for  decision  is 
whether  A  was  engaged  in  business  or  trade  for  the  purpose  of  de- 
termining his  UabHity  for  excess  profits  tax  on  the  royalties. 

Section  201,  Title  II,  of  the  war  excess  profits  tax  law  of  1917 
provides  that  this  title  shall  apply  to  all  trades  or  businesses  of 
whatever  description,  whether  contmuously  carried  on  or  not.  The 
terms  ''trade"  and  ''business"  as  used  in  the  Revenue  Act  of  1917 
include  occupations  and  professions. 

Article  8  of  Regulations  41  provides  that — 

In  the  case  of  an  individual,  the  terms  "trade,**  "busineea,**  and  ''trade  or  business*' 
comprehend  aU  his  activities  for  gain,  profit,  or  Uvelihood,  entered  into  with  sufficient 
frequency  or  occupying  such  portion  of  his  time  or  attention  as  to  constitute  a  voca- 
tion, including  occupations  and  professions.  Wlien  such  activities  constitute  a 
vocation  they  snail  be  construed  to  oe.a  trade  or  business  whether  continously  carried 
on  during  the  taxable  year  or  not,  and  all  the  income  arising  therefrom  shall  be  in- 
cluded in  his  return  for  excess  profits  tax. 

In  the  following  cases  the  gain  or  income  is  not  subject  to  excess  profits  tax,  and  the 
capita]  from  which  such  gain  or  income  is  derived  shall  not  be  included  in  ''invested 
capital**:  (a)  Gains  or  prcfits  from  transactions  entered  into  for  profit^  but  which  are 
isolated,  incidental,  or  so  infrequent  as  not  to  constitute  an  occupation,  and  (6)  the 
mcome  from  property  arising  merely  from  its  ownership,  including  interest,  rent,  and 
simUar  income  nom  investments  except  in  those  cases  in  which  the  management  of 
Mlp)  investments  really  constitutes  a  trade  or  business. 

^/  "Business"  has  been  defined  as  that  which  occupies  and  engages 
the  time,  attention,  and  labor  of  anyone  for  the  purpose  of  livelihood, 
profit,  or  improvement;  that  which  is  his  personal  concern  or  interest; 
emplovment;  r^ular  occupation;  but  it  is  not  necessary  that  it 
shoula  be  his  sole  occupation  or  employment.     Regular  services 
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connected  wi^  ownership;  as  in  this  case,  constitute  an  occupation 
or  businesSy/^ 

In  the  cjonsideration  of  this  case  it  appears  that  prior  to  1914  A 
was  engaged  in  the  automobile  business;  that  he  invented  certain 
articles  of  value  to  the  automobile  trade,  one  of  which  has  proven  of  | 

great  value  and  has  been  adopted  by  most  of  the  manufacturers  of  ' 

pleasure  cars  as  standard  eqmpment.  It  further  appears  that  some 
twio  years  prior  to  January  1,  1917,  A  organized  a  corporation  of 
his  own  known  as  the  O  Company,  to  conduct  an  automobile  accessory 
business,  which  corporation  then  and  is  now  engaged  lai^ely  in 
experimental  work.     During  the  year  1917  A  devoted  about  85  per  i 

cent  of  his  time  to  the  affairs  of  this  corporation,  for  which  he  received 
no  salary,  the  balance  of  his  time  bein^  spent  in  the  discharge  of  his 
duties  as  a  consulting  or  traveling  engmeer  pursuant  to  the  terms  of 
his  employment  with  the  M  Company.  With  r^erence  to  such 
employment  the  taxpayer's  attorney  states — 

By  arrangement  with  the  president  of  the  M  Company  and  at  his  suggestion.  A 
was  to  receive  for  the  year  1917  by  way  of  a  retainer  or  nominal  salaiy ,  the  sum  of  ^ 
dollars,  but  was  techmcaUy  designated  as  a  traveling  engineer,  but  as  ho^tofore  stated 
devoted  no  r^idar  time  to  the  company's  business;  was  called  in  for  occasional  con- 
sultations and  asked  to  make  occasional  trips  on  behalf  of  the  company,  and  for  months 
at  a  time  was  away  from  the  place  of  business  on  his  own  affairs.  The  so-called  salary 
paid  to  A  for  the  year  1917  waa  equivalent  to  a  retainer  which  might  be  paid  bv  the 
company  to  a  consulting  engineer  so  that  the  company  would  be  free  to  asK  A*8  aavice 
regarding  matters  affecting  the  manufacture  and  sale  of  the  devices. 

A  claims  that  prior  to  1914  he  spent  in  experiments,  attorney's 
fees,  and  other  expenses  incidental  to  the  development  of  his  patents, 
approximately  4x  dollars  and  that  the  letters  patent  upon  which 
royalties  were  received  in  1917  represented  a  substantial  investment 
in  money.  No  data  has  been  furnished  supporting  this  claim.  Sub- 
sequent to  July  — y  1917,  A  purchased  from  B  certain  patent  rights 
for  the  sum  of  3x  dollars,  and  from  other  parties  he  purchased  cer- 
tain other  patent  rights  and  claims  relating  to  his  particular  in- 
vention for  the  sum  of  2^x  dollars.  Such  purchases  were  made  in 
order  that  the  devices  covered  by  the  patents  might  be  controlled 
by  A  and  not  enter  into  competition  with  his  own  devices  then 
being  manufactured  and  sold  by  the  M  Company. 

It  is  thus  shown  that  A  was  engaged  in  the  automobile  business 
prior  to  1914'  that  he  devoted  a  considerable  part  of  his  time  and 
attention  to  the  invention  of  certain  devices  for  use  in  the  automobile 
trade;  that  during  six  months  of  1914  he  was  a  salaried  employee  of 
the  M  Company  engaged  in  the  exploitation  and  installation  of  the 
automobile  devices  invented  by  him;  that  subsequent  to  that  time 
and  during  the  year  1917  he  received  an  annual  salary  from  the  said 
corporation  as  a  traveling  or  consulting  engineer,  although  he  devoted 
no  regular  time  to  the  corporation's  Dusiness;  also  that  he  devoted 
a  very  considerable  part  of  his  time  during  the  vear  1917  to  the 
conduct  of  the  affairs  of  the  O  Company,  of  whicn  he  was  the  sole 
owner,  engaged  in  the  automobile  accessory  business  and  in  experi-  ^ 
mental  work;  and  that  during  said  year  he  made  various  purchases  H 

of  patents  and  took  other  steps  to  protect  his  interests  as  licensor 
ana  the  interests  of  the  M  Company  as  licensee  under  the  license 
contract  dated  February  — ,  1914. 

The  Committee,  after  a  careful  consideration  of  all  the  facts  pre- 
sented, is  of  the  opinion  that  the  royalties  received  by  A  during  the 
year  1917  did  not  result  from  a  mere  ownership  of  property  but  that 
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the  time  and  attention  devoted  by  him  during  1917  and  prior  years 
to  the  invention  of  automobile  devices,  fixtures,  or  accessories,  the 
placing  of  same  on  the  market  and  the  protection  of  same  were 
sufficient  to  constitute  a  trade  or  business  within  the  meaning  of 
such  terms  as  defined  in  section  200  of  the  Revenue  Act  of  1917. 
This  opinion  is  strengthened  by  the  decision  of  the  United  States 
District  Court,  District  of  New  Jersey,  in  the  case  of  the  DelasJci  <fc 
Throvp  Circular  Woven  Tire  Company  v.  Samud  IredeHy  CoUector, 
which  reads,  in  part,  as  follows: 

The  patents  which  the  plaintiff  owned  were  the  concrete  embodiment  of  the  skill 
which  the  plaintiff  possessed  in  its  field  of  activity.  This  skill  or  service  is  bartered 
for  a  consideration.  Such  skill  or  service  is  like  the  service  a  lawyer  in  large  practice 
renders  for  an  annual  retainer  and  is  very  nearlv  akin  to  the  service  which  a  commis- 
sion house  renders  to  those  who  buy  and  sell  through  it,  or  the  service  of  a  concern 
engaged  in*  selling  or  leasing  real  estate  and  in  writing  insurance.  The  plaintiff's 
soiuY^e  of  income  was  that  which  certain  persons  were  willing  to  pay  it  for  the  use  of 
its  skill  and  knowledge.  It  is  true  that  skill  and  knowledge  had  been  reduced  to 
concrete  form,  but  the  payment  was  for  the  use  of  the  skill  and  knowledge  and  not 
for  any  part  or  parcel  of  the  form  to  which  the  skill  and  knowledge  had  been  reduced. 

The  Committee  therefore  recommends  that  the  decision  of  the 
Unit,  holding  that  royalties  received  by  A  constitute  income  subject 
to  excess  profits  tax  under  the  provisions  of  section  209  of  the  Kevenue 
Act  of  1917,  be  sustained. 

Section  301,  Article  711 :  Imposition  of  tax.  62-21-1996 

(Also  Section  213 (b) ,  Article  87. )  A.  R.  R.  706 

REVENUE  ACT  OF  1917. 

Recommended,  in  the  appeal  of  A,  that  the  action  of  the  Income 
Tax  Unit  in  holding  that  the  entire  amount  received  by  him  from  th^ 
estate  of  B  was  income  for  the  year  1917  in  which  it  was  received 
by  him  be  sustained,  but  that  the  action  of  the  Unit  in  holding  that 
such  amount  was  income  from  a  trade  or  business,  and  therefore 
subject  to  the  excess  profits  tax  imposed  by  section  209  of  the  Act 
of  October  3, 1917,  be  reversed,  and  accordingly,  that  the  appeal  be 
denied  in  part  and  sustained  in  part. 

The  Committee  has  carefully  considered  the  appeal  of  A  from  the 
action  of  the  Income  Tax  Unit  in  holding  that  the  entire  amount 
received  by  him  from  the  estate  of  B  was  income  for  the  year  1917 
in  which  it  was  received  by  him,  and  that  such  amount  was  income 
from  a  trade  or  business,  and  therefore  subject  to  the  excess  profits 
tax  imposed  by  section  209  of  the  Act  of  October  3,  1917. 

A,  in  his  tax  return  for  the  year  1917,  gave  his  occupation  as  that' 
of  farmer  and  attached  to  his  return  the  following  statement : 

The  item  of  35j?  dollars,  about  which  instructions  were  previously  asli^d  and 
received,  represented,  as  stated  in  the  explanation  originally  filed,  payment  by 
the  executors  of  the  estate  of  B  for  services  rendered  by  A  in  boarding,  caring 
for,  and  nursing  members  of  B's  family,  and  in  boarding  and  maintaining, 
from  time  to  time,  divers  other  persons  at  the  instance  and  request  of  the 
said  B,  and  to  boarding  and  caring  for  teams  and  the  use  of  automobiles,  teanisj 
wagons,  carriages,  sen^ants,  and  employees,  and  to  expenses  incurred  by  A  in 
executing  the  orders  and  directions  of  B.  This  sum  was  received  in  express 
payment  for  these  services  which  extended  over  a  period  of  years  from  188- 
to  190-  and  the  years  from  1911  to  1916.  The  services  rendered  in  each  of 
these  years  were  practically  of  the  identical  nature  and  the  only  way  in 
which  the  amount  due  for  any  year  can  be  arrived  at  is  by  a  division  of  the 
entire  amount  by  the  total  number  of  years  over  which  the  services  extended, 
or  2x  dollars.    This  amount  is,  therefore,  included  in  the  within  account  and 
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A  tenders  hlmaelf  as  ready  and  wiliin^  to  pay^  the  taxes  on  like  amoimta  for 
tbe  years  1915  and  1916,  if  payable. 

Upon  advice  that  it  was  necessary  for  the  appellant  to  employ 
counsel  at  an  expense  of  S^x  dollars  in  order  to  recover  the  claim  of 
35a?  dollars  and  that  other  expenditures  were  made  for  the  account 
of  B  in  wages,  supplies,  etc.,  aggregating  Sx  dollars,  the  amount  re- 
ported by  the  appellant  as  a  receipt  under  Block  A  in  his  return,  to 
wit,  2x  dollars,  was  increased  by  the  Income  Tax  Unit  by  21^  dollars, 
tliis  amount  being  the  difference  between  the  net  amount  of  2S^x 
dollars  and  the  amount  previously  reported.  The  excess-profits  tax 
of  the  appellant  was  computed  on  the  corrected  amount. 

The  appellant  explains  that  B  was  a  relative  and  that,  as  stated 
in  the  memorandum  above  quoted,  he  rendered  certain  services  to 
him  from  188-  to  190-,  and  from  1911  to  1916,  for  which  he  was 
to  be  repaid  by  a  legacy;  that  it  was  understood  that  if  there  was  no 
will  then  the  appellant  was  to  file  a  claim  against  the  estate ;  that 
B  died  intestate  in  1916,  and  the  appellant  filed  a  claim  against  the 
estate  in  the  amount  of  35.r  dollars,  which  was  paid  in  1917.  He  con- 
tends that  under  these  circumstances  he  had  a  valid  claim  against  B 
as  of  March  1,  1913,  and  that  the  value  of  such  claim  on  that  date 
should  be  deducted  from  the  36j?  dollars  in  computing  his  income. 

The  appellant  further  contends  that  the  net  amount  received,  to 
wit,  23^a?  dollars,  even  if  taxable,  is  not  subject  to  the  excess-profits 
tax  of  8  per  cent  under  section  209  of  the  Act  of  October  3,  1917,  for 
the  reason  that  his  occupation  is  that  of  farmer  and  that  the  furnish- 
ing of  board,  teams,  meals,  etc.,  to  B  was  wholly  incidental  to  his 
business,  that  he  was  not  a  hotel  keeper  or  liveryman,  and  that  there- 
fore the  services  rendered  to  B  were  entirely  apart  from  his  trade  or 
business,  and  the  income  therefrom  is  in  no  event  subject  to  the  excess- 
profits  tax. 

Section  1  (a)  of  the  Act  of  September  8, 1916,  imposed  a  tax  "  upon 
the  entire  net  income  received  in  the  preceding  calendar  year  from  all 
sources  by  every  individual,"  and  paragraph  (b)  of  the  same  section 
imposed  an  additional  tax  upon  the  same  income.  Sections  1  and  2 
of  the  Act  of  October  3,  1917,  imposed  further  taxes  in  addition  to 
those  imposed  by  paragraphs  (a)  and  (b)  of  section  1  of  the  Revenue 
Act  of  1916,  but  made  no  change  in  the  basis  of  the  tax. 

Section  209  of  the  Act  of  October  3, 1917,  provided : 

That  in  the  case  of  a  trade  or  business  having  no  invested  capital  or  not  more 
than  a  nominal  capital  there  shaU  be  levie<l,  assessed,  collected,  and  paid,  in 
.addition  to  the  taxes  under  existing  law  and  under  this  Act,  in  Ueu  of  the  tax 
imposed  by  section  two  hundred  and  one,  a  tax  equivalent  to  eight  per  centum 
of  the  net  income  of  such  trade  or  business  in  excess  of  the  following  deductions : 
In  the  case  of  a  domestic  cori)oration  $3,000,  and  in  the  case  of  a  domestic  part- 
nership or  a  citizen  or  resident  of  the  United  States  $6,000;  in  the  case  of  all 
other  trades  or  business,  no  deduction. 

Section  201  of  the  last-named  Act  imposed  a  ^aduated  excess- 
profits  tax  upon  the  income  of  every  corporation,  partnership,  or 
individual. 

Article  8  of  Regulations  41  provides : 

In  the  case  of  an  individual,  the  terms  "  trade,"  "  business,*'  and  "  trade 
or  business  "  comprehend  all  his  activities  for  gain,  profit,  or  Uyelihood.  en- 
tered into  w^lth  sufficient  frequency  or  occupying  such  portion  of  his  time  op 
attention  as  to  constitute  a  vocation,  including  occupations  and  pro- 
fessions.   •     ♦    ♦. 
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In  the  following  cases  the  gain  or  income  is  not  subject  to  excess-profits  tax, 
*  *  *:  (a)  Gains  or  profits  from  transactions  entered  into  for  profit,  but 
which  are  isolated,  Incidental,  or  so  infrequent  as  not  to  constitute  an  occu- 
pation,    ♦     ♦     *.  . 

In  a  memorandum  in  this  case,  dated  July  18,  1921,  the  Solicitor 
of  Internal  Revenue  stated : 

The  facts  do  not  fully  appear  on  the  record,  but  it  seems  that  the  taxpayer 
received  35a?  dollars  in  1917  in  payment  of  a  claim  against  the  estate  of  B, 
his  relative,  covering  services,  etc.,  which  extended  over  a  period  of  years 
from  188-  to  190-  and  from  1911  to  1916.  The  Unit  ♦  ♦  ♦  holds  that  of 
this  amount  23^0?  dollars  is  subject  to  both  Income  ^tax  and  excess-profits  tax  at 
the  1917  rates,  the  difference  between  the  amounts  being  deductible.  I  con- 
cur in  the  view  that  this  was  not  a  claim  on  March  1,  1913,  because  the  un- 
derstanding between  the  parties  was  too  indefinite  and  intangible  and  it  does 
not  even  appear  that  accounts  were  kept.  It  appears  proper,  therefore,  to  sub- 
ject the  2Six  dollars  to  income  tax.  I  believe,  however,  that  this  income  was 
not  derived  from  a  trade  or  business  or  vocation  within  the  meaning  of  the 
statute  and  the  regulations  and  therefore  is  not  subject  to  the  excess-profits 
tax. 

Analyzing  the  taxpayer's  statement  reproduced  on  page  1  of  the  recom- 
mendation, which  seems  to  be  the  only  statement  of  the  facts  in*  the  record, 
the  claim  embraced  the  following  principal  items:  (1)  Services  rendered  in 
boarding,  caring  for,  and  nursing  members  of  B*s  family;  (2)  boarding  and 
caring  for  teams;  (3)  use  of  automobiles,  teams,  wagons,  carriages,  servants, 
and  employees;  (4)  expenses  incurred  at  his  relative's  direction.  The  tax- 
payer was  permitted  to  deduct  Sx  dollars  representing  item  (4)  and  also  the 
expense  of  collection  of  claim.  The  remaining  items  seem  to  me  to  come 
within  clause  (a)  of  the  second  paragraph  of  article  8,  Regulations  41  -("gains 
or  profits  from  transactions  entered  into  for  profit  but  which  are  isolated, 
incidental,  or  so  infrequent  as  not  to  constitute  an  occupation"),  and  there- 
fore not  to  be  subject  to  excess-profits  tax.  The  conclusion  is  based  upon  the 
assumed  facts  that  the  taxpayer  performed  the  above  kind  of  services  only 
for  his  relative,  and  not  ft)r  others,  had  no  agreement  as  to  prices  or  charges, 
and  kept  no  accounts,  but  expected  to  be  recompensed  in  some  way  and  to 
some  extent  on  his  relative'*  death.  If,  however,  it  is  true  of  any  of  the  three 
items  that  he  performed  similar  services  for  others  in  addition  to  the  services 
casually  and  incidentally  rendered  his  relative,  it  might  be  held  that  he  was 
engaged  In  that  particular  business,  but  I  find  nothing  in  the  record  to  war- 
rant such  finding.  Certainly  in  the  absence  of  any  definite  agreement  between 
the  parties  nursing  and  caring  for  relatives  would  not  ordinarily  be  considered 
a  vocation,  trade,  or  business  of  a  person  whose  regular  occupation  is  that  of 
a  farmer. 

The  Committee  concurs  in  the  views  expressed  by  the  Solicitor  of 
Internal  Revenue  and  therefore  recommends  that  in  the  appeal  of 
A,  the  action  of  the  Income  Tax  Unit  in  hohling  that  the  entire 
amount  received  by  him  from  the  estate  of  B  was  income  for  the  year 
1917  in  which  it  was  received  by  him  be  sustained,  but  that  the  action 
of  the  Unit  in  holding  such  amount  was  income  from  a  trade  or 
business,  and  therefore  subject  to  the  excess-profits  tax  imposed  by 
section  209  of  the  Act  of  October  3, 1917,  be  reversed,  and  accordingly 
that  the  appeal  be  denied  in  part  and  sustained  in  part. 


W 


Section  301,  Article  714:  Computation  of  tax  on 
income  from  Government  contracts. 

(See  42-21-1867;  sec.  1,  art.  1510.)     Supplementary  Government 
contracts. 
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SECTION  302.— LIMITATION  OF  TAX. 

Section  302,  Abticles  732  and  733.  48-21-1953 

T.  D.  3245 

WAR  PROFITS  AND   EXCES8   PROFITS   TAXES— LIMITATION. 

Abticles  732  and  783,  Reoutations  45  (1020  Edition)  Amended. 

Treasury  Department, 
OmoE  OF  Commissioner  op  Internal  Revenue, 

Washinffton^  D.  C. 

To  collecto7*8  of  internal  revenue  and  others  concerned: 

Articles  732  and  733,  Regulations  45  (1920  edition),  are  hereby 
amended  to  read  as  follows : 

Abt.  732.  Limitation  ^cheii  return  for  fractional  part  of  year. — When  a  return 
is  rendered  for  a  fractional  part  of  a  year,  the  limitation  shall  be  computed  in 
the  same  n&nner  as  if  the  period  covered  by  the  return  were  a  full  taxable 
year. 

Art.  733.  Illustration  of  computation  of  limitation  of  tax, — If  in  the  illus- 
tration used  in  Article  720  the  invested  capital  had  been  $100,000  and  the  net 
income  $80,000,  the  tax  computed  under  section  301  (a)  of  the  statute  would 
be  $56,200.  Section  302  provides,  however,  that  the  tax  under  section  301  (a) 
shall  not  be  more  than  30  per  cent  of  the  net  income  in  excess  of  $3,000  and 
not  in  excess  of  $20,000  plus  80  per  cent  of  the  net  income  in  excess^of  $20,000. 
The  tax  at  the  30  per  cent  rate  will  be  $5,100  (art.  731)  and  the  balance  of 
the  tax  will  be  80  per  cent  of  $60,000  (the  net  income  in  excess  of  $20,000),  or 
$48,000.  The  total  tax  will  therefore  be  $5,100  plus  $48,000,  or  $53,100.  The 
tax  under  section  301  (a),  amounting  to  $56,200,  will  accordingly  be  reduced 
to  $53,100. 

D.  H.  Blair, 
Commissioner  of  Internal  Revenue. 

Approved :  November  14,  1921. 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


Part  III. — Credits. 


SECTION  310.— PREWAR  PERIOD. 

Section  310,  Article  771 :  Prewar  period. 

(See  39-21-1849;  sec.  331,  art.  941.)     When  year  1913  was  one  of 
extraordinary  dejiression. 
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SECTION  312.— EXCESS  PROFITS  CREDIT. 

Section    312,    Article    791:    Excess    profits  27-21-1718 

credit.  A.  R.  R.  547 

REVENUE   ACT   OF   1917. 

Recommended,  that  the  action  of  the  Income  Tax  Unit  In  de- 
nying the  M  partnership  a  deduction  of  9  per  cent  of  the  Invested 
c&pitnl  in  the  taxable  year  1917  be  reversed  and  that  "the  allowable 
deduction  be  determined  in  accordance  with  article  23  of  Regula- 
tions 41. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
partnership  from  the  action  of  tlie  Income  Tax  Unit  m  disallowing 
the  taxpayer  a  deduction  of  9  per  cent  of  invested  capital  for  the 
taxable  year  1917. 

The  taxpayer,  in  submitting  the  case  on  appeal,  makes  the  follow- 
ing statement : 

The  M  partnership  is  engaged  in  the  retail  business.  Prior  to  1918  there  were 
only  two  partners ;  tiieir  business  was  almost  entirely  a  cash  business ;  a  simple 
computation  of  their  profits  at  the  end  of  the  year  resulted  in  a  division  of 
profits  which  was  for  their  purposes  sufficiently  accurate.  Under  these  circum- 
stances the  partners  did  not  consider  that  they  needed  an  accounting  system, 
and  no  proper  system  was  maintained. 

In  compiling  the  1917  excess-profits  tax  return  the  partnership  took  ad- 
vantage of  the  9  per  cent  deduction,  but  in  the  audit  of  the  returns  the  Com- 
missioner of  Internal  Revenue  has  disallowed  this  deduction  and  allowed  the 
minimum  deduction  provided  by  law,  namely  7  per  cent,  on  the  ground  that  the 
necessary  prewar  data  to  sustain  a  larger  deduction  had  not  been  furnished. 

In  lieu  of  statement  of  net  income  an  affidavit  has  been  submitted 
showing  the  withdrawals  of  the  partners  for  the  years  1909  to  1916, 
inclusive.  It  is  admitted  that  withdrawals  do  not  in  strict  accuracy 
represent  the  net  income  of  the  partnership.  However,  it  is  claimed 
that  the  withdrawals  during  the  years  1911,  1912,  and  1913  averaged 
well  over  3a?  dollars,  and  that  since  the  invested  capital  in  1917  was 
approximately  14,r  dollars,  and  not  in  excess  of  this  amount  in  the 
prewar  years,  the  relation  of  income  to  invested  capital  during  the 
prewar  years  was  more  than  21  per  cent. 

Section  203(b)  of  the  Revenue  Act  of  1917  provides  for  a  deduc- 
tion as  follows : 

In  the  case  of  a  domestic  partnership  *  •  *  the  sum  of  (1)  an  amount 
equal  to  the  same  percentage  of  the  invested  capital  for  the  taxable  year  which 
the  average  amount  of  the  annual  net  income  of  the  trade  or  business  during 
the  prewar  period  was  of  the  invested  capital  for  the  prewar  period  (but  not 
less  than  seven  or  more  than  nine  per  centum  of  the  invested  capital  for  the 
taxable  year),  and  (2)  $6,000. 

Section  204  authorizes  an  8  per  cent  deduction  when  the  partner- 
ship was  not  in  existence  during  the  prewar  year,  and  also  provides 
for  the  prewar  computation  of  income  and  invested  capital  of  a  part- 
nership not  formally  organized  or  reorganized  prior  to  January  2, 
1913. 

Section  205(a)  provides  for  the  computation  when  the  partner- 
ship had  no  prewar  income  or  when  the  percentage  which  the  net 
income  was  of  the  invested  capital  was  low  as  compared  with  the 
percentage  which  the  net  income  during  such  period  of  representa- 
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tive  partnerships  engaged  in  a  like  or  similar  trade  or  business  was 
of  their  invested  capital. 

Section  205(b)  lurther  provides  that  the  tax  shall  he  assessed 
upon  the  basis  of  the  deduction  determined  as  provided  in  section 
203. 

Section  206  provides  that : 

The  net  income  of  a  partnership  or  individual  shall  be  ascertained  and  re- 
lumed for  the  calendar  years  nineteen  hundred  and  eleven,  nineteen  hundretl 
and  twelve,  and  nineteen  hundred  and  thirteen,  and  for  the  taxable  year,  upon 
the  same  basis  and  in  the  same  manner  as  provided  in  Title  I  of  such  Act  or 
September  eightli,  nineteen  hundred  and  sixteen,  as  amended  by  this  Act,  ex- 
cept that  the  credit  allowed  by  subdivision  (b)  of  section  five  of  such  Act  shall 
be  deducted.    ♦    ♦    ♦ 

Section  207  provides  that : 

The  term  "  invested  capital "  for  any  year  means  the  average  invested  capi- 
tal for  the  year,  as  defined  and  limited  in  this  title,  averaged  monthly. 

• 

It  is  clearly  evident  from  the  above-quoted  provisions  of  the  law 
that  estimates  of  prewar  income  or  invested  capital  can  not  be  sub- 
stituted for  ascertained  and  returnable  net  income  and  invested 
capital,  but  article  23  of  Regulations  41  gives  relief  because  in  the 
instant  case  the  income  for  the  prewar  period  can  not  be  satisfac- 
torily determined.  Under  such  conditions  the  deduction  is  measured 
by  '^  an  amount  equal  to  the  same  percentage  of  invested  capital  for 
the  taxable  year  which  the  average  deduction  (determined  in  the 
same  manner  as  provided  in  article  21,  without  including  the  $3,00() 
or  $6,000  therein  referred  to),  for  such  year  of  i-epresentative  cor- 
porations, partnerships,  or  individuals  engaged  in  a  like  or  similar 
trade  or  business,  is  of  their  average  invested  capital  for  such  year, 
plus  *  *  *  in  the  case  of  a  domestic  partnership  or  a  citizen  or 
resident  of  the  United  States,  $6,000." 

This  partnership  had  reasonable  grounds  for  claiming  9  per  cent 
deduction  in  filing  return,  and  it  is  accordinglv  the  opinion  of  the 
Committee  that  the  administrative  provision  of  article  23  requiring 
7  per  cent  deduction  in  the  first  instance  should  be  waived  to  give 
effect  to  the  real  merits  of  the  case. 

The  Committee  accordingly  recommends  that  the  action  of  the 
Income  Tax  Unit  in  denying  the  M  partnership  a  deduction  of  • 
per  cent  of  the  invested  capital  in  the  taxable  year  1917  be  reversed 
and  tliat  the  allowable  deduction  be  determined  in  accordance  with 
article  23  of  Regulations  41. 


Secttion    312,    Article    791:    Excess    profits  32-21-1764 

credit.  T.  D.  3200 

EXCESS   PROFITS  TAX— REVENUE   ACT  OF   1917— DECISION   OP   COrRT. 

1.  Kate  op  Tax — '*  Amount  of  the  Net  Income  in  Kxcess 

OF  THE  Deduction." 

"The  amount  of  the  net  income  in  excess  of  the  deduction,"  as  used  in  sec- 
tion 201,  means  that,  where  the  deduction  does  not  exceed  15  per  cent  of  the 
invested  capital,  the  first  of  the  graduateil  i)ercentage8  of  tax  is  to  be  20  per 
cent  of  the  difference  between  the  de<luction  and  15  per  cent  of  the  Invested 
capital. 
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2.    CJONSTITUTIONALITY  OF  ACT. 

The  construction  placed  on  section  201  by  the  regulations  of  the  Commissioner 
of  Internal  Revenue  does  not  render  the  law  unconstitutional  as  preventing  uni- 
formity and  equality  in  the  application  of  the  tax. 

Treasury  Department, 
Office  op  Commissioner  of  Internal  Revenue, 

Wdshington^  D.  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  District  Court  of  the  United  States 
for  the  Eastern  District  of  Pennsylvania,  in  the  case  of  Ehret  Mag- 
nesia  Manufacturing  Co.  v.  Ephraim  Leaerer^  collector^  is  published 
for  the  information  of  internal  revenue  officers  and  others  concerned. 

D.  H.  Blair, 

Commissioner  of  Internal  Revenue. 
Approved  July  19,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 

DisTKicT  Court  of  the  United  States  fob  the  Eastern  District  of  Penn- 
sylvania.   No.  7044. 

Ehrct  MaffncHia  M  emu  fact  uring  Co.  v.  Ephraim  Lederer,  Collector  of  Internal 

Revenue  for  the  First  District  of  Pennsylvania. 

Upon  trial  before  the  court  without  a  jury. 

[June  sessions,  1920.1 

Thompson,  Judge :  The  plaintiff  brought  suit  to  recover  the  sum  of  $23,889.94, 
the  amount  of  taxes  alleged  to  have  been  unlawfully  assessed  and  collected  by 
the  defendant.  The  taxes  were  paid  under  protest  and  petition  for  a  refund 
was  rejected  by  the  Commissioner  of  Internal  Revenue.  The  facts  are  not  in 
dispute.  The  tax  was  assessed  upon  excess  profits  under  the  provisions  of 
section  201  of  Title  II  of  the  Act  of  October  3,  1917  (40  Stat.,  302).  The  ap- 
plicable provisions  of  the  Act  are  as  follows: 

Title  II — War  Excess  Profits  Tax. 

Definitions: 

Tlie  term  '*  taxable  year  "  means  the  twelve  months  ending  December  thirty- 
first. 

Tlie  term  "  prewar  period  "  means  the  calendar  years  nineteen  hundred  and 
eleven,  nineteen  hundred  and  twelve,  and  nineteen  hundred  and  thirteen. 

Sec.  201.  That  in  addition  to  the  taxes  under  existing  law  and  under  this  Act 
there  shall  be  levied,  assessed,  collected,  and  paid  for  each  taxable  year  upon 
the  Income  of  every  corporation,  partnership,  or  individual  a  tax  (hereinafter 
in  this  title  referred  to  as  the  tax)  equal  to  the  following  percentages  of  the 
net  income: 

Twenty  per  centum  of  tlie  amount  of  the  net  income  in  excess  of  the  deduc- 
tion (determined  as  hereinafter  provided),  and  not  in  excess  of  fifteen  per 
centum  of  the  invested  capital  for  the  taxable  year; 

Twenty-five  per  centum  of  the  amount  of  the  net  Income  in  excess  of  fifteen 
per  centum  and  not  in  excess  of  twenty  per  centum  of  such  capital ; 

Thirty-five  per  centum  of  the  amount  of  the  net  income  in  excess  of  twenty 
per  centum  and  not  in  excess  of  twenty -five  per  centum  of  such  capital ; 

Forty-five  per  centum  of  the  amount  of  the  net  income  in  excess  of  twenty- 
five  per  centum  and  not  in  excess  of  thirty-Uiree  per  centum  of  such  capital; 
and 

Sixty  per  centum  of  the  amount  of  the  net  income  in  excess  of  thirty-three 
per  centum  of  such  capital. 
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Sec.  203.  That  for  tbe  pnrpoftes  of  this  title  the  dednction  shall  be  as  fol- 
lows, except  as  otherwise  in  this  title  provided — 

(a)  In  the  case  of  n  domestic  con)oration,  the  man  of  (1)  an  amount  equal 
to  the  same  percentnge  of  riie  Invested  capital  for  the  taxable  year  which  the 
average  amount  of  the  annual  net  income  of  the  trade  or  business  during  the 
prewar  period  was  of  the  invested  capital  for  the  prewar  period  (but  not  less 
than  seven  or  more  than  nine  per  centum  of  the  invested  capital  for  the  taxable 
year),  and   (2)   $8,000;     •     ♦     • 

There  is  no  dispute  that  the  net  income  of  the  plaintiff  for  the  year  ending 
December  31,  1917,  was  $422,445.58.  The  invested  capital  for  the  taxable  year 
was  $672,631.28.  The  deduction  to  which  the  plaintiff  was  entitled  under  sec- 
tion 201  was,  as  ascertained  by  section  203  (a),  9  per  cent  of  the  invested 
capital  representing  the  highest  average  profit  during  the  prewar  period  allowcHl 
by  the  Act,  and  amounte<1  to  $60,536.82,  and  with  the  specific  deduction  of  $3,000 
to  $63,536.82. 

A  statement  showing  the  items  upon  which  the  tax  is  to  be  computed  is, 
tlierefore,  as  follows: 

Invested  capita]  for  the  year $672,631.28 

Net  income  for  taxable  year 422,445.58 

Average  profit  prewar  period,  9  per  cent $60.  536.  82 

Specific   exemption 3, 000. 00 

63. 536. 82 

Net  income  for  taxable  year  as  above 422, 445.  5s 

Deduct  total  exemption  as  above 63,536.82 

Taxable  net  income 358, 908. 76 

The  construction  placed  by  the  Commissioner  of  Internal  Revenue  upon  the 
language  of  section  201  is  that  *'  the  amount  of  the  net  income  in  excess  of  the 
deduction "  means  that  the  first  of  the  graduated  percentages  of  invested 
capital,  namely,  15  per  cent,  is  first  to  be  ascertained,  and  the  deduction  is 
to  be  made  from  the  amount  thereof;  and  if  the  deduction  is  not  in  excess  of 
15  per  cent  of  the  invested  capital,  the  difference  between  the  amount  of  the 
deduction  and  the  15  per  cent  of  invested  capital  is  to  be  taxed  at  20  per  cent. 

The  construction  the  plaintiff  contends  should  be  put  upon  the  language  is  that 
the  deduction  is  to  be  made  from  the  whole  of  the  net  income  and  out  of  the 
balance  of  net  income  remaining  an  amount  not  in  excess  of  15  per  cent  of  the 
invested  capital  is  to  be  taxed  at  20  per  cent. 

As  the  defendant  computes  the  tax,  the  figures  and  result  are  as  follows : 


Not  over- 


15%  of  invented  capital 
20%  of  investe<i  capital 
25%  of  invested  capital 
33%  of  invested  capital 
Balance 


Taxed 
income. 


SlOO,  804. 00 

33,631.5ft 

33,031.50 

53,810.50 

200,477.27 


422,445.68 
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103,530.82 


$37,357.87 
33.031.50 
33,031.50 
53,810.50 

200,477.27 


20% 
25% 
36%  t 

45%  I 
00%i 


Tax 


•7,471.57 

8,407.89 

11,771.04 

24,214.73 

120,280.36 


03,530.82  I    358,908.70    ,     172,151.59 


As  the  plaintiff  computes  It  the  figures  and  result  are  as  follows: 


Not  over— 


15%  of  invested  capital 
20%  of  invested  capital 
25%  of  invested  capital 
33%  of  invested  capital 
Balance 


Taxed 
inoome. 


SlOO,  894.00 

33,031.50 

33,631.56 

53,810.50 

1.30, 940. 45 


Rate. 


20% 
25% 
35% 
45% 
60% 


358, 90.S,  76 


Tax 


$20,178.94 

8,407.89 

11,771.04 

24,214.73 

82, 164. 27 


140,736.87 


A  comparison  of  the  two  methods  shows  tliat  by  making  the  deduction  from 
the  first  item  of  15  per  cent  of  investe<l  capital  the  amount  taxed  at  the  20 
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per  cent  rate  is  diminished  by  the  amount  of  the  deduction  and  the  amount 
taxed  at  the  60  per  cent  rate  is  increased  by  the  amount  of  the  deduction,  with 
tlie  result  that  the  plaintiff  has  been  required  to  pay  the  difference  between  60 
i»er  cent  and  20  per  cent  or  40  per  cent  tax  upon  $63,536.S2,  the  amount  of  the 
deduction,  or  $25,414.72,  less  the  normal  tax  of  2  per  cent  and  4  per  cent, 
amounting  to  $1,534.88,  leaving  $23,889.84,  and  that  amount  the  plaintiff  claims 
was  unlawfully  included  in  the  assessment  and  unlawfully  collected. 

The  language  of  section  201  is  at  first  glance  somewhat  confusing.  Plausible 
arguments  have  been  presented  by  able  counsel  on  both  sides  setting  forth 
their  opposing  contentions  as  to  the  meaning  of  the  section. 

Does  its  language  mean  that  the  first  of  the  graduated  percentages  of  tax  is 
to4)e  20  per  cent  upon  an  amount  not  in  excess  of  15  per  cent  of  the  invested 
capital  out  of  what  remains  of  the  net  income  after  making  the  deduction?  Or 
does  it  mean  it  is  to  be  20  per  cent  of  the  difference  between  the  deduction  and 
15  per  cent  of  the  Invested  capital? 

It  will  be  noted  that  while  the  paragraph  providing  for  the  20  per  cent  tax 
places  it  upon  the  amount  of  the  net  income  in  excess  of  the  deduction  and  not 
In  excess  of  15  per  cent  of  the  invested  capital  the  remaining  clauses  contain 
no  provision  for  the  deduction.  The  revenue  office  supplies  that  omission  by 
providing  In  its  regulations  that  if  the  15  per  cent  of  the  invested  capital  is 
exceeded  by  the  deduction  the  excess  of  deduction  is  applied  to  the  next  para- 
graph, and  so  on  through  the  succeeding  provisions  for  graduateil  tax.  So  that 
in  an  illustration  set  out  in  the  regulations  no  tax  Is  charged  at  all  under  any 
of  the  percentages  except  the  highest  and  final  rate  of  60  per  cent  of  the  net 
income  In  excess  of  33  per  cent  of  the  capital.  That  method  is  attacked  by  the 
plaintiff  upon  the  ground  that  such  construction  prevents  uniformity  and 
equality  in  the  application  of  the  tax,  and  is  therefore  in  violation  of  the  prin- 
ciples of  law  governing  taxation. 

It  is  asserted  that  the  language  in  controversy  is  ambiguous.  It  is  not  am- 
biguous in  the  sense  that  it  can  not  be  determined  from  its  language  that  a  tax 
is  to  be  laid  upon  incomes  in  excess  of  normal  prewar  profits  and  that  it  is 
to  be  based  upon  certain  graduated  percentages  set  out  in  the  Act  If  it  is 
ambiguous,  its  ambiguity  consists  in  the  fact  that  It  does  not  make  it  clear  by 
what  method  the  deduction  is  to  be  allowed;  whether  the  amount  of  the  ex- 
emption is  to  be  taken  first  from  the  total  net  income  or  only  from  that  part 
of  it  which  does  not  exceed  15  per  cent  of  the  Invested  capital. 

A  large  part  of  the  difficulty. in  construing  the  20  per  cent  paragraph  arises 
from  the  fact  that  the  amounts  Involved  are  expressed  In  descriptive  terms  and 
not  in  figures.  If  the  Act  taxed  the  amount  of  the  net  income  in  excess  of 
$50,000  and  not  in  excess  of  $100,000,  we  would  have  no  difficulty  in  understand- 
ing that  the  amount  to  be  taxed  was  the  difference  between  $100,000  and 
$50,000. 

We  have,  however,  undisputed  in  the  case,  the  amount  of  the  net  Income,  the 
amount  of  the  deduction,  and,  having  the  invested  capital  for  the  year,  we  have 
15  per  cent  of  that. 

Stating  the  paragraph  with  the  figures  representing  the  deduction,  and  those 
representing  15  per  cent  of  the  invested  capital  instead  of  their  equivalent 
terms,  we  have  20  per  cent  of  the  amount  of  the  net  income  in  excess  of 
$63,536.82  and  not  in  excess  of  $100,894.69. 

If  the  paragraph  is  so  stated  it  plainly  means  that  the  amount  to  be  taxed 
at  20  per  cent  is  the  difference  between  $100,894.69  and  $63,536.82.  In  the  next 
paragraph  substituting  in  the  same  manner,  we  have  25  per  cent  of  the  amount 
of  the  net  income  in  excess  of  $100,894.69  and  not  in  excess  of  $134,526.26. 

As  the  20  per  cent  paragraph  is  the  only  one  in  which  the  deduction  is  stated, 
and  in  the  succeeding  paragraph  the  tax  is  clearly  placed  upon  the  difference 
in  the  percentages  of  invested  capital.  It  is  apparent  that  it  was  the  intention 
of  Congress  by  the  repeated  use  of  the  words  "  in  excess  of  "  and  "  not  in  excess 
of"  to  have  the  same  meaning  apply  to  these  words  where  u.sed  in  the  first 
paragraph  as  where  used  in  the  subsequent  paragraphs,  thus  imposing  no  tax 
upon  the  net  income  up  to  the  amount  of  the  deduction,  but  imposing  the  lowest 
rate  of  tax  upon  the  difference  between  the  deduction  and  15  per  cent  of  the 
invested  capital,  imposing  the  net  tax  upon  the  difference  between  15  and  20 
per  cent  of  the  invested  capital,  and  so  on,  until  in  the  last  percentage  paragraph 
the  highest  rate  of  60  per  cent  applies  to  all  net  Income  in  excess  of  33  per  cent 
of  invested  capital.  If  there  is  any  ambigui^  in  the  Act,  it  may  affect  cases 
where  the  deduction  exceeds  15  per  cent  of  the  invested  capitaL    In  this  case 
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that  situation  is  not  present.  So  that  the  method  adopted  by  the  CkHumissioner 
of  Internal  Revenue  in  such  case,  in  allowing  the  residue  of  the  deduction  not 
absorbed  under  the  20  per  cent  rate  against  the  next  graduated  rate  and  ho  on 
until  the  entire  deduction  is  absorbed,  is  not  before  the  court,  unless  the  plain- 
tiff Is  obliged  to  pay  taxes  through  lack  of  equality  and  uniformity  of  applica- 
tion of  the  law  which  other  taxpayers  escape. 

If  the  question  were  presentcMi,  it  would  be  open  to  the  contention  that  inan- 
niuch  as  the  deduction  is  only  provided  for  in  the  clause  concerning  the  20  tier 
cent  rate,  the  method  adopted  by  the  revenue  office  is  a  liberal  construction  in 
favor  of  the  taxpayer  who  under  a  strict  construction  in  favor  of  the  Govern- 
ment might  be  held  entitled  only  to  a  deduction  which  did  not  exceed  15  per 
cent  of  invested  capital. 

The  tax  is  imposed,  however,  not  upon  stated  amounts  of  income,  but  by 
graduated  percentage  rates  upon  graduated  percentages  of  income.  The  tax  i.s 
laid  upon  the  income  in  excess  of  what  Congress  considered  represented  a 
rea»onable«  normal  profit  made  during  the  prewar  period  and  between  minimum 
and  maximum  percentages  is  applied  to  the  invested  capital  during  the  taxable 
year.  Under  the  designated  p<*rcentages  uniform  rules  apply  to  all  corpora- 
tions alike  in  similar  circumstances  upon  their  net  income  if  in  excess  of  the 
deduction  whether  the  invested  capital  be  great  or  small,  and  whether  the 
profits  be  great  or  smalL 

In  allowing  the  deduction.  Congress  has  the  power  to  apply  it  so  It  will  reduce 
the  tax  at  any  of  the  graduated  rates.  By  reducing  the  amount  of  tax  to  be  paid 
at  the  lower  rates,  it  increases  the  amount  to  be  paid  at  the  higher  rates,  sm 
that  the  higher  rates  apply  more  heavily  in  proportion  to  the  percentage  of 
profits  in  excess  of  the  prewar  basis;  and  that  is  what  Congress  evidently  in- 
tended. I  fail  to  see  that  in  making  this  distinction  Congress  has  transcended 
its  powers  or  that  the  tax  lacks  in  equality  and  uniformity  among  those  on 
whom  the  percentage  taxes,  based  on  percoitages  of  income  and  percentages  of 
invested  capital,  are  imposed. 

Nor  am  I  convinced  that  the  plaintiff  suffers  under  any  inequality  of  burden 
through  having  its  tax  computed  under  the  same  rules  which  apply  to  all  other 
corporations  in  the -same  circumstances. 

Judgment  may  be  entered  for  the  defendant  with  costs. 


Part  IV. — Net  Income. 


SECTION  820.— NET  INCOME. 

Section  320,  Article  801 :  Net  income.  45-21-1914 

(Also  Section  214(a)  11,  Article  (Sol.  Op.  116)  A.  R.  R.  661 

251;  Section  218,  Article  321.) 

RBVEJNUB  ACT  OF  1917. 

Recommended,  upon  reconsideration  of  the  appeal  of  the  M 
Company,  a  partnership,  that  the  action  of  the  Income  Tax  tfnit 
in  disallowing  a  detluetion  on  account  of  contributions  made  to 
the  American  Red  Gross  in  1917  by  the  partnership  be  reversed, 
and  that  the  firm  be  allowed,  under  the  provisions  of  section  206 
of  the  Revenue  Act  of  1917,  to  deduct  charitable  contributions  or 
gifts,  as  described  and  limited  in  section  5(a)  of  the  Revenue  Act 
of  1916,  as  amendeil,  even  though  such  contributions  were  not  so 
closely  connected  with  the  trade  or  business  as  to  secure  to  it  some* 
definite  benefit  or  consideration. 

Conamittee  Recommendation  245  (C  B.  3,  p.  323),  is  hereby  re- 
voked. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company,  a  partnership,  from  the  action  of  the  Income  Tax  Unit 
in  disallowing  as  a  deduction  from  the  return  of  the  partnership 
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for  excess  profits  tax  purposes  for  1917  an  item  of  lia?  dollars  repre- 
senting charitable  contributions,  x  dollars  of  which  was  contributed 
to  the  American  Red  Cross. 

Under  date  of  July  — ,  1&20,  the  Committee  had  this  case  under 
consideration  and  in  its  Recommendation  245  sustained  the  action  of 
the  Income  Tax  Unit  in  disallowing  the  charitable  contributions 
referred  to. 

The  attorneys  for  the  M  Company  were  permitted  to  file  a  brief 
dealing  with  the  point  of  law  involved,  and  the  Committee,  after 
reviewing  this  brief,  has  reconsidered  the  case. 

Inasmuch  as  the  brief  submitted  on  behalf  of  the  taxpayer  raised 
a  question  of  law,  the  Committee  requested  an  opinion  from  the 
Solicitor  on  this  point,  and  is  now  in  receipt  of  Solicitor's  Opinion 
116  which  was  approved  by  the  Commissioner.  This  opinion  dis- 
poses of  the  question  raised  by  the  attorneys  for  the  taxpayer,  and 
reads  as  follows: 

OpiDion  is  requested  as  to  whether  under  section  206  of  the  Revenue  Act  of 
1917,  charitable  contributions  made  by  a  partnership  which  are  not  so  closely 
connected  with  its  trade  or  business  as  to  secure  to  it  some  definite  benefit  or 
consideration,  are  allowable  deductions  in  computing  its  net  income  for  excess- 
profits  tax  purposes.  The  particular  contribution  in  question  was  made  in 
1917  by  the  M  Company,  a  partnership,  to  the  American  Red  Cross  and  admit- 
tedly there  wa9  no  direct  or  definite  benefit  to  the  partnership  arising  from  the 
gift. 

Tlie  applicable  provisions  of  section  206  of  the  Revenue  Act  of  1917  are  as 
follows : 

The  net  income  of  a  partnership  or  individual  shall  be  ascertained  and  re- 
turned for  the  calendar  years  nineteen  hundred  and  eleven,  nineteen  hundred 
and  twelve,  and  nineteen  hundred  and  thirteen,  and  for  the  taxable  year,  upon 
the  same  basis  and  in  the  same  manner  as  provided  in  Title  I  of  such  Act  of 
September 'eighth,  nineteen  hundred  and  sixteen,  as  amended  by  this  Act,  ex- 
cept that  the  credit  allowed  by  subdivision  (6)  of  section  5  of  such  Act  shall 
be  deducted.  There  shall  be  allowed  {a)  in  the  case  of  a  domestic  partnership 
the  same  deductions  as  allowed  to  individuals  in  subdivision  (a)  of  section  5 
of  such  Act  of  September  eighth,  nineteen  hundred  and  sixteen,  as  a/inended  by 
this  Act  and  (6)  in  the  case  of  a  foreign  partnership  the  same  deductions  as 
allowecl  to  Individuals  in  subdivision  (a)  of  section  6  of  such  Act  as  amended 
by  this  Act. 

The  Revenue  Act  of  1917  added  paragraph  9  to  section  5(a)  of  tlie  Revenue 
Act  of  1916,  which  reads  as  foUows: 

Ninth.  Contribiitions  or  gifts  actually  made  w^ithin  the  year  to  corporations 
or  associations  organized  and  operated  exclusively  for  religious,  charitable, 
scientific,  or  e<lucational  purposes,  or  to  societies  for  the  prevention  of  cruelty 
to  children  or  animals,  no  part  of  the  net  income  of  which  inures  to  the  benefit 
of  any  private  stockholder  or  individual,  to  an  amount  not  in  excess  of  fifteen 
per  centum  of  the  taxpayer's  taxable  net  income  as  computed  without  the 
benefit  of  this  paragraph.  Such  contributions  or  gifts  shall  be  aUowable  as 
deductions  only  if  verified  under  rules  and  regulations  prescribed  by  the  Com- 
missioner of  Internal  Revenue,  with  the  approval  of  the  Secretary  of  the 
Treasury. 

tJnfier  the  provisions  of  section  206  above  quoted,  Congress  has  specifically 
allowed  to  a  partnership  in  computing  it.*<  net  income  for  excess-profits  tax  pur- 
poses the  same  deductions  to  which  an  individual  is  entitled  in  computing  his 
net  income  for  income  tax  purposes  under  the  Revenue  Act  of  1916,  as  amended 
by  the  Revenue  Act  of  1917.  Under  the  Revenue  Act  of  1916,  as  amended,  an 
individual  is  entitled  to  deduct  In  computing  his  net  income,  contributions 
or  gifts  actuaUy  made  within  the  year  to  corporations  or  associations  organized 
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and  operated  exclnalTely  for  charitable  purpoaefl.  The  Act,  as  amended,  makes 
no  distinction  between  contributions  made  in  connection  with  the  individual's 
trade  or  business  and  contributions  not  connected  with  the  business. 

It  is,  therefore,  held  that  under  section  206  of  the  Revenue  Act  of  1017  a  . 

partnership  was  entitled  to  deduct  charitable  contributions  or  gifts  as  described  1 

and  limited  in  section  5(a)  of  the  Revenue  Act  of  1916,  as  amended  by  the  " 

Revenue  Act  of  1917,  although  they  were  not  so  closely  connected  with  its  trade 
or  business  as  to  secure  to  it  some  definite  benefit  or  consideration. 

Solicitor's  Memorandum  197  (not  published)  is  hereby  revoked. 

In  view  of  the  foregoing  opinion  of  the  Solicitor,  in  which  the 
Committee  concurs,  it  is  recommended  that  the  action  of  the  Income 
Tax  Unit  in  disallowing  as  a  deduction  from  the  return  of  the  part- 
nership for  excess-profits  tax  purposes  charitable  contributions  and 
gifts  made  by  the  M  Company  during  the  year  1917,  be  reversed,  and 
that,  under  the  provisions  of  section  206  of  the  Revenue  Act  of  1917, 
this  partnership  be  allowed  to  deduct  charitable  contributions  or 
gifts,  as  described  and  limited  in  section  6(a)  of  the  Revenue  Act  of 
1916,  even  though  such  contributions  and  gifts  were  not  so  closely 
connected  with  its  trade  or  business  as  to  secure  to  it  some  definite 
benefit  or  consideration. 

Committee  on  Appeals  and  Review  Recommendation  245  is  hereby 
revoked. 


Part  V. — Invested  Capital. 


SECTION  325.— TERMS  RELATING  TO  INVESTED 

CAPITAL. 


Section  325,  Article  811 :  Intangible  and  tangible  property. 

(See  47-21-1937;  sec.  326,  art.  840.)  Circulation  structure  of  a 
newspaper. 

Section  325,  AimcuB  813:  Borrowed  capital:  34-21-1786 

amounts  left  in  business.  O.  D.  1006 

(Also  Section  201,  Article  1541 ;  Section  326, 
Article  858.) 

A  Massachusetts  corporation  declared  dividends  as  follows:  No- 
vember, 1916,  X  dollars;  December,  1916,  x  dollars.  These  dividends 
were  credited  to  the  respective  accounts  of  the  shareholders  with 
the  understanding  that  they  were  not  to  be  drawn  against,  and  were 
not  to  bear  interest,  since  the  corporation  needed  the  capital  and  it 
did  not  possess  the  cash  with  which  to  make  actual  payment.  These 
dividenas  have  been  treated  as  liabilities  of  the  corporation  from 
1916  down  to  date,  and  no  interest  has  been  paid  or  accrued  thereon. 
The  first  dividend  was  formally  declared  by  the  board  of  directors, 
but  the  second  dividend  was  credited  to  the  stockholders,  under  an 
agreement  that  it  was  to  be  like  the  first  dividend,  although  its 
declaration  was  not  recorded  in  the  minutes  book  of  the  corporation. 

The  corporation  requests  permission  to  use  these  amounts  credited 
to  the  stockholders'  accounts  as  a  part  of  its  invested  capital. 

Held,  in  view  of  Massachusetts  court  decisions  that  the  dividend 
formally  declared  by  the  board  of  directors  and  credited  to  the  ac- 
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counts  of  the  stockholders  on  the  books  of  the  company  was  a  dis- 
tribution of  part  of  the  corporation's  surplus.  From  the  date  of  its 
declaration  tne  corporation  oecame  a  debtor  and  the  stockholders  be- 
came creditors,  ranking  with  general  creditors  in  their  right  to  re- 
duce to  possession  the  amounts  credited  to  their  accounts. 

The  amount  of  surplus  agreed  to  be  credited  to  the  stockholders' 
accounts  by  all  the  stockholders  without  formal  action  on  the  part 
of  the  directors  was  equivalent  to  a  dividend.  Its  effect  on  the  cor- 
poration's surplus  and  the  rights  of  the  stockholders  are  exactly  the 
same  as  though  the  dividend  had  been  formally  declared. 

While  the  corporation  may  have  had  the  use  of  the  amounts 
credited  to  the  stockholders,  it  was  at  all  times  liable  to  them  for 
payment.  Viewed  in  this  light,  the  corporation's  surplus  must  be 
reduced  from  the  date  the  first  dividend  was  formally  declared  and 
from  the  date  the  agreement  was  made  informally  to  further  credit 
stockholders'  accounts  with  profits. 


Sbotion  325,  Articlb  813:  Borrowed  capital:  37-21-1821 

amounts  left  in  business.  O.  D.  1034 

(Also  Section  233,  Article  543.) 

A  corporation  filed  a  return  for  1920  showing  a  loss  of  2x  dollars. 
At  the  close  of  the  taxable  year  the  corporation  owed  its  officers 
4x  dollars,  which  it  was  unaole  to  pay.  The  officers  a^eed  to  a 
reduction  of  x  dollars  each,  which,  after  the  permission  oi  this  office 
had  been  granted,  the  officers  deducted  in  reporting  their  salaries 
on  their  individual  returns.  A  total  of  3a;  dollars  was  waived  by 
the  t^ee  officers.  This  amoimt  was  credited  to  surplus  in  Jani^ry, 
1921,  thus  wiping  out  the  deficit  which  existed  at  the  close  of  1920. 
While  this  book  credit  was  actually  made  in  1921  it  is  contended 
that  it  was  really  an  offset  to  the  losses  of  1920,  and  if  so  regard^, 
the  corporation  would  show  a  credit  balance  for  1920  of  x  doUars. 

It  is  neld  that  the  amounts  waived  by  the  officers  did  not  consti- 
tute income  to  the  corporation.  Such  amounts  are  paid-in  surplus 
and  should  be  so  treated  in  making  a  return  for  the  year  1921.  There- 
fore no  amended  return  is  required  for  the  year  1920. 

This  ruling  is  based  on  the  principle  that  there  was  in  fact  a  valid 
obligation  on  the  part  of  the  corporation  to  pay  the  amounts  waived 
by  the  officers,  if  no  such  obligation  existed,  an  amended  return 
should  be  filed  in  which  the  amounts  claimed  as  a  deduction  on 
account  of  the  salaries  of  the  officers  should  be  reduced,  which 
would  result  in  there  being  additional  taxable  income  disclosed  by 
the  corporation's  return. 

Section  325,  Asncus  815 :  Inadmissible  assets. 

(See  34-21-1778;  sec.  218(b),  art.  74.)  Municipal  paving  assess- 
ments paid  to  contractor. 

Section  325,  Articlb  816 :  Inadmissible  assets.  40-21-1857 

O.  D. 1057 

Inquiry  is  made  whether  4  per  cent  bonds  of  the  Government  of 
the  Philippine  Islands  are  to  be  considered  admissible  or  inadmis- 
sible assets  in  computing  invested  capital. 
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Section  325(a)  of  the  Revenue  Act  of  1918  provides  that: 

The  term  "inadmissible  assets"  means  stocks,  bonds  and  other  obligations 
(other  than  obligations  of  the  United  States),  the  dividends  or  interest  frcxn 
which  is  not  included  in  computing  net  Income    *     *     *. 

It  is  further  provided  in  section  213  (b) 4  of  the  Act  thBt  interest       I 
upon  obligations  issued  by  a  possession  of  the  United  States  is  exempt 
from  Federal  income  tax. 

The  bonds  referred  to  are  not  obligations  of  the  United  States,  but 
on  the  contrary  are  obligations  of  a  possession  of  the  United  States. 
Accordingly,  it  is  held,  that  4  per  cent  bonds  of  the  Government 
of  the  Philippine  Islands  are  inadmissible  assets  within  the  mean- 
ing of  section  825(a)  of  the  Revenue  Act  of  1918. 


Section  325,  Article  815:  Inadmissible  42-21-1875 

assets.  O.  D.  1069 

Since  the  income  from  Federal  land  bank  bonds  is  tax  free  and 
since  such  bonds  are  not  obligations  of  the  United  States,  they  are 
inadmissible  assets  within  the  meaning  of  section  325(a)  of  the 
Revenue  Act  of  1918,  and  should  be  so  treated  in  computing  the 
invested  capital  of  a  corporation. 


Section    326,     Article    816:    Inadmissible  38-21-1836 

assets:  Government  bonds.  O.  D.  1044 

Inquiry  is  made  whether  bonds  issued  by  Porto  Rico  and  Hawaii 
are  inadmissible  assets. 
Thp  Revenue  Act  of  1918  provides,  in  part,  as  follows: 

^BcnoN  325(a).  That  as  used  in  this  title  the  term  'inadmissible  assets"  means 
stocks,  bondsj  and  other  obligations  (other  than  obligations  of  the  United  States),  the 
dividends  or  interest  from  which  is  not  included  in  computing  net  income    *    *    *, 

It  is  further  provided  in  paragraph  4,  section  213(b),  of  the  Act 
that  interest  upon  obligations  of  a  possession  or  territory  of  the 
United  States  is  exempt  from  Federal  taxation. 

The  foregoing  provisions  of  law  are  here  applicable.  The  bonds 
referred  to  are  not.  obligations  of  the  United  States  within  the  mean- 
ing of  the  parenthetical  clause  embodied  in  section  325(a)  of  the  Act. 
Therefore,  they  fall  sauarely  within  the  general  language  of  that 
section  and  must  be  held  to  be  inadmissible  assets. 


Section  325,  Article  818 :  Admissible  assets.  45-21-1915 

O.  D.  1096 

A  bank  is  in  possession  of  certain  warrants  drawn  by  a  school  dis- 
trict on  the  superintendent  of  schools  for  a  county.    These  warrants       A 
are  in  the  nature  of  drafts  drawn  in  favor  of  the  teachers  in  the       " 
public  schools  of  a  particular  district.     They  were  cashed  by  the 
bank  as  a  matter  of  accommodation  only  for  the  teachers  of  the  dis- 
trict.    These  warrants  have  been  returned  by  the  superintendent 
upon  whom  they  were  drawn  with  the  notation   thereon  that  no     - 
funds  were  available  with  which  to  meet  these  obligations.    The  war- 
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rants  are  carried  by  the  bank  without  any  remuneration  in  tiie  uhape 
of  interest  or  discount. 

Advice  is  requested  as  to  whether  these  school  warrants  are  admis- 
sible or  inadnussible  assets  for  the  purpose  of  computing  invested 
capital. 

The  definition  of  "^  inadmissible  assets ''  as  laid  down  in  the  differ- 
ent revenue  Acts  implies  that  stocks,  bonds,  and  other  obligations 
must  be  potentially  interest-bearing  or  dividend-producing  securi- 
ties to  come  within  the  classification  of  an  inadmissible  asset.  In 
the  instant  case  it  appears  that  the  drafts,  or  school  warrants,  were 
cashed  for  the  accommodation  merely  of  the  school  teachers  in  whose 
favor  they  were  drawn.  No  discount  was  received  by  and  no  inter- 
est is  payable  to  the  bank. 

Held,  that  the  noninterest  bearing  warrants  drawn  by  the  par- 
ticular school  district  on  the  superintendent  of  schools  for  a  county 
are  admissible  assets  capable  of  being  included  in  the  invested  capi- 
tal of  the  bank  in  computing  its  assets.  (O.  D.  929,  C.  B.  4,  p.  368, 
modified.) 

SECTION  326.— INVESTED  CAPITAL. 

Section  326,  Abticlb  831 :  Meaning  of  invested  27-21-1719 

capital.  A.  R.  M.  134 

BBVBNUB  ACT  OF  1917. 

Held,  that  the  M  Company  should  be  allowed  the  full  amount  of 
S^sp  dollars  expended  by  It  in  cash  prior  to  the  year  1909  and  capital- 
ized as  a  part  of  the  cost  of  developing];  certain  intangible  assets 
which  it  had  acquired  for  stock  and  cash. 

The  Committee  has  had  under  consideration  the  request  of  the 
Income  Tax  Unit  for  an  expression  of  opinion  whether  an  expendi- 
ture of  Six  dollars  hj  the  m  Company  for  advertising  prior  to  the 
year  1909  can  be  capitalized  and  allowed  as  invested  capital  for  the 
taxable  year  1917. 

The  M  Company  was  incorporated  in  189-,  at  which  time  it  ac- 
quired a  trade-mark  for  a  consideration  of  2a?  dollars  cash.  This 
purchase  included  a  contract  granting  to  the  corporation  the  ex- 
clusive right  to  sell  this  preparation.  In  189-  it  acquired  certain 
other  trade-marks  for  Sx  dollars,  issuing  therefor  capital  stock  of 
the  company  in  this  amount.    In  another  year  prior  to  1909,  it  ac- 

auired  several  other  trade-marks  and  formulae,  issuing  therefor  22? 
oUars  in  capital  stock. 

In  1905,  by  action  of  the  board  of  directors  of  the  company, 
the  sum  of  x  dollars,  expended  for  advertising,  was  capital- 
ized by  being  charged  to  trade-marks,  formulae,  etc.  In  1906  the 
board  of  directors  ordered  ,r  dollars  eliminated  from  expense  and 
capitalized.  In  December,  1906,  by  order  of  the  board  of  directors, 
following  an  advertising  campaign,  a  credit  of  J.r  dollars  was  carried 
to  profit  and  loss  (thus  decreasing  expenses  and  increasing  net  in- 
come) and  same  was  capitalized  by  charging  it  to  trade-marks,  formu- 
lae, etc.  In  April,  1906,  by  action  of  the  board  of  directors,  a  further 
expenditure  of  x  dollars,  made  as  of  a  previous  year  for  advertising, 
was  capitalized  and  charged  to  trade-marks,  formulae,  etc.    The  items 
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for  advertising,  capitalized  as  above  indicated,  aggregate  Z^x  dollars 
and  the  corporation  now  contends  that  the  capital  stock  issued  against 
this  intangible  should  be  allowed  in  full  as  invested  capital  since  the 
intangible  was  acquired  for  cash. 

It  is  noted  that  all  of  these  transactions  occurred  prior  to  the  year 
1909  and  the  case,  therefore,  as  presented,  is  not  unlike  that  on 
which  the  Committee  passed  its  opmion  under  Recommendation  115 
(not  published  in  bulletin  service),  March  27,  1920.  In  that  opinion 
it  was  said : 

The  Committee  is  not  of  the  opinion  that  article  841  of  Regulations  45  sbonld 
be  applied  in  the  instant  case.  This  regulation  seems  obviously  to  have  been 
drawn  for  the  purpose  of  preventing  the  inclusion  in  surplus  or  invested  capi- 
tal, for  the  taxable  year  1918,  of  amounts  charged  to  expenses  prior  thereto, 
when  the  intent  was  to  evade  taxation.  But  such  intent  in  this  case  is  not 
clear,  nor  can  it  even  be  inferred.  Indeed,  the  facts  absolutely  prohibit  such 
an  inference,  for  the  reason  that  the  transaction  by  which  this  restoration  to 
invested  capital  was  accomplished  was  made  effective  on  the  first  day  of  March, 
1909,  thus  conclusively  demonstrating  the  intention  of  the  directors  in  regard 
to  these  expenditures,  many  years  before  the  income  and  excess-profits  tax 
law  was  placed  upon  the  statute  books. 

In  the  opinion  of  the  Committee,  the  regulation  would  be  effective  to  pre- 
vent the  restoration  to  invested  capital  in  J9J8  of  amounts  previously  charged 
to  expenses,  but  a  careful  residing  of  the  regulation  renders  it  exceedingly 
doubtful  that  it  is  subject  to  so  broad  a  construction  that  it  can,  by  any  possi- 
bility, be  applied  to  transactions  accompUshed  and  completed  before  that  year. 
Attention  is  particularly  directed  to  the  last  sentence  of  the  regulation  quoted 
above:  "An  election  of  this  sort  which  was  made  concurrently  with  the  trans- 
action can  not  now  be  revised,  and  amended  returns  in  respect  thereof  can  not 
be  accepted." 

There  is  no  intent  on  the  part  of  the  corporation  now  to  revise  an  action 
taken  years  ago  and  no  attempt  has  been  made  to  file  amended  returns. 

The  Committee  believes  that  this  reasoning  is  strengthene<l  by  the  following 
quotation  from  article  843  of  Regulations  45: 

*  *  ♦  '^Vhere  a  corporation  has  charged  to  current  expenses  the  cost  of 
developing  or  protecting  patents,  no  amount  in  respect  thereof  expended  since 
January  1,  1909,  can  be  restored  in  computing  invested  capital.  In  respect 
of  expenditures  made  before  January  1,  1909,  a  corporation  now  seeking  to 
restore  them  must  be  prepared  to  show  to  the  satisfaction  of  the  Commissioner 
that  all  such  items  are  proper  capital  exi)enditures. 

While  the  opinion  just  quoted  was  applicable  to  the  invested  capi- 
tal of  a  corporation  for  the  taxable  year  1918,  there  is  no  reason  why 
the  same  principle  should  not  be  applied  in  determining  tlie  invested 
capital  of  the  Al  Company  for  the  taxable  year  1917. 

The  Committee  accordingly  is  of  the  opinion  that  the  M  Company 
should  be  allowed  the  full  amount  of  Six  dollars,  expended  by  it 
in  cash  prior  to  the  year  1909  and  capitalized,  as  a  part  of  the  cost 
of  developing  certain  intangible  assets  which  it  had  acquired  for 
stock  and  casn. 
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Section  326,  Article  831 :  Meaning  of  invested  29-21-1740 

capital.  T.  D.  3183 

(Also  Section  200,  Article  1523.) 

EXCBSS-PaOFITS  TAX — ^REVENUE  ACT  OF  1917— DECISION  OF  COURT. 

1.  Invested  Capital — Section  207 — Earned  Sueplus  Expended  in  Improving 

Intangible  Asset. 

Where  the  earnings  of  a  corporation  have  been  spent  in  improving  a  secret 
chemical  process  (admitted  to  be  an  intangible  asset),  the  increased  value  of 
the  process  due  to  the  improvement  effected  by  such  expenditure  is  to  be 
included  in  estimating  **  earned  surplus  used  in  the  business,"  as  an  element  of 
"invested  capital,"  as  defined  by  section  207. 

2.  Same. 

This  is  also  true  in  a  case  where  the  improvement  was  originally  paid  for 
with  borrowed  money,  and  where  subsequent  earnings  were  sufficiently  large  to 
repay  the  borrowed  money  and  to  create  before  the  beginning  of  the  taxable 
year  an  "earned  surplus." 

3.  Nominal  Capital — Section  209. 

Under  the  facts  of  this  case,  a  corporation  having  an  earned  surplus  used  in 
the  business,  amounting  to  $2,000,  is  not  "  a  corx)oration  having  no  invested 
capital  or  not  more  than  a  nominal  capital,"  within  the  meaning  of  section  209. 

Tr^surt  Department, 
•  Office  of  Commissioner  of  Internal  Revenue, 

Wctshingtonj  D,  G. 

To  collectors  of  internal  revenue  and  others  concerned: 

The  appended  decision  of  the  United  States  District  Court  for  the 
Southern  District  of  New  York,  dated  April  19,  1921,  in  the  case  of 
Lmcoln  CJiemical  Co.  v.  Edwards^  collector^  is  published  for  the  in- 
formation of  revenue  officers  and  others  concerned. 

D.  H.  Blair, 
Commissioner  of  Internal  Revenue. 
Approved  June  24,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 

UNroED  States  District  Coubt,  Southern  District  of  New  York. 
lAncoln  Chemical  Co,,  plaintiff,  v.  William  H.  Edwards,  as  collector,  etc. 

[Apr.  19,  1921.] 

Action  by  a  taxpayer  against  the  collector  for  refund  of  a  part  of  the  excess 
profits  tax  for  1917.  The  plaintiff,  a  domestic  corporation,  filed  its  return  for 
1917  and  calculated  its  capital  upon  the  basis  of  section  209  of  the  law  of 
October  3,  1917 ;  that  Is  to  say,  it  assumed  that  it  had  "  no  invested  capital  or 
not  more  than  a  nominal  capital."  The  Treasury  officials  reassessed  the  tax  at 
a  larger  figure  upon  a  basis  not  now  necessary  to  set  forth,  because  it  is  con- 
ceded that  the  propriety  of  their  action  depends  upon  the  correctness  of  the 
plaintiffs  reading  of  section  209.  If  that  is  right,  the  plaintiff  wins ;  if  It  is 
wrong,  the  defendant. 

The  case  was  tried  before  a  jury  of  one  and*  at  the  conclusion  of  the  evidence 
both  sides  moved  for  the  direction  of  a  verdict  The  evidence,  which  was  un- 
disputed, showed  the  following  state  of  facts:  The  plaintiff  was  organized  in 
April,  1909,  under  the  laws  of  New  York,  with  a  capital  stock  of  $10,000.  There 
were  but  two  persons  financially  interested  in  it,  Loeb  and  Riddle.    Kiddle  was 
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un  inventor,  and  before  the  incorporation  came  to  Loeb  with  a  process  for  ex- 
tracting cocoa  butter  out  of  cocoa  shells,  a  by-pro<luct  This  proceas  proved 
worthless,  and  Riddle  thereupon  suggested  to  Loeb  the  possibility  of  converting 
the  process  into  one  from  which  he  could  extract  from  cocoa  shells  a  chemical 
substance,  known  as  theobromine,  allied  to  caffeine.  Tx^b,  having  some  money, 
continued  to  advance  it  in  defraying  Riddle's  further  experiments,  until  he 
became  fearful  of  too  wide  involvement,  and  determined  to  incorporate  the 
venture.  Riddle  agreed  to  work  for  the  corporation  for  five  years  at  a  salary 
of  $1,800  and  to  convey  his  process,  still  unperfected,  both  for  $2,400  par  value 
of  the  plaintifTs  stock.  Loeb  agreed  to  convey  the  machinery  and  supplies 
par  for  par  in  stock,  $7,400,  and  $200  was  paid  In  cash. 

During  the  year  1910  the  company  borrowed  nearly  $20,000,  which  it  spent  in 
Riddle's  further  experiments  upon  the  process  which  was  then  complete.  During 
that  year  it  got  one,  Schaefer,  a  manufacturing  chemist,  to  make  a  contract  for 
the  exploitation  of  the  process  on  a  royalty  basis,  but  the  sales  of  theobromine 
were  so  few  that  the  royalty  was  never  earned.  In  1912  they  got  Schaefer  to 
give  them  better  terms ;  he  agreed  to  pay  $2,000  a  year  for  the  proceoB  ov^  a 
period  of  15  years  and  to  furnish  theobromine  to  the  plaintifT  at  $2.50  a  pound 
or  lass.  This  gave  the  plaintiff  control  of  a  supply  without  manufacturing.  At 
the  time  of  the  first  contract  in  1910  the  plaintiff  sold  all  its  machinery  and 
plant  to  Schaefer  for  $1,155  and  its  supplies  for  $407,  and  this  money  was 
either  used  in  development  or  upon  the  indebtedness.  In  any  event,  it  had  all 
disappeared  before  1914,  The  plaintiff  never  manufactured  any  theobromine 
after  1910. 

The  plaintifTs  profits  on  the  sale  of  theobromine  made  by  Schaefer  under  the 
process  were  not  large  throughout  the  year  1911,  but  they  began  to  increase  in 
1912  and  1913,  and  the  company  thus  made  a  small  income  besides  the  royalty 
paid  by  Schaefer.  The  advent  of  the  Great  War  in  1914  greatly  increased  the 
demand,  and  the  business  became  very  profitable,  so  that  by  January  1,  1917, 
all  its  debts  were  paid  and  it  had  a  surplus  of  $13,000  after  writing  of!^  a 
depreciation  of  $7,700  upon  the  process. 

The  business  was  done  as  follows :  There  were  but  three  purchasers  of  theo- 
bromine, all  large  manufacturing  chendsts,  who  bought  at  10  days  cash.  The 
plaintiff  necessarily  bought  all  its  theobromine  (made  under  the  process)  from 
Schaefer  at  15  days  cash,  and  was  therefore  in  a  position  to  pay  Schaefer  oat 
of  the  moneys  which  its  customers  paid  to  it.  As  these  were  of  high  financial 
responsibility  it  had  no  need  to  hold  a  reserve  in  its  treasury  in  order  to  finance 
its  purchases,  though  at  times,  when  in  ample  funds,  it  did  use  its  surplus  to 
pay  Schaefer  before  the  customers  paid  for  their  consignments. 

During  the  year  1917  the  assets  of  the  plaintiff,  therefore,  consisted  only  of  its 
cash  on  hand,  the  contract  with  Schaefer,  and  the  secret  process  finally  per- 
fected by  Riddle.  Its  stock  was  $10,000,  and  its  surplus,  as  stated,  $13,000,  of 
which  over  $7,000  was  in  cash.  It  necessarily  followed  that  its  other  assets 
were  valued  at  $16,000. 

The  case  depends  upon  the  meaning  of  the  phrase  "  Invested  capital "  and 
*'  nominal  capital "  as  used  in  section  209  and  as  defined  in  section  207.  The 
plaintiff  asserts  that  there  was  only  $200  of  cash  paid  in,  no  tangibles  remaining 
after  1913,  no  surplus  "  used  and  employed  "  in  the  business,  and  that  the  secret 
process  was  an  "  intangible  "  which  must  be  taken  at  Its  "  actual  cash  value  " 
in  April,  1909,  which  is  shown  to  be  nothing.  The  defendant  argues  that  the 
sums  spent  upon  the  process,  which  did.  In  fact,  increase  its  value  by  $19,000, 
should  be  taken  as  a  surplus  **  used  and  employe<l "  In  the  business. 

Hand,  District  Judge:  I  shall  decide  this  case  upon  the  assumption  that 
"  nominal  capital "  In  section  209  means  "  nominal  invested  capital,"  without 
of  course  passing  upon  that  question.    I  shall  further  ns.«aiine — and  indeed  on 
this  point  both  sides  agree — that  the  secret  process  of  Riddle  was  "  Intangible 
property  "  within  the  meaning  of  section  207(a)  (3)  (ft).     I  shall  finally  assume 
that  the  process  had  only  a  nominal  value  in  April.  1909,  when  it  was  sold  to  the 
plaintiff   for   $2,400  of  stock.    With   these   assumptions   the   question   arises        ^, 
whether  the  money  used  to  develop  the  process  can  be  regarded  as  "  paid  in  or        M 
eam*»d  surplus  and  undivided  profits  used  or  employed  in  the  business"  under        T 
section  209(a)  (3).    On  the  trial  I  thought  that  the  plaintiff  was  right  on  this 
point,  and  for  clarity  I  shall  therefore  state  its  argument  as  strongly  as  I 
can.    The  statute,  it  says,  prescribes  that  "  intangible  property  "  of  this  kind 
"  shall  be  included  in  invested  capital  at  a  value  not  to  exceed  the  actual  cash 
value   at   the    time   of   such    purchase."     Disregarding   "  paid-in    surplus,"    of 
which  there  is  none  here,  the  "earned  surplus"  is  the  only  Item  into  which 
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the  supposed  added  value  of  the  process  can  be  placed.  Now,  surplus,  or  at  least 
"  earned  surplus  "  is  merely  an  accountant's  way  of  saying  that  the  value  of  tho 
assets  are  greater  than  the  liabilities.  When  the  statute  spealcs  of  **  invested 
capital,"  It  must  be  understood  to  refer  to  existing  property,  i.  e.,  "  means  of 
production,"  and  to  use  accountant's  language,  not  because  accounts  can  ever 
of  themselves  be  the  basis  of  taxation,  but  because  they  are  the  most  convenient 
record  of  actual  values,  embodied  in  property  which  is  alone  the  proper  basis 
of  taxation.  "  Earne<l  surplus '-  must  therefore  represent  the  value  of  existing 
property. 

This  being  true,  continues  the  plaintiff,  the  only  asset  of  value  in  1917  was  the 
perfected  process,  and  we  may  assume  that  it  had  enough  value  to  give  more 
than  a  "  nominal "  "  earned  surplus "  above  the  capital  stock,  which  was  the 
only  liability.  Therefore,  If  the  asset  could  be  taken  at  Its  true  value  in  1017, 
section  209  of  the  statute  would  not  apply.  The  difficulty  with  the  collector's 
position,  however,  is  that  section  207  directed  us  to  include  the  process  at  no 
more  than  its  "  actual  cash  value  "  in  1909,  and  at  that  time  it  had  none.  The 
money  spent  In  improving  and  perfecting  the  process  had.  In  1917,  no  existenct^ 
at  all,  save  In  the  process  itself.  It  was  spent  In  machinery  or  supplies  or 
Riddle's  living  expenses,  or  salaries.  So  far  as  our  treasury  was  eoncemod 
there  was  nothing  now  left  except  the  process.  That  was  therefore  the  only 
asset  which  could  figure  on  the  credit  side  of  our  account  to  establish  any 
*'  earned  surplus,"  and  the  statute  forbade  Its  Inclusion  at  anything  but  a  nomi- 
nal value.  Therefore,  we  had  no  "earned  surplus,**  and  only  a  "nominal 
invested  capital." 

This  argument  appears  to  me  unanswerable  if  the  incompleted  process  be 
regarded  as  the  same  asset  for  all  purposes  when  finally  developed  as  when  first 
acquired.  The  statute  must  of  course  mean  something,  and  the  least  that  it  can 
mean  must  be,  T  think,  that  any  automatic  increase  In  value  of  a  process  or 
"other  Intangible  property"  must  be  disregarded.  "The  unearned  Increment," 
as  economists  would  call  It,  will  be  Ignored.  Therefore,  I  should  altogether  dis- 
regard any  increase  in  the  value  of  this  process  dependent  upon  general  con- 
ditions of  industry,  as  for  example  the  rise  In  the  price  of  theobromine  due  to 
the  great  war.  Furthermore,  for  the  purposes  of  this  case  anyway,  I  may 
assume  that  an  Increase  In  the  value  of  the  process,  resulting  from  spending 
money  In  advertising  or  the  like,  which  leaves  it  imchanged  In  itself,  will  fall 
Into  the  same  category.  That  question  can  await  decision  till  it  arises ;  I  say 
nothing  about  It  here.  The  case  at  bar  Is,  however,  one  where  money  has  been 
spent  in  changing  the  property  Itself,  so  that  in  place  of  a  formula  which  pre- 
scrlbetl  one  sequence  of  steps,  there  emerged  another  which  prescribed  a  differ- 
ent sequence.  Fair  analogies  appear  to  me,  for  example,  cattle  fed  for  market, 
or  houses  rebuilt  or  enlarged.  It  is  true  that  for  convenience  we  speak  of  such 
property  as  always  remaining  the  same,  though  in  fact  it  is  not  only  different  in 
value,  but  that  difference  results  from  a  change  in  the  objective  character  of  the 
property  itself,  but  that  convenience  should  not  disguise  the  substantial  fact 
that  it  is.  economically  speaking,  new  property  which  appears. 

When  such  changes  have  resulted  from  the  expenditure  of  new  capital,  I  see 
no  reason  why  the  statute  should  be  construed  as  peremptorily  directing  that 
they  should  be  disregarded.  It  Is  quite  true  still,  as  the  plaintiff  argues,  that 
the  "  earned  surplus  "  must  be  found  In  some  assets  and  that  the  only  asset  in 
the  case  at  bar  still  remains  the  process,  hut  It  Is  a  different  process.  The  limi- 
tation of  section  207  may  be  confined,  without  undue  violence,  to  the  sense  of 
the  words,  to  such  Increases  in  value  as  arise  without  the  addition  of  new 
capital,  and  It  may  be  to  such  others  also  as  involve  no  objective  change  in 
the  thing  Itself. 

Indeed,  it  can  scarcely  be  supposed  that  Congress  could  have  had  any  other 
purpose  than  to  prevent  the  taxpayer  from  crediting  his  capital  account  with 
Increases  which  he  hart  done  nothing  to  produce.  If  they  meant  to  Include  also 
new  outlays  upon  existing  capital,  no  matter  how  providently  made,  the  statute 
provides  a  direct  Incentive  to  extravagance.  Often,  perhaps  generally.  It  Is  a 
sound  Industrial  policy  to  improve  existing  capital  rather  than  to  scrap  It  and 
invest  anew.  Yet  If  the  plaintiff  be  right  no  such  investment  can  ever  do  more* 
than  meet  depreciation,  and  this  would  apply  as  well  to  "tangibles"  as  to 
"  Intangibles."  The  only  new  values  which  could  be  recognized  would  be  In 
property  bought  outright  after  Incorporation,  and  those  Investments  which  may 
have  been  the  means  of  changing  tlie  industrial  character  and  value  of  existing 
property  would  be  totally  lost  for  puriwses  of  taxation.  When  taxes  can  he  as 
high  as  the  excess  profits  tax  may  be,  such  Inducements  may  become  a  patent 
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influence  upon  Industrial  condnct«  and  it  can  not  be  snpposed  that  the  remit  of 
the  plalntliTs  construction  was  within  tlie  purposeH  of  Congress. 

Again,  it  should  be  a  weighty  consideration  with  me  thut  the  tax  bureau  has 
made  these  allowances  in  the  past  in  the  case  of  thousands  of  taxpayers  and 
has  drafted  Its  regulations  upon  the  assumption  that  the  statute  permits  them. 
I  therefore  hold  that  when  money  has  been  earned  and  spent  in  improving  a 
process  such  as  this,  its  Increased  value  due  only  tn  that  expenditure  may  figure 
as  an  asset  ni  estimating  under  section  207  "  enmeu  surplus,"  if  any,  as  an  ele- 
ment of  "  invested  capital/* 

It  does  not  follow  of  course  in  the  case  at  bar  that  tlie  value  of  the  process 
so  improved  was  enough  to  cause  any  "  earned  surplus  **  to  emerge.  That  de- 
pends upon  whether  the  assets,  so  estimated,  were  greater  than  the  stock, 
$10,000,  by  more  than  a  "  nominal "  amount.  Now  the  value  of  the  "  tangibles  " 
must  under  secticm  207  be  taken  as  of  January  1,  1914,  at  which  time  they  had 
disappeared.  Therefore,  the  process  must  have  increased  from  its  nominal  value 
in  1900  to  more  than  $10,000  before  any  **  earned  surplus  '*  could  begin  to  ap- 
pear at  all.  The  value  at  which  the  plaintifT  carrieil  the  process  does  not  defi- 
nitely appear  on  its  books.  On  January  1,  1917,  it  had  a  surplus  of  $13,068.59 
and  therefore  assets  of  $23,088.59.  Of  this,  $7,367.64  was  in  cash,  leaving 
$15,720.95  for  other  assets  which  must  be  the  pnicess  and  the  contract  The 
contract  got  its  value  only  from  the  pr(»cess  and  may  be  disregarded.  The 
value  of  the  process  as  of  that  year  would  therefore  appear  to  be  this  sum. 

This  figure,  it  is  true,  does  not  correspond  with  other  evidence  and  appa- 
rently is  incorrect.  In  its  income  tax  return  for  1916  it  valued  the  process  as  of 
March  1,  1913,  at  $19,716.84,  and  claimed  a  deduction  for  depreciation  to  date 
of  $7,761.42,  leaving  a  value  of  about  $12,000  as  of  January  1,  1917.  The  dis- 
crepancy of  some  $3,700  I  have  been  unable  to  account  for  except  upon  the 
hypothesis  that  there  were  other  assets  not  shown.  Perhaps  the  cash  was 
greater,  because  the  cashbook  showed  a  balance  on  January  2,  1917,  of 
$11,000,  which  Just  about  makes  up  the  difference.  Assuming  that  this  is  the 
proper  explanation,  still  on  the  plaintiffs  own  admission  it  had  an  "earned 
surplus ''  of  $2,000,  which  in  view  of  the  size  of  the  business  I  should  not  con- 
siiler  "nominal*' 

But  the  defendant  was  not  bound  by  the  plaintiffs  admission.  It  was  for  the 
plaintifT  to  prove  that  It  had  only  a  nominal  capital.  The  process  was  clearly 
of  very  substantial  value.  The  contract  had  10  years  more  to  run  and  there 
was  a  minimum  royalty  of  $2,000.  Besides  this  the  plaintiff  could  call  for  at 
least  3,000  pounds  of  theobromine  yearly  at  not  more  than  $2.50  a  pound,  a 
right  wlilch  had  been  of  substantial  value  in  the  years  before  the  war  began 
to  affect  the  price.  In  1914  this  right  was  worth  $525  and  the  royalty  appa- 
rently $2,854.  Moreover,  when  the  contract  terminatt^d  the  process  would  not 
necessarily  become  worthless.  Indeed,  it  may  have  a  very  .substantial  value 
for  an  indefinite  time.  The  plaintilf  has  certainly  failed  to  prove  that  its  value 
ill  1917  over  $10,000  was  "  not  more  than  nominal.** 

I  therefore  conclude  that  the  case  is  not  prove<l  and  will  direct  a  verdict  for 
the  defendant. 


( 


Section  326,  Article  831 :  Meaning  of  invested  32-21-1766 

capital.  O.  D.  991 

(Also  Section  234,  Article  564.) 

In  1920  a  corporation  increased  its  capital  stock  by  issuing  y  addi- 
tional shares  or  stock  of  a  par  value  oi  x  dollars  per  share.  Each 
stockholder  registered  on  the  corporation's  book  at  the  close  of  busi- 
ness March  — ,  1920,  was  given  the  right  to  subscribe  for  one  new 
share  of  stock  for  each  two  shares  of  old  stock  held  by  him  on  that 
date  upon  payment  of  2^x  dollars  per  share,  payable  as  follows:  ^ 
X  dollars  on  May  — ,  1920,  fa?  dollars  on  June  — ,  1920,  and  ^x  dollars  ^ 
on  July  — ,  1920. 

The  company  was  to  pay  interest  at  the  rate  of  6  per  cent  per 
annum  on  such  payments  from  the  date  each  payment  was  made. 
Interest  on  all  payments  ceased  August  — ,  1920,  the  date  when  the 
certificates  were  exchanged  for  the  stock  of  the  company.     Stock- 
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holders  desiring  to  pay  in  full  at  one  time  were  privileged  to  do  so 
on  May  — ,  1920,  but  at  no  other  time.  The  right  to  subscribe  for 
stock  expired  on  May  — ,  1920. 

The  question  raised  is  whether  the  pajrments  made  prior  to  August 
— ,  1920,  can  be  treated  as  invested  capital  from  the  date  on  which 
they  were  received,  or  whether  the  invested  capital  mQ,j  be  increased 
only  as  of  August  — ,  1920,  the  date  on  which  the  subscribers  received 
their  paid-up  stock  certificates. 

Held,  that  the  subscription  payments  received  by  the  company  may 
be  properly  treated  as  invested  capital  from  the  date  on  wnich  they 
were  received,  and  that  the  so-called  interest  paid  to  the  subscribers 
on  the  installment  payments  from  the  date  of  each  payment  to 
August  — ,  1920,  was,  m  fact,  distribution  of  profits  from  surplus, 
an  cf  accordingly  is  not  a  deductible  expense. 


Section  326,  Article  831 :  Meaning  of  invested  34-21-1787 

capital.  O.  D.  1007 

The  books  of  a  corporation  were  kept  according  to  the  single-entry 
system  of  bookkeeping,  and  its  income  and  expenses  were  recorded 
on  a  cash  receipts  and  disbursements  basis.  At  the  end  of  the  tax- 
able year  1919  a  statement  of  assets  and  liabilities  was  prepared  in 
connection  with  its  Federal  income  and  profits  tax  return.  There 
were  reported  on  the  statement  as  assets  the  cash  balance,  the  fixed 
and  intangible  assets,  and  also  such  accounts  receivable  as  were  on 
the  memorandum. records,  but  the  income  from  which  had  not  been 
taken  into  the  books.  The  statement  also  showed  on  the.  liability  side 
the  amount  of  outstanding  capital  stock  and  also  bills  payable  and 
accounts  payable  which  were  shown  by  the  memorandum  records, 
but  the  expenses  for  which  had  not  been  taken  into  the  books. 

Held,  that  the  corporation  can  not  report  its  income  on  a  cash 
receipts  and  disbursements  basis  and  compute  its  invested  capital  on 
an  accrual  basis.  As  the  corporation's  income  is  reported  on  a  cash 
receipts  and  disbursements  basis,  accrued  items  can  not  be  taken  into 
consideration  in  computing  its  invested  capital. 


Section  326,  Abticle  831:  Meaning  of  invested  37-21-1822 

capital.  T.  D.  3220 

(Also  Section  223,  Article  401;  Section  239, 
Article  621.) 

INCOME  TAX. 

Use  of  appreciated  or  inflated  values  in  determining^  invested  capital 
shown  in  income  and  excess  profits  tax  retumB  for  1917  and  subsequent 
years. 

Treasuky  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washington^  D,  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

An  examination  of  income  and  excess  profits  tax  returns  for  1917 
and  subsequent  years  has  disclosed  that  many  taxpayers  have  used 
appreciated   and  inflated  values   in  determining  invested  capital 
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shown  in  such  returns  contrary  to  section  207  of  the  Revenue  Act 
of  1917  and  section  326  of  the  Kevenue  Act  of  1918. 

This  office  has  held  consistently  that  the  use  of  appreciated  or 
inflated  values  in  detenhining  invested  capital  is  not  permissible 
and  this  ruling  has  been-  sustained  by  the  United  States  Supreme 
Court  in  the  case  of  the  La  BeUe  Iron  Works  v.  The  United  States 
(41  Sup.  Ct.,  528;  T.  D.  3051). 

All  taxpayers  who,  in  the  preparation  of  their  income  and  excess 
profits  tax  returns  for  1917  and  subsequent  years,  haVe  used  appre- 
ciated or  inflated  values  in  determining  the  amount  of  their  invested 
capital  are  required  to  file  with  the  collector  of  internal  revenue 
within  90  days  from  date  of  this  decision  amended  returns  for  each 
of  such  years,  in  which  the  invested  capital  shall  be  computed  strictly 
in  accordance  with  the  law  and  regulations  and  without  the  use  of 
appreciated  or  inflated  values.  It  is  not  reauired  that  such  amended 
returns  shall  include  the  figures  ^own  in  tne  original  returns  which 
are  unaffected  by  this  decision.  Only  such  figures  as  are  necessary 
to  show  the  correct  values  used  in  the  computation  of  invested 
capital  and  such  totals  as  are  necessary  to  a  redetermination  of  the 
tax  need  be  shown.  Payment  of  the  additional  tax  shown  to  be 
due  on  such  amended  returns  must  also  be  made  at  the  time  the 
returns  are  filed. 

Failure  to  file  amended  returns  within  the  time  specified  will  sub- 
ject taxpayers  to  the  penalties  provided  for  in  section  3176,  United 
States  Revised  Statutes,  as  amended. 

D.  H.  Blair, 
Commissioner  oj  Internal  Revenue. 

Approved:  August  26,  1921. 

A.  W.  Mellon, 

Secretary  oj  the  Treasury. 


Section  326,  Article  831 :  Meaning  of  invested  39-21-1848 

capital.  A.  R.  R.  619 

REVENUE  ACT  OF  1917. 

Recommended,  that  the  action  of  the  Income  Tax  Unit  in  disallowing 
as  invested  capital  the  aggregate  net  debit  balance  of  2x  doUars,  repre- 
senting moneys  paid  out  of  the  capital  accounts  of  the  M  partnership,  to 
individual  partners  for  the  purchase  of  stock  in  controlled  corporations, 
be  sustained  and  that  the  action  of  the  Unit  in  disallowing  as  invested 
capital  the  aggregate  net  debit  balance  of  6x  dollars  representing  moneys 
advanced  by  the  partnership  to  individual  partners  and  on  which  in- 
terest was  charged  and  deducted  from  income,  be  reversed  and  that  said 
amount  be  allowed  as  invested  capital  of  the  partnership. 

The  Committee  has  had  mider  consideration  the  appeal  of  the  M 
partnership  from  the  action  of  the  Income  Tax  Unit  m  eliminating 
from  the  invested  capital  of  the  partnership,  for  the  taxable  year  1917, 
certain  debit  balances  of  the  individual  partners'  accounts  aggregating 
8x  dollars  on  the  theory  that  this  account  represented  personal  with- 
drawals from  invested  capital. 

The  partnership  was  formed  in  190-  by  A  and  B.  For  some  time 
thereafter  the  partnership  did  not  manufacture  any  of  the  goods  it 
marketed  due  to  the  fact  that  it  did  not  control  and  operate  any 
mills  of  its  own.    After  attempting  for  a  few  years  to  buy  and  seU 
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goods  and  conduct  a  regular  wholesale  jobbing  business  it  became 
necessary  to  make  arrangements  to  control  certain  corporations  so 
that  the  goods  would  be  manufactured  under  the  direction  of  the 
partnership  and  in  such  a  manner  that  would  be  satisfactory  to  the 
trade  of  uie  partnership.  In  March,  191-,  C  was  taken  mto  the 
partnership  on  an  equal  share  basis  and  under  agreement  for  equal 
division  oi  profits. 

Whenever  a  new  enterprise  was  formed,  the  partnership  issued 
checks  for  the  corporate  stock  and  caused  the  shares  to  be  recorded  by 
the  corporation  and  issued  in  equal  proportions  in  the  names  of  the 
three  partners.  The  private  accounts  of  the  partners  were  there- 
upon charged  with  one-third  of  the  purchase  price.  Stocks  were 
kept  in  custody  of  the  partnership  ana  were  frequently  used  as  col- 
lateral by  the  partnership  without  reference  to  the  individual  partner 
in  whose  name  the  stock  was  recorded.  For  this  purpose  it  was 
necessarv  that  the  stock  certificates  be  endorsed  m  blank.  The 
dividends  on  these  stocks  were  received  by  the  individual  members 
of  the  partnership  because  they  were  stockholders  of  record.  These 
checks  were  earned  through  the  private  accounts  of  the  partners  by 
endorsement  of  the  checks  in  blank.  The  stocks  themselves  were 
not  taken  up  on  the  books  of  the  partnership,  and  the  result  of  the 
transactions  above  noted  indicates  that  money  was  advanced  by  the 
partnership  to  the  individual  partners  in  equal  amount  for  the  pur- 
chase of  tne  stocks  in  question  and  that  the  dividends  received  on 
the  same  were  credited  to  the  partners'  private  accounts  in  equal 
proportion. 

At  December  31,  1916,  the  a^regate  of  these  net  debit  balances 
was  2x  doUars.  This  situation  presents  an  account  receivable  against 
each  individual  partner  in  the  same  definite  amount,  but  the  part- 
nership contends  that  the  stocks  so  accjuired  belonged  to  the  partner- 
ship and  not  to  the  individual.  It  is  manifest,  nowever,  that  the 
records  of  the  company  do  not  support  this  conclusion.  If  the  stocks 
belonged  to  the  partnership  and  the  partnership  disbursed  moneys 
to  acquire  them,  they  should  have  been  set  up  in  a  stock  investment 
account  of  the  partnership.  The  result  of  this  transaction  would 
simply  have  been  a  conversion  of  cash  into  another  form  of  asset. 
It  seems  more  reasonable  to  assume  that  it  was  the  real  intention 
•of  the  partners  that  the  stocks  should  have  been  paid  for  out  of  the 
capital  accounts  of  the  partners,  since  under  the  plan  of  payment 
and  under  the  plan  for  crediting  the  dividends  received  the  capital 
accounts  of  the  partners  were  affected  in  equal  proportion.  Further- 
more, it  is  understood  that  the  net  debit  balances  recorded  in  the 
private  accounts  as  a  result  of  these  stock  transactions  were  elimmated 
in  the  calculation  of  interest  on  partnership  loans.  This  further,  con- 
clusively indicates  that  the  shares  of  stock  were  really  intended  to 
be  issued,  as  they  were  actually  issued,  to  the  individual  partners 
out  of  their  share  of  capital  in  the  partnership.  The  Committee  is 
compelled  to  reach  this  conclusion  and  accordingly  sustains  the 
Income  Tax  Unit  in  its  position  that  the  invested  capital  of  the 
partnership  was  reduced  by  the  purchase  price  of  these  stocks.  The 
dividends  received  should  accordingly  be  accounted  for  by  the  indi- 
vidual partners  and  not  by  the  partnership. 

From  the  private  accounts  of  the  partners  there  has  been  segregated 
an  aggregate  amount  of  6x  dollars  which,  it  is  claimed,  represents  a 
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net  debit  balance  resulting  from  certain  loans  made  at  yarious  times 
to  the  partners  and  against  which  certain  private  income  of  each 
of  the  tnree  partners  has  been  credited  from  time  to  time.  In  con- 
nection with  this  debit  balance  the  appellant  submits  that  it  was 
always  understood  and  agreed  by  the  partners  that  interest  at  the 
rate  of  6  per  cent  per  annum  was  to  be  paid  and  was  paid  by  the 
partners  on  the  monthly  debit  balances  of  tne  personal  loans,  and  like- 
wise the  partnership  would  pay  and  did  pay  tne  same  rate  of  interest 
to  the  individual  partners  on  the  monthly  credit  balances.  The 
interest  received  by  the  partnership  has  always  been  included  in  the 
gross  income  of  the  partnership  and  taxed  as  such.  It  is  further 
stated  that  it  was  also  considered  by  the  partnership  that  at  all 
times  these  chaises  to  the  private  accounts  were  notes  receivable. 
The  three  partners,  it  is  claimed,  have  a  tight  verbal  agreement 
which  makes  it  obligatory  to  turn  into  the  partnership  as  collateral 
all  stock  certificates  individually  owned  in  companies  not  controlled 
by  the  M  partnership.  In  the  event  of  death  the  collateral  is  used 
to  pay  oflF  any  debit  balance  of  the  partners.  Under  such  circum- 
stances it  seems  necessary  to  give  full  effect  to  this  net  debit  balance 
as  an  account  receivable  of  the  partnership  and  as  such  it  is  a  proper 
asset  in  its  business. 
Article  33  of  Regulations  41  provides: 

In  computing  net  income  for  purposes  of  the  excess  profits  tax  a  partnership  will 
be  allowed  to  deduct  amounts  paid  during  the  year  to  an  individual  partner  as 
interest  upon  any  bona  fide  loan,  but  no  deduction  for  so-called  interest  upon  capital 
will  be  allowed. 

The  converse  of  this  reflation  must  necessarily  be  true.  There- 
fore, if  money  is  advanced,  bona  fide,  to  partners  for  their  personal 
use  and  interest  is  charged  thereon  as  in  the  instant  case,  the  advance 
must  be  considered  an  account  receivable  and  hence  a  part  of  the 
invested  capital  of  the  partnership. 

The  Committee  accordingly  reconunends  that  the  action  of  the 
Income  Tax  Unit  in  disallowing  as  invested  capital  the  aggregate 
net  debit  balance  of  2x  dollars,  representing  moneys  paid  out  of  the 
capital  accounts  of  the  M  partnership,  to  individual  partners  for  the 
purchase  of  stock  in  controlled  corporations,  be  sustained  and  that 
the  action  of  the  Unit  in  disallowing  as  invested  capital  the  aggregate 
net  debit  balance  of  6x  dollars,  representing  moneys  advanced  by  th^ 
partnership  to  individual  partners  and  on  which  interest  was  charged 
and  deducted  from  income,  be  reversed  and  that  said  amount  be 
allowed  as  invested  capital  of  the  partnership. 


Section  326,  Articx.£  831:  Meaning  of  invested  capital. 

(See  41-21-1862;  sec.  233,  art.  641.)  Interest  on  company's 
own  fimds  used  temporarily  for  construction  purposes  charged  to 
capital  account.     Revenue  Acte  of  1916  and  1917. 


« 
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Section  326,  ARTicLfc  831 :  Meaning  of  invested  48-21-1954 

capital.  T.  D.  3243 

(Also  Section  227,  Article  444.) 

INCOME  TAX. 

Extension  of  time  for  tiling  aiiioiuled  returns  required  by  Treas- 
ury Decision  3220  in  cases  in  whitli  appreciated  or  inflated  values 
have  been  used  in  determining  invested  capital. 

Treasury  Department, 
Office  of  CommisvSioner  of  Internal  Revenue, 

Washington^  D,  G. 

To  collectors  of  internal  revenue  and  others  concerned: 

Under  the  provisions  of  Treasury  Decision  3220.  approved  August 
26,  1921,  all  taxpayers  who,  in  the  preparation  oi  their  income  and 
profits  tax  returns  for  1917  and  subsequent  years,  have  used  appre- 
ciated or  inflated  values  in  determining  the  amount  of  their  invested 
capital,  are  required  to  file  amended  returns  within  ninety  days  from 
the  date  of  that  decision  and  make  payment  of  the  additional  tax 
shown  to  be  due. 

In  view  of  the  fact  that  many  taxpayers  are  unable  to  complete 
their  returns  by  November  24,  1921,  the  last  date  under  which 
amended  returns  may  be  filed,  as  provided  by  Treasury  Decision  3220, 
an  extension  of  time  up  to  and  including  January  15,  1922,  is  hereby 
granted  within  which  to  file  such  amended  returns  and  make  pay- 
ment of  the  additional  tax  due. 

D.  H.  Blair, 
Coin77iissioner  of  Internal  Revenue. 

Approved :  November  14,  1921 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


Section  326,  Article  831 :  Meaning  of  invested  49-21-1968 

capital.  O.  D.  1131 

(Also  Secti6n  239,  Article  621.) 

It  is  the  purpose  of  Treasury  Decision  3220  (C.  B.  5,  p.  285), 
in  cases  in  which  returns  were  filed  contrary  to  section  20T  of  the 
Revenue  Act  of  1917  and  section  326  of  the  Revenue  Act  of  1918, 
and  the  regulations  issued  thereunder,  to  have  amended  returns  filed 
and  any  tax  shown  to  be  due  thereon  paid  immediately,  rather  than 
to  wait  until  the  returns  are  finally  reached  in  the  regular  course 
of  audit  in  this  office.  The  fact  that  there  may  be  no  further  tax 
shown  to  be  due  on  the  amended  returns  in  such  cases  is  not  sufficient 
to  waive  the  filing  of  such  returns. 

90215^—22 19 
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Section  326,  Article  837 :  Surplus  and  undi-  47-21-1936 

vided  pronts :  paid-in  surplus.  A.  £.  R.  678 

Kec'oniineuded,  in  tlie  appeal  of  the  M  Company,  tliat  the  action 
of  the  Income  Tax  Unit  in  denying  the  right  to  include  in  the  com- 
putation of  invested  capital  aa  paid-in  surplus  3iJ  dollars,  n'pre- 
senting  claims  owed  to  and  canceled  l)y  creditor  strn^kholders,  be 
reversed,  and  accordingly  that  the  taxpayer's  appeal  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  holding  that  an 
item  of  3it/j  dollars  may  not  properly  be  tieated  as  paid-in  surplus 
for  the  purpose  of  computing  invested  capital. 

A  review  of  the  record  in  the  case  discloses  the  following  relevant 
facts  which  do  not  appear  to  be  disputed.  The  M  Company  was  in- 
corporated in  190 —  with  a  paid-in  capital  of  5.r  dollars,  and  since  that 
time  has  undergone  no  corporate  change;  and  in  1913  stockholders, 
with  claims  amounting  to  h^x  dollars  for  goods  and  materials  fur- 
nished to  the  company  in  Ui6  course  of  business,  canceled  their  claims. 
It  appears  that  the  company  was  originally  organized  in  190 —  by  the 
heirs  of  A,  the  founder  of  the  business,  and  that  his  son  had  control 
of  the  business  until  1913 ;  further,  that  the  company  operated  con- 
sistently at  a  loss  up  to  1913,  when  it  was  placed  in  the  hands  of  a  re- 
ceiA'er,  at  which  time  it  was  rehabilitated  without  corporate  reorgani- 
zation through  the  transfer  of  capital  stock  to  creditor.  It  is  shown 
that  creditors'  claims  amounting  to  S^x  dollars  were,  as  before  stated, 
canceled,  and  at  the  same  time  there  was  a  transfer  to  said  creditors 
of  3a?  dollai-s  par  value  of  the  company's  capital  stock  from  the  mem- 
bers of  A's  family ;  also  further  shares  were  transferred  and  sold  to 
obtain  financial  aid  necessary  to  place  the  company  and  its  business 
on  a  working  basis.  As  a  result  of  such  transfers,  the  control  of  the 
corporation  since  1913  has  been  in  the  hands  of  B  and  C,  of  the  O 
Company.  These  two  individuals,  it  appears,  wei*e  the  principal 
creditors  of  the  appellant  company  at  the  time  receiver  was  appointed. 

It  is  the  claim  of  the  corporation  that  the  amount  of  debts  so  can- 
celed constitutes  a  contribution  of  new  capital  invested  by  the  credi- 
tors to  the  extent  of  their  canceled  claims. 

The  view  expressed  by  the  Unit  in  its  memorandum  of  I'ebruai'y 
16,  1921,  is  substantially  as  follows: 

Inasmuch  as  the  creditors  received  stock  for  the  cancellation  of  their  claims, 
it  was  the  opinion  of  the  representatives  of  the  Bureau  that  the  amount  in- 
volved did  not  constitute  paid-in  surplus  within  the  meaning  of  the  law. 

Upon  consideration  of  the  foregoing,  it  appears  to  the  Committee 
that  at  a  time  just  prior  to  the  receivership  the  appellant  com- 
pany's invested  capital  was  6x  dollars,  provided  that  the  par  value 
of  the  total  capitalization  of  the  company  was  fully  paid  in  at  the 
time  of  organization,  and  this  is  true  despite  the  fart  that  at  a  time 
just  prior  to  the  receivership  the  company  showed  a  large  operating 
deficit.  In  this  connection  attention  is  called  to  the  fact  that  the 
Bureau  has  consistently  held  that  the  original  amount  of  capital  A  i 
paid  in  for  stock  subscriptions  shall  never  be  reduced  for  purpopesiX)f  ^^ 
computing  invested  capital  bv  reason  of  an  operating  deficit.  C'iiiji- 
ceded,  then,  that  the  invested  capital  at  a  time  just  prior  to  the  re- 
ceivership in  1913  was  5.r  dollars,  what  effect,  if  any,  had  the  stock 
transactions  between  stockholdei-s  upon  invested  capital  ?    The  Com- 
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mittee  can  see  no  change  in  invested  capital  resulting  thereby.  The 
transfer  of  stock  between  the  several  stockholders  of  the  corporation 
or  between  stockholders  and  persons  who  have  not  prior  to  such 
action  been  stockholders,  whether  for  a  valuable  consideration  in  ex- 
cess of  or  less  than  the  par  value  or  market  value  of  the  corporate 
stock,  or  for  no  consideration  whatsoever,  can,  in  the  opinion  of  the 
Committee,  have  no  effect  upon  the  measure  to  be  assigned  to  the 
original  paid-in  capital  for  the  purpose  of  computing  invested 
capital. 

It  is  pointed  out  in  the  instant  case  that  the  principal  creditors  of 
the  corporation  at  the  time  of  the  receivership  received  by  transfer 
from  the  majority  stockholders  3a?  dollars  par  value  of  the  capital 
stock.  It  does  not  appear  whether  a  consideration  of  any  descrip- 
tion entered  into  this  transaction.  However,  the  Committee  can  see 
no  possible  effect  which  such  transaction  could  have  upon  the  original 
paid-in  capital  for  the  purpose  of  determining  invested  capital. 

With  respect  to  the  cancellation  of  the  claims  of  creditors  who  were 
themselves  stockholders  and  assumeii  control  b^  reason  of  the  trans- 
fer aforesaid,  it  is  the  opinion  of  the  Committee  that  such  action 
clearly  resulted  in  an  additional  contribution  to  capital  which  as- 
simied  the  character  of  paid-in  surplus.  The  situation  seem^  to  be 
that  these  stockholders  made  numerous  advances  either  in  money  or 
money's  worth  to  the  corporation  which  gave  rise  to  an  existing 
liability  constituting  a  charge  against  the  corporate  assets.  By  the 
.cancellation  of  such  claims  a  condition  arose  whereby  the  corporate 
liabilities  were  correspondingly  reduced  and  the  assets  correspond- 
ingly increased. 

It  is  true  that  this  action  on  the  part  of  said  stockholders  effected  no 
change  in  the  corporate  surplus  for  the  reason  that  an  operating 
deficit  existed.  However,  the  applicable  rule  in  this 'Connection  is 
found  in  article  860  of  Regulations  45,  which  provides  in  part  that : 

Capital  or  surplus  actually  paid  in  is  not  required  to  be  reduced  because 
of  an  impairment  of  capita!  in  the  nature  of  an  operating  deficit. 

A  careful  study  of  the  above  matters  leads  the  Committee  to  con- 
clude that  the  cancellation  by  stockholders  of  3Ja?  dollars  of  claims 
owing  to  such  stockholders  resulted  in  effect  in  an  additional  contri- 
bution to  the  corporation's  capital  account  which  assumed  for  the 
purposes  of  invested  capital  the  nature  of  paid-in  surplus ;  further, 
that  this  is  true  regardless  of  any  transfers  of  stock  as  between  the 
stockholders  which  Aiay  or  may  not  have  been  a  consideration  mov- 
ing to  the  cancellation  of  said  claims. 

It  follows  obviously  that  the  corporation's  invested  capital  is  at 
least  the  5a?  dollars  fully  paid-up  capital  as  it  existed  just  prior  to 
the  receivership,  plus  the  3Jj?  dollars  paid-in  surplus,  which  was 
effected  by  reason  of  the  cancellation  of  the  stockholding  creditors' 
claims,  or  a  total  of  S^x  dollars.  Therefore,  it  is  recommended  in 
the  appeal  of  the  M  Company  that  the  action  of  the  Income  Tax 
Unit  in  denying  the  right  to  include  in  the  computation  of  invested 
capital  as  paid-in  surplus. 3 J.r  dollars  representing  claims  owed  to 
ariB  canceled  by  creditor  stockholders  be  reversed,  and  accordingly 
that  the  taxpayer's  appeal  be  sustained. 
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Skction  326,  Article  839:  Surplus  and  undi-  30-21-1748 

vided  profits:  allowance  for  depletion  and 
depreciation. 

A.  R.  M.  106  EXPLAINED. 

Specific  inquiry  has  been  made  as  to  the  meaning  of  the  words 
"  actual  value  "  as  used  in  Committee  on  Appeals  and  Review  Memo- 
randum 106.  For  the  purposes  of  taxation  depreciation  is  based 
upon  cost.  Accordingly  the  words  '*  actual  value  ^'  mean  "  sound 
value,"  which  is  "  original  cost "  (or  value  as  of  March  1,  1913^  if 
applicable),  including  additions  and  betterments  charged  to  capital 
account,  less  depreciation  sustained. 

Article  161,  Begulations  45  (1920  edition),  defines  the  proper 
allowance  for  depreciation  as  '^that  amount  which  should  be  set  aside 
for  the  taxable  year  in  accordance  with  a  consistent  plan  by  which  the 
aggregate  of  such  amounts  for  the  useful  life  of  the  property  in  the 
business  will  suffice,  with  the  salvage  value,  at  the  ena  of  sucn  useful 
life  to  provide  in  place  of  the  property  its  cost,  or  its  value  as  of 
March  1,  1913,  if  acquired  by  the  taxpayer  before  that  date." 

It  follows  from  this  definition  that  any  action  on  the  part  of  a 
particular  taxpayer  which  extends  the  useful  life  of  a  depreciable 
asset  bevond  the  noimal  or  usual  term,  and  anv  circumstance  which 
serves  to  increase  the  salvage  value  of  a  depreciable  asset,  operates  to 
justify  a  reduction  in  the  normal  rate  of  depreciation.  The  deprecia- 
tion of  an  asset  is  arrested  where  it  is  maintained  at  a  high  standard  . 
of  efficiency  either  by  the  exercise  of  unusual  care  in  its  use  or  by 
unusual  maintenance  expenditures. 

Invested  capital,  as  defined  in  the  excess  profits  tax  law,  is  a 
statutory  concept  and  is  composed  of  two  elements:  (a)  original 
contribution,  and  (b)  earnings  of  the  corporation  available  foji  dis-^ 
tribution  but  not  distributed  and  not  dissipated  by  subsequent  oper- 
ating losses.  The  exhaustion  of  this  capital  through  use,  wear  and 
tear  has,  for  the  purpose  of  computing  invested  capital,  the  same 
effect  as  an  operating  loss,  and  unless  this  loss  is  properly  taken 
care  of  out  of  earnings  in  one  wav  or  another  earned  surplus  mlist 
be  adjusted  in  accordance  with  tlie  provisions  of  the  regulations. 
There  are  two  wavs  of  takinjr  care  of  this  loss  out  of  income.  One 
is  by  charging  ordinarj^  repairs  directly  to  expense  and  setting  up  a 
(lei)reciation  reserve  against  which  are  properly  chargeable  all  re- 
newals and  replacements;  the  other  is  where  renewals  and  replace- 
ments, as  well  as  repairs,  have  been  charged  directly  against  gross 
income.  Either  way  has  the  effect  of  reducing  the  amount  added 
(luring  the  year  to  earned  surplus.  Consec^uently,  the  mere  fact  that 
no  depreciation,  or  a  minimum  depreciation,  has  been  charged  as 
such  is  not  sufficient  reason  for  reducing  the  earned  surplus  where 
renewals  and  re})lacements  sufficient  to  care  for  the  decrease  in  value 
of  capital  assets  have  been  charged  directly  to  expense,  or  where  for 
any  of  the  other  reasons  hereinbefore  suggested  less  than  the  normal 
rate  of  depreciation  is  properly  charjreable.  When  a  taxpayer  makes 
this  claim  there  are  two  methods  ot  verifying  it.  One  is  by  d6t^- 
mining  the  plant  efficiency  and  the  other  is  by  determining  the  viTiie 
of  the  capital  assets  remaining.  From  an  administrative  standpoint 
the  latter  is  probably  more  practical  even  though  it  may  be  said 
that  the  former  is  more  accurate. 
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Many  cases  have  been  brought  to  the  attention  of  the  Committee 
where  corporations  have  been  in  existence  for  a  long  period  of  years, 
some  of  which  corporations  have  been  in  existence  several  times  the 
ordinary  estimated  life  of  the  depreciable  assets,  and  yet  those  assets 
are  to-day  in  first-class  condition  and  worth  the  figure  at  which  they 
are  carried  on  the  books,  although  no  depreciation  has  been  charged 
as  such  and  no  additions  to  capital  account  have  b^en  made.  In 
such  cases  it  is  obvious  that  depreciation  has  been  adequately  cared 
for  by  charges  to  expense,  although  it  frequently  happens  that  it 
is  impossible  at  this  late  date  to  segregate  and  specify  such  charges 
and  there  is  no  warrant  In  the  law  or  the  regulations  for  requiring 
the  depreciable  assets  in  such  cases  to  be  written  down  below  the 
figure  at  which  they  are  curried  on  the  books,  since  to  do  so  is  to 
reduce  earned  surplus  twice^  once  through  the  original  charge  to 
expense  (whether  proper  or  improper)  and  again  through  an  arbi- 
trary depreciation  charge  required  by  the  Bureau  to  be  set  up  against 
earned  surplus  for  the  purpose  of  computing  invested  capital. 

The  controlling  rule  in  this  matter  is  found  in  that  part  of  article 
839  of  Regulations  45,  which  reads: 

Adjustments  In  respect  of  depreciation  or  depletion  In  prior  years  will  be 
made  or  permitttMl  only  npon  the  basis  of  affirmative  evidence  that  as  at  the 
beginning  of  the  taxable  year  the  amount  of  depreciation  or  depletion  written 
off  in  prior  years  was  insufficient  or  excessive,  as  the  case  may  be. 

Mere  failure  in  prior  years  to  hcCve  written  off  on  the  hooks  the 
fnaodmum  or  ordinary  rate  of  depreciatian  is  not  in  itself  ^^afftrnta- 
tive  evidence.'*'*  There  is  no  warrant  for  reducing  earned  surplus 
because  of  alleged  failure  to  charge  off  sufficient  depreciation  in  the 
past,  unless  the  depreciable  assets  of  the  corporation  are  valued  on 
its  books  at  the  beginning  of  the  taxable  year  at  an  amount  in  excess 
of  their  sound  value  at  that  time. 
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divided  profits:  allowance  for  depletion  and  O.  D.  1104 

depreciation. 

Reference  is  made  to  Committee  on  Appeals  and  Review  Memo- 
randum 106  (C.  B.  4,  p.  390)  and  explanatory  memorandum  of  the 
Committee  dated  July  6, 1921  (C.  B.  5,  p.  292)' 

The  attention  of  the  Commissioner's  office  has  been  called  to  the 
fact  that  article  839  of  Regulations  45  as  interpreted  by  Commit- 
tee Memorandum  106  and  the  memorandum  of  Julv  6th  has  not 
been  properly  followed. 

When  the  "Regulation  (art.  839  of  Reg.  45)  was  being  drafted  it 
was  the  intention  of  the  draftsmen  that  a  corporate  surplus  account 
was  not  to  be  disturbed  lightly  and  that  no  change  should  be  made 
in  it  either  by  the  Government  or  by  the  taxpayer  except  upon 
adequate  evidence  that  the  surplus  account  was  incorrect.  It  was 
the  view  of  the  draftsmen  that  unless  the  taxpayer  could  show  a 
stateyjpf  error  the  Government  should  deny  a  claim  for  an  increase 
in  tiie  surplus  shown  by  the  taxpayer's  books;  conversely,  before  a 
deduction  could  be  made  from  the  taxpayer's  surplus  account,  the 
Government  must  show  that  such  an  adjustment  is  necessary  to  cor- 
rect the  account.    The  view  was  also  held  that  such  proof  must  be 
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ill  the  form  of  affiimative  evidence ;  that  it  could  not  rest  upon  mere 
assertion  or  the  working  out  of  the  theoretical  fonnula. 

It  is  my  opinion  that  no  doul>t  ever  should  have  existed  as  to  tlie 
correct  interpretation  of  article  839.  A  taxpayer's  corporate  surplus 
should  not  be  reduced  by  the  arbitrary  adjustment  of  depreciation 
and  depletion  for  past  years.  Surplus  accounts  should,  however, 
always  be  carefully  scrutinized  and  checked  up  for  the  purpose  of 
preventing  the 'inclusion  therein  of  appree*iate<l  values  of  property. 
In  case  o?  doubt  in  such  case  the  burden  should  be  cast  upon  the 
taxpayer  to  prove  that  no  appreciated  values  were  included  in  the 
surplus.  A  presumption  should  alw^ays  exist  that  a  taxpayer's  books 
of  account  reflect  actual  facts.  The  burden  of  proof  is  upon  any  one 
who  attempts  to  impugn  the  correctness  of  the  books  of  account — 
upon  the  Government  if  it  seeks  to  reduce  its  surplus  account  by 
charging  off  depreciation  and  depletion  which  have  not  been  claimed 
by  the  taxpayer  and  upon  the  taxpayer  where  he  claims  that  too  much 
depreciation  and  depletion  have  been  charged  off  in  prior  years. 

D.   H.  BjiATR^ 

CommiMtoner, 

Section  326,  Article  840:  Surplus  and  un-  32-21-1766 

divided  profits :  additions  to  surplus  account.  A.R.R.  611 

Recommended,  that  the  action  of  the  Income  Tax  Unit  In  dis- 
allowing the  M  Company  its  chiim  for  capitalization  of  amoixntd 
expended  prior  to  Jannnry  1,  1909»  for  the  purpose  of  Increasing 
the  circulation  of  its  paper  be  8ii?*talned  umler  articles  840  and 
841  of  Regulations  45. 

The  Committee  has  had  under  consideration  the  appeal  of  the 
M  Companjr  from  the  action  of  the  Income  Tax  X'^nit  in  denying  the 
right  to  capitalize  amounts  expended  prior  to  January  1, 1909,  which 
the  corporation  claims  were  for  the  purpose  of  increasing  the  circu- 
lation of  the  newspaper  published  by  it. 

The  M  Company  "was  incorporated  in  188 —  with  a  capital  stock 
of  X  dollars,  and  has  been  since  its  inception  a  close  corporation.  It 
is  claimed  that  the  profits  of  the  company  have  V)een  used  to  build 
up  its  business  and  that  no  additional  capital  has  ever  been  paid  in. 
It  is  further  stated  that  due  to  the  fact  that  the  corporation  stock 
has  always  been  closely  held  no  distinct  effort  has  been  made  to 
separate  capital  expendfitures  from  current  ex{>enses  in  years  gone 
by.    The  company  proposed  to  include  in  inrested  capital  an  item  of 


20^7  dollars  as  an  intangible  asset  representing  the  cost  of  acquiring 
its  circulation  list.  This  amount  is  determined  by  an  analysis  of  the 
records  of  expenditures  of  the  company  from  the  beginning  of  its 
business  to  December  31,  1908.  It  is  stated  this  analysis  separates 
all  expenditures  which  have  been  made  for  maintenance  of  old  cir- 
culatipn  and  for  the  acquirement  of  additional  circulation  and  all 
expenditures  which  can  be  properly  classed  as  chargeable  to  ad- 
vertising. 

In  the  cost  of  circulation  the  appellant  has  included  cost  of  gatlie^- 
ing  and  disseminating  new^s,  cost  of  editorials,  and  other  features  ^mt 
general  expenses.  Expenses  have  been  apportioned  between  "  adver- 
tising ''  and  "  cost  of  circulation ''  on  the  basis  of  the  column  devoted 
to  each  in  the  daily  issues.    In  setting  up  the  capital  expenditures 
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of  each  year  to  cover  the  "  cost  of  increased  circulation  "  the  appellant 
has  used  as  a  basis  that  portion  of  the  entire  circulation  cost  of  eacli 
year  as  is  represented  by  the  average  daily  increase  over  the  previous 
year  divided  by  the  average  daily  circulation  of  the  current  year.  On 
this  basis  of  apportionment  exhibits  have  been  submitted  for  each 
year  from  188—  to  1908,  inclusive,  and  on  basis  of  these  exhibits  its 
original  claim  for  invested  capital  amounting  to  20j?  dollars  has 
been  amended  to  10a?  dollars. 

The  company  claims  to  have  made  a  consistent  effort  to  increase 
the  circulation  of  its  publication,  through  the  inclusion  in  its  columns 
of  certain  special  features  which,  in  themselves  while  nonreveniie 
producing,  appealed  to  the  home.  The  company  claims  never  to  have 
abnormafly  increased  the  cost  of  acquiring  circulation  by  spectacular 
methods  such  ns  offering  of  premiums,  prizes,  bonuses,  etc.,  and  that 
as  a  result  the  newsf)aper  has  a  stable  home  circulation  and  an 
advertising  clientele  consisting  of  not  only  local  advertising  but  those 
located  in  a  near-by  city.  It  is  noted  the  amount  claimed  as  invested 
capital  on  account  of  its  expenditures  for  circulation  is  limited  to 
the  period  prior  to  the  year  1909. 

The  Income  Tax  Unit  does  not  question  the  value  of  the  circulation 
in  commanding  high  rates  for  advertising,  nor  does  it  question  the 

Eropriety  of  capitalizing  such  amounts  as  can  be  determined  to  have 
Ben  expended  specifically  for  the  increase  in  circulation,  but  con- 
tends that  it  is  not  practicable  to  ascribe  the  increase  in  circulation 
to  any  specific  part  of  the  paper  or  to  any  particular  feature  or 
features,  notwithstanding  the  fact  that  the  features  appear  to  have 
been  used  with  that  sole  end  ^n  view. 

This  Committee  has,  in  several  instances,  stated  that  in  its  opinion 
expenditures  made  prior  to  1909  in  the  development  of  an  intangible 
asset  and  distinctly  set  aside  at  the  time  and  capitalized  by  the  issu- 
ance of  stock  gave  a  definite  right  to  a  claim  for  additional  invested 
capital.  In  the  instant  case,  however,  the  corporation  exercised  its 
option  in  charging  to  current  expenses  not  only  the  cost  of  publication 
but  whatever  direct  cost  there  may  have  been  incident  to  building  up 
a  large  circulation  list. 

Article  840  of  Regulations  45  provides,  in  part,  as  follows : 

(3)  Auiounts  which  have  been  expended  in  the  past  for  intangible  property 
of  any  Icind  can  be  restored  to  capital  or  suri>lu8  account  only  to  tlie  extent  that 
the  corporation  speciticrally  paid  such  amounts  for  the  intangible  property  as 
such. 

Article  841  makes  further  provision  that : 

Additions  to  surplus  which  a  corporation  may  desire  to  make  under  tlie 
preceding  article  (840)  fall  broadly  Into  two  classes: 

(1)  To  correct  returns  of  net  Income  for  prior  years  in  which  actual  errors 
have  been  made,  as,  for  example,  where  excessive  depreciation  has  been  de- 
ducted, additions  to  plant  and  equipment  or  other  capital  charges  have  ])een 
charged  off  as  an  expense,  inventories  have  been  taken  upon  a  wrong  basis  of 
valuation,  etc. 

(2)  To  reinstate  In  surplus  deductions  from  income  which  are,  as  a  mutter 
of  good  accounting,  to  some  extent  optional,  such  as  experimental  expenses, 
patent  litigation,  development  of  good  will  through  advertising  or  otherwise,  etc. 

'  Appellant's  claim  must  of  necessity  rest  on  the  conditions  stated  in 
paragraph  3  of  article  840,  but  the  article  further  provides  that : 

Adjustments  falling  in  class  (2)  can  not  be  permitted,  as  In  such  cases  it 
Is  considered  that  the  corporation  has  exercised  a  binding  option  in  deducting.' 
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such  expenses  from  income.  An  election  of  this  sort  which  was  made  con- 
currently  with  the  trunsaction  can  not  now  be  revised,  and  amended  i*eturns  in 
respect  tliereof  cuu  nut  be  acc?epted. 

In  the  instant  ease  the  taxpayer  has  not  shown  the  extent  to  which 
the  corporation  specifically  paid  amounts  for  intangible  property  as 
such  or  for  the  development  of  an  intangible  asset,  nor  has  it  shown 
that  such  expenditures,  when  made,  were  currently  set  aside  and 
capitalized.  The  expenditures  have  been  apportioned  under  the 
exhibit  submitted  between  ''  advertising ''  and  '*  cost  of  circulation  " 
on  the  basis  of  the  columns  devoted  to  each  in  the  daily  issues,  and 
the  entire  circulation,  cost  of  each  year  is  represented  by  the  average 
daily  increase  over  the  previous  year  divided  by  the  average  daily 
circulation  of  the  current  year.  As  above  suggested,  such  a  basis 
of  claim  for  an  intangible  value  does  not  meet  the  requirements  of 
the  regulations. 

The  Committee,  accordingly,  recommends  that  the  action  of  the 
Income  Tax  Unit  in  disallowing  the  M  Company  its  claim  for  capi- 
talization of  amounts  expended  prior  to  January  1,  1909,  for  She 
purpose  of  increasing  the  circulation  of  its  papei;,  be  sustained  under 
articles  840  and  841  of  Regulations  45. 


Section  326,  Article  840:  Surplus  and  undi-  47-21-1937 

vided  profits :  additions  to  surplus  account.  A.  R.  M.  141 

(Also  Section  325,  Article  811.) 

Held,  in  the  matter  of  tho  contention  of  the  M  Company  and 
the  O  Company,  taxpayers  engaged  in  the  i)ublication  of  news- 
papers, tliat  moneys  expended  out  of  earned  surplus  or  current 
earnings  for  the  sole  pun)ose  of  building  up  the  circulation  struc- 
ture muy  be  added  to  capital  invested  when  proi)er  proof  of  such 
expen<litures  is  made  and  amended  returns  for  prior  years  have 
l)een  tiled,  and  that  the  circulation  structure  so  built  up  is  intan- 
gible property  as  defined  in  the  regulations. 

The  Committee  has  had  under  consideration  the  general  question 
presented  by  the  M  Company  and  the  O  Company,  taxpayers  en- 
^a<red  in  the  publication  of  newspapers,  as  to  whether  items  ex- 
pended for  circulation  buildin<?  are  part  of  invested  capital;  also 
whether  the  circulation  structure  should  be  considered  as  tangible 
or  intangible  property. 

During  the  latter  part  of  July  a  hearing  was  granted  to  the 
parties,  at  which  time  they  were  represented  by  attorneys. 

It  apf)ears  that  many  corporations  engaged  in  the  publication  of 
newspapers  ha^T  l)uilt  their  circulation  structure  through  the  ex- 
penditure of  earnings.  Some  papers,  however,  acquired  for  a  cash 
consideration  this  structure.  It  is  contended  that  a  newspaper  con- 
cern can  not  make  any  money  until  the  circulation  structure  is  es- 
tablished. The  extent  to  which  it  can  sell  advertising  space  and 
the  price  which  it  can  get  for  tliat  space  are  dependent  on  the  size 
and  character  of  that  structure — that  is,  the  form  of  circulation. 
There  is  no  doubt  that  this  structure  is  property  which  pro^MQ^ 
earnings  on  which  the  corporation  pays  tax,  and  there  is  no  do.^t 
that  the  amount  of  the  earnings  is  measured  to  a  great  extent  by 
the  character  of  the  circulation  structure,  and  that  the  extent  and 
character  of  the  structure  are  dependent  on  the  expenditures  made 
to  build  or  to  purchase  it. 
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It  was  pointed  out  that  in  the  sale  of  newspaper  property  the 
principal  thing  considered  by  the  purchaser  is  the  circulation  struc- 
ture.    In  many  cases  the  expenditures  made  for  this  structure  have  . 
not  been  reflected  in  surplus,  due  to  the  concern's  bookkeeping  prac- 
tice. I 

It  has  been  the  policy  of  the  Bureau  in  instances  where  the  ex- 
penditures made  in  building  the  circulation  structure  are  not  re- 
flected in  surplus  on  the  books  of  account,  to  give  special  treatment 
and  assess  tlie  taxes  under  the  provisions  of  section  210  of  the  1917 
Act  and  sections  327  and  828  or  the  1918  Act.  It  is  now  contended 
that  this  practice  should  be  discontinued  and  that  corporations  pub- 
lishing newspai^ers  should  be  permitted  to  increase  the  surplus  ac- 
count by  an  amount  sufficient  to  cover  the  expenditures  for  building 
the  circulation  structure,  and  that  the  regulations  which  classify  the 
circulation  structure  as  intangible  property  should  be  repealed. 

In  order  to  reach  a  correct  conclusion  in  this  matter  it  is  necessary 
to  examine  the  provisions  of  the  statute  defining  tangible  and  in- 
tangible propertv ;  also  the  provisions  defining  invested  capital.        | 

Section  207  of  the  Revenue  Act  of  1917  provides  that  capital  in- 
vested includes  the  following: 

(a)  In  the  case  of  a  corporation  or  partnership:  (1)  Actual  cash  paid  in, 
(2)  the  aotiuil  cash  value  of  tangible  property  paid  in  other  than  cash  for 
stock  or  shares  in  such  corporation  or  partnership  at  tlie  time  of  such  pay- 
ment (but  in  ease  such  tangible  property  was  paid  in  prior  to  January  first, 
nineteen  hundred  and  fourteen,  tlie  actual  cash  value  of  such  property  as  of 
.January  first,  nineteen  hundred  and  fourteen,  but  in  no  case  to  exceed  the  par 
value  of  the  original  stock  or  shares  specifically  Issued  therefor),  and  (3)  paid 
in  or  earned  surplus  and  undivided  profits  used  or  employed  in  the  business, 
exclusive  of  undivided  profits  earned  during  the  taxable  year:  *  •  ♦ 
'  (b)  The  goo<l  wiU,  trade-marks,  trade  brands,  the  franchise  of  a  corpora- 
tion or  partnership,  or  other  intangible  property,  shall  be  included  as  in- 
vested capital  if  the  corporation  or  partnership  made  payment  bona  fide  there- 
for specifically  as  such  in  cash  or  tangible  property,  the  value  of  such  good 
will,  trade-mark,  trade  brand,  franchise,  or  intangible  property,  not  to  exceed 
the  actual  cash  or  actual  cash  value  of  the  tangible  property  paid  therefor 
at  the  time  of  such  payment     ♦     ♦     *. 

Article  47,  Regulations  41,  defines  tangible  property  and  intangible 
property  as  follows: 

The  term  "  other  intangible  property  "  as  used  in  section  207  will  be  con- 
strued to  mean  property  of  a  character  similar  to  goo<l  wUl,  trade-marks,  and 
the  other  specific  kinds  of  proi)erty  enumerated  in  the  same  clause.  With  re- 
spect to  property  not  clearly  of  such  a  character,  rulings  will  be  issued  as 
occasion  may  demand  to  indicate  whether  It  shall  be  regarded  as  tangible  or 
intangible. 

Section  826(a)  of  the  Revenue  Act  of  1918  provides  that  invested 
capital  includes  the  following: 

(1)  Actual  cash  bona  fide  paid  in  for  stock  or  shares; 

(2)  Actual  cash  value  of  tangible  proi)erty,  other  than  cash,  bona  fide  paid 

in  for  stock  or  shares,  at  the  time  of  such  payment,  but  in  no  case  to  exceed 

the  par  value  of  the  original  stock  or  shares    specifically    issued    therefor 
*     *     *  •  • 

(3)  Paid  in  or  earned  surplus  and  undivided  profits;  not  including  surplus 
atod  hiibdivlded  profits  earned  during  the  year. 

^'Section  325(a)  of  the  Revenue  Act  of  1918  provides,  in  part,  as 
follows : 

The  term  **  intangible  property  "  means  patents,  copyrights,  secret  processes 
and  formulae,  good  wiU,  trade-marks,  trade  brands,  franchises,  and  other  like 
property; 
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The  term  **  tangible  projierty  "  lueuns  stucks,  buuds,  notes,  and  other  evidences 
of  indebtedness,  bills  and  accounts  rtH»elvable,  leaseholds  and  other  property 
other  than  intangible  property. 

Article  811  of  Regulations  45  provides,  in  part,  as  follows: 

♦  ♦  ♦  Associated  Press,  United  Press,  and  similar  franchises,  and  sub- 
seription  lists  and  mailing  lists  are  intangible  property. 

Article  840,  Regulations  45,  provides  in  part  as  follows : 

A  corporation's  books  of  account  will  be  presumed  to  show  the  facts.  If  it 
claims  that  its  capital  or  surplus  account  is  understated  the  burden  of  proof 
will  rest  upon  it  Additions  to  such  accounts  will  be  accepted  to  the  follow- 
ing extent: 

(3)  Amounts  which  have  been  exi)ended  in  the  past  ^r  intangible  proiierty 
of  any  kind  can  be  restored  to  capital  or  surplus  account  only  to  tlie  extent 
tliat  the  corporation  specifically  pai<l  such  amounts  for  the  intangible  property 
as  3uch.    For  provisions  relating  to  patents  see  article  843. 

(4)  Adjustments  neces.sary  to  correct  other  errors  found  in  the  books  of 
account  may  be  made.    But  see  the  following  article. 

Article  841,  Regulations  45,  reads  in  part  as  follows: 

Additions  to  surplus  which  a  corporation  may  desire  to  make  under  the 
preceding  article  fall  broadly  into  two  classes: 

(1)  To  correct  returns  of  net  income  for  prior  years  in  which  actual  errors 
have  been  made,  as  for  example  where  excessive  depreciation  has  been  de- 
ducted, additicms  to  plant  and  equipment  or  other  capital  charges  have  been 
charged  off  as  an  expense,  inventories  have  been  taken  upon  a  wrong  basis  of 
valuation,  etc. 

(2)  To  reinstate  in  surplus  deductions  from  income  which  are  as  a  matter 
of  good  accounting  to  some  extent  optional,  such  as  experimental  expenses, 
patent  litigation,  development  of  good  will  through  advertising  or  otherwise,  etc. 

Adjustments  falling  in  class  (1)  will  be  permitted  for  all  years  whether 
before  or  after  March  1,  1913,  provided  amendetl  returns  of  net  income  ar^ 
filed  for  each  year  in  which  an  erroneous  return  has  been  made.  •  •  ♦  Ad- 
justments falling  in  class  (2)  can  not  be  permitted,  as  in  such  ca«es  it  is  con- 
sidered that  the  corporation  has  exercised  a  bln<Ung  option  in  deducting  such 
expenses  from  income.  An  ele<'tion  of  this  sort  which  was  made  concurrently 
with  the  transaction  can  not  now  be  revis*Hl,  and  amended  returns  in  respect 
thereof  can  not  be  acceptwl. 

From  the  fore|i:oing  it  will  be  noted  that  earned  surplus  is  a  part  of 
the  invested  capital.     It  does  not  matter  whether  this  earned  Bur- 

Slus  is  invested  in  plant  and  equipment  or  is  retained  in  cash.  The 
ureau  has  consistently  held  that  amounts  which  have  been  expended 
in  the  past  for  intangible  property  of  any  kind  can  be  restored  to 
surplus  account  to  the  extent  that  the  corporation  specifically  paid 
sucn  amounts  in  cash  for  the  intangible  property  as  such.  Eestora- 
tion  to  surplus  account  can  be  made  only  when  the  amounts  expended 
can  be  identified.  The  corporation^must,  in  order  to  restate  tne  sur- 
plus account,  show  that  the  amounts  expended  were  expended  spe- 
cifically for  an  asset  whether  tangible  or  intangible. 

In  a  recent  case  decided  by  the  Conunittee  it  was  held  that  expendi- 
tures made  for  building  up  the  circulation  structure  may  be  added  to 
capital  invested  when  proper  proof  is  made.  In  that  case  the  ex- 
penditures asserted  were  for  inclusion  in  the  columns  of  certain 
special  features,  the  company  claiming  not  to  have  resorted  to  ap^y 
"  spectacular  methods  such  as  offering  of  premiums,  prices,  bonuses, 
etc."  The  propriety  of  capitalizing  such  amounts  as  can  be  deter- 
mined to  have  been  expended  for  the  increase  in  circulation  can  not 
be  questioned,  but  in  most  cases  which  have  come  before  the  Com- 
mittee it  has  not  been  practicable  to  ascribe  the  increase  in  circula- 
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tion  to  any  specific  part  of  the  expenditure.  The  difficulty  in  most 
cases  seems  to  be  that  the  taxpayer  can  not  furnish  satisfactory  evi- 
dence to  prove  its  case.  Each  case  must  be  adjusted  and  settled  upon 
its  own  merits  and  if  a  taxpaj^er  can  prove  the  case,  then  the  matter 
of  restating  the  surplus  is  a  simple  one.  If  the  records  of  any  tax- 
payer are  so  kept  that  proof  of  the  amount  invested  in  the  circulation 
structure  can  be  made  in  actual  figures  and  can  be  identified  as  spe- 
cifically paid  in  building  up  the  circulation  structure,  the  Committee 
can  not  see  any  reason  for  denying  such  taxpayer  the  right  to  restate 
the  surplus. 

Taxpayers  of  this  class  who  have  not  kept  sufficient  records  and 
who  are  unable  to  prove  their  cases  are  entitled  to  the  benefit  of 
section  210  of  the  Revenue  Act  of  1917  and  sections  327  and  328  of 
the  Hevenue  Act  of  1918.  The  tax  in  these  cases  must  be  established 
on  a  comparative  basis.  The  only  proper  comparatives  would  be 
such  concerns  as  could  show  the  cost  of  the  circulation  structure  and 
in  this  way  the  entire  capital  invested  may  be  recognized  in  com- 
puting the  tax  of  a  concern  which  can  not  properly  prove  its  case. 

The  Committee  does  not  think  favorabl}'^  of  the  suggestion  made  by 
the  attorneys  that  affidavits  should  be  secured  from  a  large  number 
of  publishers  showing  the  cost  per  subscriber  of  their  circulation 
structure  and  the  use  of  these  affidavits  in  arriving  at  a  cost  per  unit 
per  subscriber  for  the  purpose  of  invested  capital.  This  basis  is  too 
speculative  for  use  in  the  computation  of  invested  capital. 

After  making  an  exhaustive  study  of  the  principle  involved  and 
the  assessment  of  taxes  against  taxpayers  engaged  in  the  business 
of  publishing  newspapers,  the  Committee  must  decline  to  accept  the 
view  of  the  attorneys  for  the  taxpayers  with  respect  to  the  classifica- 
tion of  circulation  structure.  The  regulations  properly  classify  such 
property  as  "  intangible  property.'*  However,  expenditures  of  an 
investment  nature  may  be  made  a  part  of  earned  surplus  upon  sub- 
mission of  appropriate  proof  and  the  amounts  so  expended  may  be 
included  in  earned  surplus  whether  expended  for  tangible  or  in- 
tangible property. 

In  view  oi  the  foregoing,  the  Committee  is  of  the  opinion  in  the 
matter  of  the  argument  of  the  M  Company  and  the  O  Company,  tax- 
payers engaged  in  the  publication  of  newspapers,  that  moneys  ex- 
I^nded  out  of  earned  surplus  or  current  earnings  for  the  sole  pur- 
pose of  building  up  the  circulation  structure  may  be  added  to  capital 
invested  when  proper  proof  of  such  expenditures  is  made  and 
amended  returns  for  prior  years  have  been  filed,  and  that  the  circu- 
lation structure  so  built  up  is  intangible  property  as  defined  in  the 
regulations. 


Section  326,  Article  845:  Surplus  and  undivided  43-21-1889 

profits :  reserve  for  income  and  excess  profits  taxes.  O.  D.  1079 

A  taxpayer  made  an  overpayment  of  income  taxes  for  the  year 
1917  in  1918,  which  amount  was  refunded  to  him  in  the  year  1921. 
^  The  Question  presented  is  whether  the  taxpayer  may  include  in  its 
invested  capital  the  amount  so  refunded  for  the  calendar  year  1921.      ^ 
Held,  that  under  the  provisions  of  article  845  of  Regulations  45 
the  amount  of  tax  overpaid  for  1917  and  refunded  may  be  included  . 
.in  the  invested  capital  of  the  taxpayer  for  1918  and  subsequent  years,  J 
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Section  326,  Article  846 :  Surplus  and  undivided 
profits :  insurance  on  officers. 

(See  47-21-1938;  sec.  215,  art.  294.)  Surrender  value  of  policy  of 
insurance  taken  out  by  corporation  on  life  of  a  guarantor  oi  debt  to 
corporation. 

Section  326,  Article  851 :  Intangible  property  paid  in. 

(See  44-21-1893;  sec.  214 (a) 8,  art.  167.)  Patent  rights  acquired 
for  shares  of  no  par  value  stock. 


Section  326,  Article  853:  Changes  in  invested  27-21-1720 

capital  during  y^ear.  O.  D.  969 

(Also  Section  327,  Article  901.) 

Inasmuch  as  trustees  in  liquidation  are  required  to  file  a  corporate 
return  of  annual  net  income  and  excess  profits  for  the  entire  taxable 
year,  including  therein  the  gross  income  received  by  the  corporation 
prior  to  their  appointment  and  also  the  gross  income  received  under 
their  supervision,  the  invested  capital  should  be  computed  in  the 
same  manner  as  in  the  case  of  an  active  corporation,  making  due 
allowance  for  any  amount  of  capital  assets  which  have  been  liqui- 
dated and  returned  to  the  stockholders  during  that  year. 

However,  if,  owing  to  abnormal  circumstances  affecting  the  capi- 
tal or  income  of  the  corporation,  the  tax  computed  in  the  usual  man- 
ner works  upon  the  corporation  an  exceptional  hardship,  evidenced 
by  gross  disproportion  between  the  tax  so  computed  and  the  tax  com- 
puted by  reference  to  representative  corporations  specified  in  section 
328  of  the  Eevenue  Act  of  1918,  the  taxpayer  may  file  a  claim  for  spe- 
cial assessment  in  accordance  with  sections  327  and  328  of  the  Act. 


Section  326,  Article  857 :  llethod  of  determining  30-21-1749 

available  net  income.  O.  D.  982 

In  accordance  with  the  principle  set  out  in  article  857  of  Regula- 
tions 45,  dividends  are  deemed  to  be  paid  from  true  earned  surplus. 
In  carrying  the  earnings  for  a  proportionate  part  of  the  vear  to  sur- 
plus account  for  the  purpose  of  declaring  a  dividend,  the  earnings 
so  carried  should  represent  the  earnings  of  the  current  year  less 
accrued  expenses.  Where  the  true  earnea  surplus  of  the  current  year 
proj)ortioned  to  the  date  of  dividend  payment  is  not  sufficient  to 
cover  such  payment,  the  true  earnings  included  in  the  surplus  account 
as  of  the  beginning  of  the  taxable  year  will  be  deemed  to  cover  such 
payment. 

This  does  not  conflict  with  the  principle  embodied  in  article  845 
of  the  regulations.  It  is  in  accord  with  the  accounting  principle  that 
wliere  accounts  are  kept  on  the  accrual  basis,  expenses  of  a^yeur 
slioiild  be  charged  against  the  income  of  that  year.  In  order,  tb^i^' 
fore,  to  apply  this  principle,  taxes  of  the  current  year  should  be 
charged. against  the  income  of  that  year,  and  onlv  that  proportion 
of  the  income  of  the  current  year  is  available  for  dividends  which  is 
in  excess  of  taxes  and  other  proper  charges  against  such  income. 
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Section  326,  Akticle  858 :  Effect  of  ordinary  dividend. 

(See  34-21-1786;  sec.  325,  art.  813.)     Dividend  credited  to  stock- 
holder left  in  the  business. 


Section  326,  Article  858:  Effect  of  ordinary  42-21-1876 

dividend.  O.  D.  1070  | 

Where  a  corporation  issues  interest-bearing  notes  to  its  stock- 
holders in  Ueu  of  a  cash  dividend,  invested  capital  should  be  reduced 
as  of  the  date  of  the  notes,  provided  the  dividend  was  not  declared  ' 

from  current  earnings. 

Section  326,  Akticle  862 :  Purchase  of  stock. 

(See  51-21-1984;  sec.  233*,  art.  542.)  Exchange  of  certain  cor- 
porate assets  for  stock  of  the  same  corporation. 


SECTION  327.— SPECIAL  CASES. 

Section  327,  Article  901 :  Treatment  of  special  cases. 

(See  27-21-1720;  sec.  326,  art.  853.)  Assets  in  custody  of  trustees 
in  liquidation. 

Section  327,  Article  901 :  Treatment  of  special  28-21-1730 

cases.  A.  R.  S.  538 

(Also  Section  203,  Article  1581.) 

Recommended*  that  the  M  Company,  formerly  the  N  Company, 
be  granted  the  benefit  of  assessment  of  excess  profits  and  war 
profits  taxes  for  the  year  1918  under  the  provisions  of  sections 
827  gind  328  of  the  Revenue  Act  of  1918 ;  that  in  the  preparation 
of  a  comparative  data  slieet  particular  care  be  used  to  select  only 
such  comparatives  as  are  fair  both  to  the  Government  and  to  the 
taxpayer ;  and  that  the  Unit  be  sustained  in  restoring  to  the  closing 
inventory  for  that  year  the  fruit  on  hand  in  warehouses  and  in 
transit  to  market  but  not  marketed  and  sold  as  of  December  31, 
1918. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company,  formerly  the  N  Company,  from  the  action  of  the  Income 
Tax  Unit  in  computing  the  amount  of  war  profits  credit  to  be 
allowed  the  corporation  for  the  year  1918  under  the  provisions  of 
section  311(a)  of  the  Revenue  Act  of  1918  and  including  in  the 
closing  inventory  for  that  year  the  amount  of  fruit  on  liancP  in 
warehouses  ready  for  sale. 

It  appears  from  the  records  in  the  case  that  in  190-  the  N  Com- 
pany was  organized  for  the  purpose  of  taking  over  certain  real  estate 
and  securities  owned  by  a  partnerehip  and  the  business  of  growing, 
shipping,  and  selling  fruits  conducted  by  it,  and  incorporated  with 
an.  authorized  capital  stock  issue  of  10a?  dollars  which  was  in  1917  re- 
diftoed  to  7isi>  dollars.  The  name  of  the  corporation  was  changed  in 
1920  to  the  M  Company  and  the  revenue  agent  who  investigated  the 
corporation's  income  tax  returns  for  the  years  1909-1919  reported : 

The  corporation  was  formed  to  take  over  certain  real  estate  and  securities 
which  were  owned  by  A  and  B  and  operated  by  them  as  a  partnership.  In 
setting  up  tliese  accounts  on  the  books  at  the  time  of  incorporation  the  officers 


i 


13271  302 

placed  very  conaervative  figures  upon  the  baildini^B  and  equipment  and  upon 
the  real  estate.  •  ♦  •  An  examination  of  the  books  of  the  partnership  for 
1905  and  the  first  half  of  1906  would  indicate  that  the  value  of  the  good  will 
based  upon  the  earnings  for  tliis  iH^riod  would  be  at  least  three  times  the 
total  value  claimed. 

which  statement  indicates  that  the  corporation  was  very  conserva-       ^ 
tively  capitalized. 

During  the  prewar  period  1911-1913  the  corporation's  orchard  was 
divided  into  two  units,  one  containing  about  r  acres  in  full  bearing, 
the  other  about  r  acres  of  young  trees  which  had  not  yet  reach^ 
the  productive  state  and  in  which  a  considerable  portion  of  the  cor- 
poration's invested  capital  was  tied  up,  due  to  which  fact  tbe  cor- 
poration claims  its  net  income  for  the  prewar  period  was  ab- 
normally low  as  compared  with  its  invested  capital  for  the  same 
period. 

In  an  affidavit  executed  by  A  under  date  of  October  13,  1920,  it  is 
stated  that  the  average  yearly  yield  of  the  old  orchard  for  the  pre- 
war period  was  38y  boxes  of  fruit,  that  the  profit  per  year  for  that 
period  was  z  dollars  plus  per  box.  For  the  year  1918  the  yield  of  both 
old  and  new  orchards  was  72y  boxes  and  the  average  net  profit  per 
box  2  dollars  phis. 

The  corporation  contends  that  inasmuch  as  the  figures  submitted 
sliow  conclusively  that  it  did  not  benefit  bv  war  profats  it  should  not 
be  called  upon  to  pay  a  war  profits  tax,  and  submits  the  following : 

In  order  to  afrlve  at  a  fair  basis  for  assessing  the  war  profits  tax  we  suggest 
that  the  war  profits  credit  be  computed  as  follows:  • 

To  the  average  net  income  for  the  pi'ewar  period  add  a  figure  representing  the 
increased  production  in  1918  in  boxes  over  the  prewar  period  times  tlie  average 
profit  per  box  in  tlie  prewar  period.  In  other  words.  If  during  tlie  prewar  period 
our  orchards  had  been  in  tlie  same  bearing  (■onditl(m  they  were  in  1918  it  is 
reasonable  to  assume  that  the.v  would  have  produced  as  much  fruit  as  they  did 
In  1918,  or  72y  boxes  a  year  instead  of  an  average  of  SSy  boxes.  Therefore  an 
amount  representing  the  increase  in  1918,  namely  S4y  boxes,  times  the  average 
prewar  profit  per  box  should  be  added  to  our  average  prewar  profit  in  determin- 
ing the  war  profits  credit. 

This  contention  and  suggestion  may  be  dismissed  upon  the  mere 
statement  that  the  net  income  of  a  corporation  need  not  be  derived 
solely  fi'om  so-called  "war  profits",  that  is,  the  increase  in  normal 
profits  by  reason  of  a  greater  demand  and  higher  prices  due  to  war 
conditions,  to  be  subject  to  the  tax  complained  of,  and  that  there  is  no         i 
provision  in  the  Revenue  Act  of  1918  which  would  permit  the  allow-         ' 
ance  of  a  war  profits  credit  computed  on  the  basis  suggested  bv  the 
appellant  corporation.    The  Committee  is,  however,  of  the  opinion 
that  due  to  conservative  capitalization,  the  realization  of  net  income 
in  1918  resulting  from  the  investment  of  capital  which  was  nonincome 
producing  during  the  prewar  period  and  for  a  number  of  years  sub- 
sequent thereto,  and  the  payment  of  salaries  to  officers  which  were 
extremely  low  Jis  compared  to  salaries  paid  by  other  concerns  engaged 
in  the  same  line  of  business  of  similar  voljime  (one  salary  only  being         , 
paid  to  an  oflicer  of  the  company  for  1918),  abnormal  conditions       | 
existed  during  1918  and  that  the  assessment  of  excess  profits  and  war       ' 
profits  taxes  for  that  year  under  section  801  of  the  Revenue  Aot^of 
1918  will  work  upon  the  corporation  an  exceptional  hardship  evi* 
denced  by  gross  disproportion  between  the  tax  so  computed  and  the 
t^ix  assessed  against  representative  corporations.     The  Committee 
therefore  recommends  that,  bearing  these  abnormal  conditions  in 
mind,  the  Unit  carefully  prepare  ft  comparative  data  sheet  and  grant 
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the  corporation  assessment  under  the  provisions  of  sections  327  and 
328  of  the  Revenue  Act  of  1918. 

With  reference  to  the  question  of  inventory  the  taxpayer  states : 

From  the  time  that  this  corporation  was  first  organized  an  inventory  of  the 
fruit  in  storage  in  the  pfiokiug  house  had  been  made  weekly,  principally  for 
insurance  purposes,  and  erroneously  at  the  end  of  every  year  the  estimated 
value  of  the  fruit  in  tlie  packing  house  and  shippe<l,  but  not  marketed  and 
sold,  was  ^carried  on  to  the  books,  and  this  p<»licy  of  carrying  the  fruit  inven- 
tory on  to  the  books  was  continued  until  th^  year  1918,  at  which  time  the 
inventory  was  omitted  owlns  to  the  fact  that  it  is  our  understanding  that 
fanners  and  farming  corporations  are  required  to  make  their  returns  on  tlie 
basis  of  produce  actually  marketed  and  sold  during  the  year,  and  it  was  the 
intention  of  the  corporation,  as  explaine<!  to  the  revenue  agent  who  investigated 
the  returns,  prior  to  the  oommencement  of  his  examination,  to  file  amended 
returns  for  previous  years  eliminating  the  fruit  inventory  and  adjusting  the 
income  so  that  it  would  sliow  only  the  profits  on  fruit  actually  marketed  aud 
sold. 

The  taxpayer  further  states  various  reasons  which  in  its  opinion 
precludes  an  exact  determination  of  a  fruit-growing  corporation's 
true  net  income  if  the  fruit  gathered  and  in  warehouse^  together 
with  fruit  en  route  to  market  but  not  sold,  is  included  in  the  in- 
ventory. 

The  revenue  agent  who  investigated  the  corporation's  books  re- 
ported that — 

For  1918  the  company  purposely  left  out  of  tiie  boolis  1/Sx  dollars  of  fruit  in 
packing  house  on  the  theory  that  it  had  the  right  to  make  a  return  on  the 
basis  of  farmer  who  keeps  no  books  and  report  only  the  income  derived  from 
products  actually  marketed  and  sold. 

The  agent  restored  to  the  closing  inventory  for  1918  this  item  of 
l/8a?  dollars^  which  action  was  approved  by  the  Unit  and  appealed 
from  by  the  taxpayer. 

As  shown  by  the  records  in  the  case  the  corporation,  from  the 
time  it  was  organized  down  to  the  close  of  1918,  kept  books  of  ac- 
count and  regularly  took  inventories  which  were  carried  to  those 
books  and  in  which  was  included  the  fruit  on  hand  in  warehouses 
and  in  transit  to  market,  but  not  marketed  and  sold.  Its  net  income 
for  each  year  was  determined  and  its  tax  returns  rendered  on  this 
basis,  and  there  is  nothing  to  show  and  the  taxpayer  does  not  claim 
that  it  ever  applied  for  permission  to  change  from  the  method  regu- 
larly employed  to  an  actual  receii>t  and  disbursement  basis.  The 
Committee  is  therefore  of  the  opinion  that  the  Unit  should  be  sus- 
tained in  its  refusal  to  accept  the  1918  tax  return  of  the  M  Company 
as  originally  rendered. 

It  was  optional  with  the  taxpayer  whether  it  should  return  for 
tax  purposes  on  an  inventory  basis  or  on  the  basis  of  actual  receipts 
and  disbursements.  It  adopted  the  first-mentioned  method  and  lol- 
lowed  the  same  for  a  number  of  years.  An  approved  method  of  re- 
porting income  for  tax  purposes  once  adopted  should  be  consistently 
followed  from  year  to  year,  and  permission  to  change  from  one 
approved  method  to  another  should  not  be  lightly  granted  and  only 
granted  after  a  formal  request  for  permission  to  change  has  been 
received  from  the  taxpayer  and  approved  by  the  Commissioner. 
While  in  the  instant  case  the  taxpayer  now  claims  that  returns  ren- 
dered on  a  basis  which  requires  the  inclusion  in  inventories  of  fruit 
on  hand  in  warehouses  and  in  transit  at  the  close  of  a  taxable  year, 
but  not  marketed  and  sold,  does  not  truly  reflect  its  net  income  for 
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that  year  it  followed  siich  a  method  of  accounting  and  rendering  of 
returns  for  nearly  ten  yeai-s  without  protest.  At  the  close  of  1918 
it  realized  that  market  conditions  were  such  that  a  return  rendered 
on  the  basis  of  actual  receipts  and  disbursements  would,  if  accepted, 
show  as  taxable  net  income  an  amount  much  less  than  would  be  shown 
by  a  return  rendered  on  the  basis  formerly  followed,  and  this  ap- 
pears to  be  the  controlling  reason  for  a  <lesire  to  change ;  and,  in  the 
opinion  of  the  Committee,  it  is  such  a  one  as  can  not,  under  the  cir- 
cumstances, be  properly  recognized. 

In  view  of  the  foregoing  the  Committee  recommends  that  the  M 
Company,  formerly  the  N  Company,  be  granted  the  benefit  of  assess- 
ment of  excess  profits  and  war  profits  taxes  for  the  year  1918  under 
the  provisions  of  sections  327.  and  328  of  the  Revenue  Act  of  1918; 
that  in  the  preparation  of  a  comparative  data  sheet  particular  care 
be  used  to  select  only  such  comparatives  as  are  fair  both  to  the  Gov- 
ernment and  to  the  taxpayer;  and  that  the  Unit  be  sustained  in  re- 
storing to  the  closing  inventory  for  that  year  the  fruit  on  hand  in 
warehouses  and  in  transit  to  market,  but  not  marketed  and  sold  as  of 
December  31,  1918. 


Section  327,  Article  901 :    Treatment  of  special  cases. 

(See  37-21-1817;  sec.  214(a)4,  5,  6,  article  143).  No  records  to 
determine  statutory  invested  capital  for  1917  of  corporation  to  which 
upon  organization  was  conveyed  tangible  property  in  excess  of 
par  value  of  stock  issued  therefor. 


Section    327,    Article    901:  Treatment  of  37-21-182* 

special  cases.  '  A.  R.  R.  59l9 

Recommended,  in  the  appeal  of  the  M  Company,  that  the  action  of 
the  Income  Tax  Unit  in  denyins^  to  the  said  company  asseesment  of 
profits  tax  for  the  year  ]917  under  the  provisions  ot  section  210  of  the 
Revenue  Act  of  1917  and  for  the  year  1918  under  the  provisions  of  sections 
327  and  328  of  the  Revenue  Act  of  1918  be  sustained. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Company  from  the  action  of  the  Income  Tax  Unit  in  denying  to  the 
taxpayer  assessment  of  profits  taxes  for  the  year  1917  under  the 
provisions  of  section  210  of  the  Revenue  Act  of  1917  and  for  the 
year  1918  under  the  provisions  of  sections  327  and  328  of  the  Revenue 
Act  of  that  year. 

The  grounds  upon  which  the  taxpayer  contends*  that  profits  taxes 
for  the  years  1917  and  1918  should  be  assessed  under  the  provisions 
of  the  said  sections  as  stated  in  its  appeal  of  February  26,  1921, 
addressed  to  this  Committee,  are  as  follows: 

In  view  of  the  fact  that  our  corporation  is  denied  the  inclusion  in  invested  capital 
of  a  part  of  the  good  will  a«set  which  was  acquired  for  capital  stock,  and  in  view  of 
the  fiu-ther  fact  that  this  good  will  value  is  in  reality  much  greater  than  the  amount 
of  capital  stock  issued  therefor,  it  ap|)ears  that  the  Income  Tax  Unit  is  in  enoMn 
stating  that  there  is  nothing  abnormal  in  regard  to  the  invested  capital  of  thi^ioar- 
poration. 

It  also  appears  that  asset  account  representing  machinery  actually  in  use  in  the 
biLsiness  was  charged  off  in  1907  and  subsequent  years  thereby  making  the  capital 
amount  appear  smaller  in  the  books  than  is  really  the  case  if  tne  tnie  investment  of 
the  corporation  could  actually  be  shown. 


305 


[§327 


In  regard  to  the  income  of  the  corporation,  Ihe  figures  now  at  your  disposal  as  con- 
tained on  the  income  tax  returns  for  the  years  1917  and  1918  indicate  very  plainly 
that  the  profits  of  these  years  are  abnormal  as  compared  with  earnings  of  our  corpora- 
tion for  previous  years.  This  fact  in  itself  indicates  that  the  lar^ge  profits  maae  in 
the  years  for  which  relief  is  claimed  through  your  Committ^ee  are  based  to  a  great 
ext^iat  upon  the  building  efforts  of  the  previous  years  when  incomes  were  very  much 
smaller. 

The  records  in  the  case  indicate  that  prior  to  1907  the  taxpayer 
was  operating  under  a  charter  granted  under  the  laws  of  the  State 
of  Y  and  that  in  1907  it  was  reorganized  under  the  laws  of  Z  in 
order  that  it  might  hold  legal  title  to  real  property  in  that  State. 
Upon  reorganization  its  autnorized  capital  stock  was  increased  from 
lOx  dollars  to  50a;  dollars  and  the  stocK  of  the  reorganized  company 
was  issued  to  the  holders  of  the  old  stock  in  proportion  to  theur 
origmal  holdings. 

The  revenue  agent  who  investigated  the  returns  of  the  taxpayer 
reported  that  its  opening  balance  sheet  at  time  of  reorganization 
was  as  follows: 

Cash l(h:  dollars. 

Merchandise 9x  dollars. 

Bills  receivable 1.t  dollars. 

Machinery 16a;  dollars. 

Accounts  receivable 6a:  dollars.     Accounts  payable bx  dollars. 

Goodwill IZx  dollars.     Capital  stock SOx  dollars. 


55x  dollars. 


55:r  dollars. 


i; 


The  revenue  agent  reported  that  the  officers  of  the  appellant 
company  state  that  the  reorganization  was  made  solely  for  the 
urpose  of  securing  a  charter  in  Z  in  order  that  the  taxpayer  could 
lola  legal  title  to  real  property  in  that  State.  No  new  stockholders 
were  admitted.  The  ownership  of  the  stock  in  the  reorganized 
company  being  the  same  as  the  ownership  of  stock  in  the  original, 
the  item  of  13x  dollars  set  up  on  the  booKs  as  good  will  serves  as  a 
balancing  entry,  or  offset,  to  the  increase  in  capital  stock  over  net 
assets.  It  does  not  appear  that  the  company  as  reorganized  pos- 
sessed one  dollar's  worth  more  of  any  tangible  or  intangible  asset 
than  it  possessed  immediately  prior  to  that  reorganization.  It 
took  over  the  assets  and  assumed  the  liabilities  of  the  old  organi- 
zation together  with  any  and  all  good  will  attached  to  the  business. 
It  has  not  been  shown,  nor  claimed,  that  any  amount  was  ever 
actually  expended  by  either  the  old  or  the  new  organization  in  the 
acquirement  of  good  will  and  yet,  because  of  the  fact  that  a  reor- 
ganization was  effected  and  an  item  of  good  will  was  entered  upon 
the  books  in  an  amount  equal  to  the  excess  of  par  value  of  new 
stock  over  the  net  value  of  the  assets  taken  over,  the  taxpayer  is 
now  in  a  position  to  claim  and  be  allowed  under  the  provisions  of 
section  207(a)  of  the  Revenue  Act  of  1917  as  statutory  invested 
capital  lOx  dollars  for  the  year  1917  on  account  of  good  will  and 
12}x  dollars  for  the  year  1918  under  the  provisions  of  section  326(4) 
of  the  Revenue  Act  of  1918.  The  mere  fact  that  the  taxpayer  can 
not  be  allowed  to  include  in  its  statutory  invested  capital  the  fuU 
amount  of  ^ood  will  it  wrote  on  its  books  at  time  of  reorganization, 
even  though  that  amount  is  less  than  the  actual  value  of  the  good 
will  at  that  time,  as  is  claimed  in  this  case,  does  not,  as  it  cont^ds, 
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create  such  ui  abnormal  ooadition  with  regard  to  abatatory  inyeated 
capital  as  would  entitle  it  to  assessment  of  |HX>fit8  taxes  under  the 

provisions  of  the  said  sections  210,  327,  and  %28. 

In  support  of  its  claim  that  '*  asset  account  representing  machinery 
actually  m  use  in  the  business  was  charged  ofiF  in  1907  and  subsequent         m 
years''  the  taxpayer  has  submitted  no  specific  and  detailed  state-         " 
menty  although  it  apparently  has  been  afforded  full  opportunity  to 
do  so. 

From  the  records  in  the  case  it  appears  that  the  books  of  account 
have  been  carefully  kept  and  that  no  great  difficulty  would  be  expe- 
rienced in  determming  just  what  amounts,  if  any,  charged  off  to 
any  asset  account  mav  now  be  properly  restored  under  the  provisions 
of  the  law  and  regulations  as  an  iiicrease  in  invested  capital.  If 
this  be  true,  the  mere  fact  that  an  asset  account  has  been,  in  the  past, 
improperly  reduced  through  excessive  de{»*eciation  charges  or  oth^- 
wise,  does  not  in  itself  preclude  adjustment  now  nor  a  satisfactory 
determination  of  the  company's  statutory  invested  capital,  and  it 
does  not  in  itself  entitle  the  company  to  assessment  under  section  210, 
nor  sections  327  and  328.  The  records  in  the  case  do  not  disclose 
any  abnormal  condition  here.  • 

The  third  reason  advanced  by  the  taxpayer  in  support  of  its  conten- 
tion Uiat  it  is  entitled  to  assessment  of  profits  taxes  under  the  pro- 
visions of  the  said  sections  210,  327,  and  328  is  that  its  profits  for  the 
years  1917  and  1918  ^'are  abnormal  as  compared  with  earning  of 
our  corporation  for  the  previous  years"  and  that  "  this  fact  in  itself 
indicates  that  the  lai^o  profits  made  in  the  years  for  which  relief  is 
claimed  *  *  *  are  based  to  a  great  extent  upon  the  building 
efforts  of  the  previous  years  when  incomes  were  very  much  smaller. 

After  a  careful  consideration  of  all  the  facts  disclosed  by  the 
records  in  the  case  the  Committee  is  of  the  opinion  that  there  was 
not  in  1917  nor  1918  a  realization  of  the  earnings  of  capital  unpro- 
ductively  invested  or  employed  through  a  period  of  years,  nor  of^the 
fruits  of  activities  antedating  the  years  1917  and  1918.  The  realiza- 
tion of  large  profits  durhig  the  years  1917  and  1918  was  undoubtedly 
due  in  a  large  measure  to  war  conditions.  The  taxpayer  is  engaged 
in  the  manufacture  and  sale  of  certain  articles,  and,  as  has  been 
repeatedly  demonstrated  to  this  Committee  in  similar  cases  relati 
to  concerns  engaged  in  a  like  or  similar  business,  the  demand  for  an< 

rduction  of  such  articles  of  manufacture  were  greatly  increased 
the  entrance  of  the  United  States  into  the  World  War,  vrith  a 
corresponding  increase  in  the  profits  derived  from  their  larger  manu- 
facture and  sale. 

The  taxpayer's  return  for  1916,  the  year  just  preceding  that  during 
which  the  United  States  entered  the  war,  shows  gross  sales  amounting 
to  104x  dollars,  its  1917  return  shows  this  item  increased  to  142x  dol- 
lars, and  its  1918  return  to  191ar  dollars.  The  taxpayer  was  engaged 
in  the  same  trade  or  business  during  the  vears  1917  and  1918,  as  it 
was  for  many  years  previous.  It  has  not  been  shown  that  any  great  ^ 
amount  of  its  capital,  if  any,  remained  unproductively  emploved  ^ 

through  a  period  of  years,  nor  that  any  asset  in  which  any  of  its 
capit^  was  mvested  remained  inactive  through  such  a  period.  Under 
the  circumstances  the  realization  of  greater  profits  in  1917  and  1918 
than  in  prior  years  does  not  indicate  to  this  Committee  the  existence 
of  any  abnormal  condition.  As  a  matter  of  fact  the  failure  of  the 
taxpayer  to  realize  greater  profits  in  1917  and  1918,  in  view  of  the 
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greater  rolume  of  business  transacted  would  more  clearly  indicate 
tbe  existence  of  such  a  condition* 

In  view  of  the  foregoing,  the  Committee  recommends  that  the 
action  of  the  Income  Tax  XJnit  in  denying  to  the  M  Company  assess- 
ment of  profits  tax  for  the  year  1917  unaer  the  provisions  oi  section 
210  of  me  Revenue  Act  of  1917  and  for  the  year  1918  under  the 
provisions  of  sections  327  and  328  of  the  Revenue  Act  of  1918  be 
sustained. 

SECTION  328.— COMPUTATION  OF  TAX  IN 

SPECIAL  CASES. 

Section  328,  Article  912:  Determination  of  42-21-1877 

first  installment  of  tax  in  special  cases.  T.  D.  3235 

WAR  PROFITS  AND  EXCESS  PROFITS  TAX. 

Articles  912  and  913,  Regulations  45  (1920  Edition),  Amended. 

Trbasxjbt  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

WasMn{itonj  D,  C. 

To  collectors  ofirdemal  revenue  and  others  concerned: 

Articles  912  and  *  *  *,  Regulations  45  (1920  edition)  are 
hereby  amended  to  read  as  follows: 

Art.  912.  Determination  of  first  installment  of  tax  in  special  cases. — In  the  case  of 
anv  corporation,  other  than  a  foreign  corporation,  where  absolutely  no  data  are  avail- 
able for  the  determination  of  invested  capital  for  the  taxable  year,  the  instaUm^its  of 
the  tax  shall  in  the  first  instance  be  determined  iipon  the  basis  of  a  war  profits  and 
excess  profits  tax  equal  to  50  per  cent  of  the  net  income,  except  that  for  1919  and  subse- 
quent taxable  years,  in  the  case  of  any  corporation  other  tnan  a  foreign  corporation, 
such  installments  shall  be  determined  apcm  the  basis  of  an  excess  profits  tax  equal  to 
20  per  cent  of  the  net  income  in  excess  of  $3,000,  but  not  in  excess  of  $20,000,  plus  40 
per  cent  of  the  net  income  in  excess  of  |20,000.  In  any  other  case  under  section  328  of 
the  statute  other  than  the  case  of  a  foreign  corporation,  but  including  a  case  where  the 
invested  capital  for  the  taxable  year  can  not  oe  accurately  determined,  but  where  a 
minimum  amoimt  of  invested  capital,  as  to  which  there  is  no  question,  can  be  deter- 
mined, the  installments  fdiall  in  the  first  instance  be  determined  upon  the  basis  of  a 
wax  profits  and  excess  profits  tax  computed  by  using  the  minimum  invested  capital, 
the  tax  in  any  such  case  not  to  exceed  an  amount  equal  to  50  per  cent  of  the  net 
income,  and  for  1919  and  subsequent  taxable  years  not  to  exceea  20  per  cent  of  the 
net  income  in  excess  of  |3,000,  but  not  in  exce^  of  $20,000,  plus  40  per  cent  of  the  net 
income  in  excess  of  $20,000. 


Section  328,  Aeticle  913;  Determination  of  42-21-1877 

first  installment  of  tax  in  the  case  of  for-  T.  D.  3235 

,eign  corporations. 

WAR  profits  and  EXCESS  PROFITS  TAX. 

Articles  912  and  913,  Regulations  45  (1920  Edition)  Amended. 

Articles    *    *    *    and  913,   Regulations  45   (1920  edition)   are 
hereby  amended  to  read  as  follows: 

a|:  4:  9|e  3|K  *  ^  * 

Art.  913.  Determination  of  first  installment  of  tax  in,  the  case  of  foreign  corporations. — 
In  the  case  of  a  foreign  corporation  the  installments  of  the  tax  snail  in  the  first  instance 
be  determined  npon  the  oams  of  a  war  profits  and  excen  profits  tax  computed  by 
usin^  its  invested  capital  for  the  taxable  year  1917,  such  tax  for  any  taxable  year 
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not  to  exceed  an  amount  equal  to  50  per  cent  of  the  net  incomo,  and  for  1919  and 
subsequent  taxable  years  not  to  exceed  20  per  cent  of  the  net  income  not  in  excess 
of  120,000.  plus  40  per  cent  of  the  net  income  in  excess  of  $20,000.  For  the  purpose 
of  this  article  the  invested  capital  for  1917  shall  be  adjusted  for  any  subsequent 
changes  in  its  amount  due  to  cash  or  property  paid  in  or  withdrawn  or  to  surplus  A 

or  undivided  profits  of  prior  years  retained  in  the  business  and  properly  attributable         I 
to  its  business  within  the  United  States.    If  the  tax  for  1917  was  aetermined  under  n 

section  210  of  the  Revenue  Act  of  1917,  the  constructive  capital  which  woidd  result 
in  a  tax  eauivalent  to  the  tax  determined  under  that  section  shall  be  used.  In  the 
case  of  a  foreign  corporation  which  was  oi^anized  subsequent  to  the  taxable  year 
1917,  or  which  had  no  income  from  sources  within  the  United  States  during  1917, 
the  installments  of  the  tax  shall  in  the  first  instance  be  determined  upon  the  basis 
of  a  war  profits  and  excess  profits  tax  equal  to  50  per  cent  of  the  net  income,  except 
thal^for  1919  and  subsequent  taxable  years  such  installments  shall  be  determined 
upon  the  basis  of  an  excess  profits  tax  equal  to  20  per  cent  of  the  net  income  not  in 
excess  of  $20,000,  plus  40  per  cent  of  the  net  income  in  excess  of  $20,000. 

D.  H.  Blair, 
Commissioner  of  Internal  Revenue. 

Approved  October  6,  1921 : 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


Part  VI. — Reorganizations. 


SECTION  331.— VALUATION  OF  ASSETS  UPON 

REORGANIZATION. 

Section  331,  Article  941 :  Valuation  of  asset  39-21-1849 

upon  change  of  ownership.  A.  R.  R.  618 

(Also  Section  310,  Article  771.) 

Recommended,  in  the  caae  of  the  M  Company,  that  the  action  of  the 
Income  Tax  Unit  in  disallowing  an  item  of  good  will  under  section  331 
of  the  Revenue  Act  of  1918  be  sustained,  and  that  the  action  of  the  In- 
come Tax  Unit  be  also  sustained  under  section  310  in  declining  the 
■  request  of  this  appellant  to  use  other  years  than  the  years  1911,  1912  and 
1913  in  establishing  average  prewar  income  for  war  profits  tax  purposes. 

The  Committee  has  had  imder  consideration  the  appeal  of  the  M 
Company  from  thie  action  of  the  Income  Tax  Unit  in  disallowing  in 
the  statutory  invested  capital  of  this  corporation  a  good  will  item 
of  lOx  dollars  and  in  declining  to  consider  certain  years  other  than 
the  years  1911,  1912  and  1913  in  arriving  at  the  average  prewar 
income  for  war  profits  tax  purposes. 

The  M  Company  was  incorporated  in  1918,  taking  over  the  net 
tangible  assets  of  the  partnership  of  O  &  Company.  For  the  net 
tangible  assets  of  the  partnership  there  was  issued  25x  dollars  of 

Preferred  stock  of  the  corporation  and  lOx  dollars  of  common  stock, 
he  stock  of  both  issues  was  delivered  to  the  partners  of  O  &  Company 
in  consideration  for  their  partnership  interests  and  the  par  value  of 
the  common  stock,  namely,  lOx  dollars,  which  was  in  excess  of  the 
value  of  the  net  tangible  assets  of  the  partnership,  was  charged  to 
good  will  on  the  books  of  the  corporation.  That  item  was  elimmated 
irom  invested  capital  by  the  Income  Tax  Unit  under  authority  of 
section  331  of  the  Revenue  Act  of  1918  and  article  941  of  Regula- 
tions 45  because  more  than  60  per  cent  of  the  interest  or  control  in 
the  partnership  continued  in  tne  same  persons  as  stockholders  of 
the  corporation. 
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during  this  period  it  earned  the  good  will  of  both  the  public 
trade  on  account  of  the  sterling  integritjr  of  the  members  of  the  firm 
in  their  business  relations,  toj^ether  with  the  maintenance  of  an 
unsurpassed  standard  of  quahty  of  merchandise  offered  for  sale. 
It  is  contended  that  such  good  will  thus  established  should  be  con- 
sidered as  entirely  separate  and  distinct  from  the  good  will  created 
through  the  medium  of  advertising  and  development  of  the  trade- 
name brands  of  goods  and  that  accordingly  in  addition  to  the  ''cost 
of  acauisition/'  as  stated  in  section  331  of  the  Revenue  Act,  there 
shoula  be  taken  into  account  not  merely  ''betterments"  represented 
by  actual  cash  outlay  for  advertising,  etc.,  but  a  positive  additional 
value  represented  by  the  gradual  development  of  the  good  will 
value  during  the  years,  which  must  be  measured  in  terms  of  profits 
earned. 

It  does  not  seem  necessary  to  give  consideration  to  the  going 
concern  value  of  this  business  as  may  be  determined  by  its  income 
over  a  period  of  years.  Section  331  of  the  Act  and  article  941  of 
the  Kegulations  are  explicit  enough  in  limiting  the  value  of  the  assets 
of  a  trade  or  business  reorganized  after  MarcSi  3,  1917,  to  the  value 
of  the  assets  of  the  predecessor  company  when  there  is  an  interest 
of  50  per  cent  or  more  remaining  m  the  same  persons.  In  the 
instant  case  the  continuing  interest  was  100  per  cent.  Accordingly, 
under  the  mandate  of  the  law  itself,  no  recognition  can  be  given  m 
the  instant  case  to  the  alleged  value  of  good  will  measured  by  the 
capital  stock  of  the  corporation  issued  in  excess  of  the  value  of  the 
net  assets,  both  tangible  and  intangible,  of  the  predecessor  partner- 
ship. 

It  appears,  however,  that  in  190-  there  was  a  partnership  re- 
organization and  at  this  time,  by  agreement,  there  was  set  up  on 
the  books  of  the  new  partnership  an  item  of  ix  dollars  for  good^wiU 
of  the  business  of  O  &  Company.  This  item,  however,  was  written 
off  the  books  of  the  partnership  prior  to  the  incorporation  of  the 
business  in  July,  1918.  It  would  seem,  under  section  331  of  the 
Act,  that  if  the  value  of  this  asset  can  be  established  by  cost  of 
acquisition  at  the  time  of  reorganization  of  the  partnership  in  190-, 
the  partnership  should  have  the  right  to  restate  its  proprietary 
interest  so  that  the  item  of  iz  dollars  would  be  reflected  as  an  asset 
at  the  date  of  incorporation  of  the  partnership  and  accordingly 
allowed  as  an  intangible  asset  on  the  books  of  the  corporation. 

With  respect  to  Qie  contention  of  the  appellant  that  other  years 
than -the  years  1911,  1912  and  1913  be  used  for  the  purpose  of  es- 
tablishing prewar  income,  it  is  noted  that  the  contention  rests  on 
the  fact  that  in  the  year  1913  great  quantities  of  the  product  handled 
were  sold  by  a  foreign  government  in  the  American  market  at  a 
stated  price  with  the  immediate  effect  that  its  value  declined  con- 
siderably. This  contention,  however,  was  not  peculiar  to  this 
appellant.  It  is  admitted  that  the  act  of  the  foreign  government 
anected  approximately  all  American  concerns  engaged  m  the  same 
business.  It  is  admitted,  therefore,  that  while  thiS'  was  an  unusual 
year  of  depression,  all  like  trades  were  affected  to  the  same  extent 
as  that  of  the  appellant.  Relief,  which  is  sought  by  the  appellant 
under  section  205  of  the  Revenue  Act  of  1917^  does  not  obtam  and 
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the  point  at  issae  must  be  disposed  of  under  the  Bumdatcnry  pro- 
visions of  section  310  of  the  Revenue  Act  of  1918,  which  prescribes 
the  vears  1911,  1912  and  1913  as  the  prewar  period. 

The  Conunittee,  therefore,  recommends,  m  the  case  of  the  M 
Company,  that  the  action  of  the  Income  Tax  Unit  in  disallowing  an 
item  of  fi'ood  will  under  section  331  of  the  Revenue  Act  of  1918  be 
sustained,  and  that  the  action  of  the  Income  Tax  Unit  be  also  sus* 
tained  under  section  310  in  declining  the  request  of  this  appellant 
to  use  other  years  than  Uie  years  1911,  1912  and  1913  in  estabu^ung 
average  prewar  income  for  war  profits  tax  purposes. 


Section  331,  Article  941 :  Valuation  of  asset  upon  43-21-1890 

change  of  ownership.  A.  R.  R.645 

Recommended  In  the  appeal  of  the  M.  Ck)mpany,  that  tlie  action 
of  the  Income  Tax  Unit  he  austained  in  holdinf?  that  A  did  not 
retain  an  Interest  or  control  of  50  per  cent  or  more  in  the  trade 
or  business  previously  owned  and  engaged  In  by  him  under  the 
name  of  X,  and  that  the  case  does  not  come  within  the  provistoos 
of  section  208  of  the  Revenue  Act  of  1917,  and  article  50  of 
Regulations  41  and  sectlcm  331  of  the  Revenue  Act  of  1018  and 
article  941  of  Regulations  45. 

The  Committee  has  had  under  consideration  the  appeal  of  the  M 
Ckmipanj  from  the  action  of  the  Income  Tax  Unit  in  holding  that  A 
did  not  retain  an  interest  or  control  of  50  per  cent  or  more  in  his 
individual  trade  or  business  transferred  to  the  foregoing  corporation 
on  or  about  December  — ,  1917,  and  that  the  provisions  of  section  206 
of  the  Bevenue  Act  of  1917  and  section  331  of  the  Revenue  Act  of 
1918  do  not  apply. 

The  tax  returns  of  this  corporation  are  under  audit  for  the  years 
1917,  1918,  and  1919,  and  the  question  under  consideration  by  the 
Committee  arose  in  connection  with  the  audit. 

The  Conmiittee,  after  examining  the  facts  in  the  case  and  the 
arguments  pi^esented  by  attorneys  for  the  corporation,  reached  the 
oonclusion  that  the  appeal  raised  a  question  of  law.  An  opinion  was 
requested  from  the  Solicitor,  and  the  Committee  is  now  in  receipt  of 
an  opinion,  which  reads  as  follows: 

In  December,  1917,  A  was  the  owner  of  a  certain  business,  which  he  engaged 
in  under  the  name  of  X.  In  that  month  his  son,  B,  together  with  two  other 
persons,  formed  a  corporation  known  as  the  M  Company  for  the  purpose  of 
acquiring  the  assets  of  the  business  conducted  by  A  so  that  the  business  might 
be  continued  by  the  corporation.  On  December  — ,  1917,  A  offered  to  sell  to 
the  corporation  all  his  right,  title,  and  interest  in  and  to  the  assets  of  the 
business  that  had  been  conducted  by  him,  in  consideration  of  tlie  issuance  of 
4S^If  shares  of  stock  of  the  coriwration  to  seven  persons,  who  were  named  in 
the  offer.  A  was  to  receive  iy  shares,  his  children  and  close  connections  were 
to  receive  the  remainder.  The  corporation  was  autliorlzed  to  issue  not  more 
than  50y  shares  of  stock  under  its  charter.  The  offer  was  accepted  by  the 
corporation.  The  assets  were  then  transferreil  to  the  corporation  and  the 
stock  was  Issued  to  the  designated  persons  in  accordance  with  the  agreement, 
with  the  exception  of  two  qualifying  shares  issued  to  other  persons.  After 
the  consummation  of  this  transaction  A  held  Up  shares  of  the  corix>rate 
stock,  y  shares  being  purchased  by  him  for  caslL 
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Two  qtWBtiotts  are  raised  (1)  wbetber  the  tamsaetion  in  questton  <!0B6tituted 
a  reonraaiaatiOM  of  tte  lyasineas  or  a  sale  of  the  baalneas  to  tito  <»rporation, 
and  (2)  wbetibker  an  interest  or  control  of  50  per  cent  or  isoFe  of  ttie  business 
renained  in  A,  tbe  owner  of  the  business  prior  to  its  transfer  to  tiie  corporation. 

Section  208  of  the  Revenue  Act  of  1917  provides : 

That  in  case  of  the  reorganization,  consolidation,  or  cliange  of  ownership  of 
a  trade  or  business  after  March  third,  nineteen  hundred  and  seventeen,  if  an 
interest  or  control  in  such  trade  or  business  of  50  per  centum  or  more  remains 
in  control  of  the  same  persons,  corporations,  associations,  partnerships,  or  any 
of  tliem,  then  in  ascertaining  the  invested  capital  of  the  ti'ade  or  business  no 
asset  transferred  or  received  from  the  prior  trade  or  business  sliall  be  allowed 
a  greater  value  than  would  have  been  allo^'etl  umler  this  title  in  computing 
the  invested  capital  of  sadi  x)rtor  trade  or  business  if  ^och  asset  had  not  been 
so  transferred  or  received,  unless  such  asset  was  paid  for  specifically  as  such, 
in  cash  or  tangible  property,  and  tiiea  not  to  excetnl  the  actual  cash  or  actual 
cash  value  of  the  tangible  property  paid  therefor  at  the  time  of  such  payment. 

Section  331  of  the  Revenue  Act  of  1918  reads  as  follows : 

In  the  case  of  the  reoi^ganization,  eouiMHidation,  or  change  of  ownership  of  a 

trade  or  business,  or  change  of  ownership  of  property,  after  March  3,  1917,  if 
an  interest  or  control  in  such  trade  or  business  or  property  of  50.  per  centum 
or  more  remains  in  the  same  persons,  or  any  of  them,  then  no  asset  transferred 
or  received  from  the  previous  owner  shall,  for  the  puri)ose  of  determining  in- 
vested capital,  foe  allowed  a  greater  value  than  would  have  been  allowed  under 
this  title  in  computing  the  invested  capital  of  such  previous  owner  if  such  asset 
had  not  been  so  transferred  or  received :  Provided,  That  if  such  previous  owner 
was  not  a  corporation,  then  the  value  of  any  asset  so  transferred  or  rec-eived 
shall  be  taken  at  its  cost  of  acquisition  (at  the  date  when  acquired  by  such 
previous  owner)  with  proper  allowance  for  depreciation,  impairment,  better- 
ment, or  development,  but  no  addition  to  the  original  cost  shall  be  made  for 
any  charge  or  expenditure  deducted  as  expense  or  otherwise  on  or  after  Alarch 
1,  1913,  in  computing  the  net  income  of  such  previous  owner  for  purposes  of 
taxation. 

The  taxpayer  states  that  the  decision  of  this  cade  rests  upon  the  construction 
to  be  given  to  the  words  **  interest  or  control,"  "  remains  in  the  same  person,** 
and  "  remains  in  control."  These  are  said  to  be  the  key  words  to  the  whole 
matter.  It  is  contended  that  the  fact  that  A  named  persons  of  his  own  family 
to  receive  the  stock  of  the  corporation  is  immaterial  In  determining  the  question 
of  control,  as  the  transaction  was  entirely  bona  fide  and  no  question  of  fraud 
or  evasion  is  involved. 

The  solution  of  the  principal  question  presented  lies  in  the  effect  to  be 
given  to  the  contract  arising  from  the  acceptance  by  the  corporation  of  the 
offer  by  A  under  date  of  December  — ,  1917. 

In  a  majority  of  the  States,  where  two  parties  enter  into  an  agreement 
upon  a  valid  consideration  and  thereunder  third  persons  are  to  receive  a 
benefit,  the  contract  may  be  enforced  by  such  third  persons.  The  transac- 
tion in  question  took  place  in  the  State  of  Illinois,  and  this  principle  has  l>een 
recognized  by  the  courts  of  that  State.  It  was  stated  by  the  Supreme  Court  of 
that  State  in  Cohb  v.  Heron,  180  III.  49,  54  N.  E.  189,  Aft  78  111.  App.  654,  that 
privity  or  consideration  between  a  promissor  and  a  third  pei*son  who  is  a 
beneficiary  under  a  contract  need  not  exist  to  support  a  promise,  provided 
there  is  a  valuable  consideration  for  the  promise  as  between  the  principal 
parties  to  the  undertaking,  citing  Deen  v.  Walker,  107  111.  540 ;  Bay  v.  Willianis, 
112  111.  91.  This  principle  has  also  been  asserted  in  numerous  cases  including 
the  following :  Hartman  v.  PistoriouA,  248  III.  568.  94  N.  E.  131 ;  Searls  v.  Flora, 
225  III.  167,  80  N.  E.  98;  Sarins  v.  McCortnkk,  132  III.  104,  22  N.  E.  51L  Under 
this  rule  then,  which  is  sustained  by  sufficient  authority,  the  moment  the 
offer  of  A  was  accepted  by  tlie  corporation  a  binding  contract  for  the  benefit  of 
the  third  parties  was  effected. 
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As  A  chose  to  specify  in  his  offer  the  persons  who  were  to  receive  the  fatodk^ 
which,  on  acceptance  by  the  corporation,  obligated  It  to  issue  the  shares  to  the 
persons*  designated  (which  oblijration  was  promptly  carried  out).  It  is  clear 
tlmt  the  limitations  of  the  statute  do  not  apply,  notwithstanding  the  relation- 
ship «>xistlng  between  A  and  the  persons  whom  he  designated  to  receive  the 
stock,  provided  the  transaction  was  bona  fide  and  not  designed  to  conceal  tlie 
real  ownership  of  the  stock. 

It  appears  from  the  evidence  that  the  transaction  was  bona  tide.  An  explana- 
tion of  the  transaction  lies  in  the  fact  that  A  desired  to  provide  for  his  chil- 
dren during  his  own  life  time  and  retire  from  active  business.  Almost  imme- 
diately after  he  transferred  the  assets  of  his  individual  business  to  the  corpora- 
tion he  retired  from  business  and  died  about  two  months  later.  There  seems 
to  be  no  doubt  that  the  issuance  of  the  stock  to  the  persons  designateil  in  the 
(ilTer  wns  absolute  and  unconditional  and  that  A  made  no  attempt  to  retain 
any  intori^t,  either  directly  or  indirectly,  in  the  stock. 

For  these  reasons  it  is  the  opinion  of  this  office  that  A  did  not  retain  an  in- 
terest or  control  of  50  per  cent  or  more  In  the  trade  or  business  previously 
owned  and  engajced  in  by  him  under  the  name  of  X  and  that,  therefore,  the 
case  does  not  conje  within  the  provisions  of  section  208  of  the  Revenue  Act  of 
1917  and  section  331  of  the  Revenue  Act  of  1918. 

It  is  immaterial  in  determining  the  question  of  invested  capital  whether  the 
transaction  in  question  constituted  a  sale  or  reorganization,  and  no  opinion  in 
connection  tlierewith  is  expressed. 

In  view  of  the  foregoing  opinion  of  the  Solicitor,  in  which  the 
Committee  concurs,  it  is  recommended  that  the  action  of  the  Income 
Tax  T'^nit  b^  sustained  in  liolding  that  A  did  not  retain  an  interest 
or  control  of  50  per  cent  or  more  in  the  trade  or  business  previously 
owned  and  engaged  in  by  him  under  tlie  name  of  X  and  that  the 
case  does  not  come  within  the  provisions  of  section  208  of  the  Revenue 
Act  of  1917  and  article  50  of  Regulations  41  and  section  331  of  the 
Revenue  Act  of  1918  and  article  941  of  Regulations  45. 


Section  331,  Article  941:  Valuation  of  asset  45-21-1916 

upon  change  of  ownership.  O.  D.  1097 

In  1913,  the  M  Company  was  required  by  order  of  court  to  dis- 
solve. Prior  to  such  dissolution,  a  new  corporation,  known  as  the 
()  Company,  was  organized  with  a  capital  stock  equal  to  the  aggre- 

fate  par  value  of  the  capital  stock  of  the  M  Company  outstanding, 
'he  ()  Company  then  exchanged  its  capital  stock  (affgrogate  par 
value  i^x  dollars)  for  all  the  stock,  assets,  and  liabilities  of  the  M 
Company.  At  the  time  of  such  sale  the  M  Company  had  capital 
stock  outstanding  of  a  total  par  value  of  3,?*  dollars,  surplus  and 
undivided  profits,  x  dollars.  The  stock  of  the  new  company  was 
issued  share  for  share  to  the  stockholdei-s  who  held  the  stock  of  the 
old  company.  The  officers  and  directors  of  the  old  company  and  the 
new  company  are  identical. 

The  question  presented  is  whether  in  computing  invested  capital 
of  the  O  Company  the  value  of  the  assets  as  cari-ied  on  the  books 
of  the  M  Company  may  be  taken  up  on  its  boolcs  and  included  at  the 
same  rate  they  were  so  carried  on  the  books  of  the  M  Company. 

Held,  that  a  change  of  entity  occurred  resulting  in  a  new  and  dis- 
tinct corporation  and  that  as  the  property  acquired  for  stock,  includ- 
ing surplus  and  undivided  profits,  was  paid  in  prior  to  January 
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1,  1914,  pursuant  to  section  207(a)  of  the  Revenue  Act  of  1917,  the 
tangible  property  received  by  the  O  Company  may  be  included  in 
invested  capital  at  its  actual  cash  value  as  of  fJanuary  1,  1914,  to  the 
extent  that  such  value  is  not  in  excess  of  the  par  value  of  stock  or 
shares  specifically  issued  therefor. 


Section  eS31,  Article  941 :  Valuation  of  asset  51-21-1988 

upon  change  of  ownership.  T.  D.  3259 

Treasury  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washing  ton  ^  />.  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

Article  941,  Regulations  46,  is  hereby  amended  to  read  as  follows: 

Art.  941.  Valuation  of  asset  upon  change  of  ownership. — Where  a  business 
is  reorganized,  consolidated,  or  transferred,  or  property  is  transferred,  after 
March  3,  1917,  and  an  interest  or  control  of  50  per  cent  or  greater  in  such  busi- 
ness or  property  remains  in  the  same  persons  or  any  of  them,  then  for  tlie  pur- 
pose of  determining  investeil  capital  each  asset  so  transferred  is  valued  («)  at 
an  amount  representing  its  actual  cash  value,  subject  to  the  limitations  imposed 
by  section  326,  but  not  exceeding  its  allowable  value,  for  invested  capital  pur- 
poses, in  tlie  possession  of  the  previous  o>vner,  if  a  corporation,  or,  if  not  a 
corporation,  (6)  at  its  cost  to  such  previous  owner,  with  proper  adjustments 
for  losses  and  improvements.  This  provision  is  accordingly  concerned  with 
t])e  computation  of  invested  capital  for  the  taxable  year,  while  section  330  of 
the  statute  is  chiefly  concerned  with  the  determination  of  invested  capital  for 
the  prewar  period.     See  articles  931,  932,  and  1561-1570. 

D.  H.  Blair, 
CofTimissioner  of  hiternal  Revenue, 

Approved:  December  7,  1921. 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


TITLE  XIII.— GENERAL  ADMINISTRATIVE  PROVISIONS. 


SECTION  1309.— AUTHORITY  FOR  REGULATIONS. 

Section  1309,  Article  1800 :  Promulgation  of  46-21-1927 

regulations.  T.  D.  3240 

reopening  of  cases. 

Teteasi  RY  Department, 
Office  of  Commissioner  of  Internal  Revenue, 

Washington^  D.  C, 
To  collectors  of  internal  revenue  and  others  concerned: 

Where  any  case  in  the  Bureau  of  Internal  Revenue  has  been 
finally  closed  after  the  taxpayer,  or  other  party  thereto,  has  had  a 
hearing  or  has  been  afforcfed  by  written  notice  an  opportunity  to 
present  oral  or  written  arguments  or  statements  of  fact  in  support 
of  his  contentions,  the  case  will  not  be  reopened  except  (1)  where  a 
showing  is  made  of  new  and  material  facts,  accompanied  by  an  ex- 
planation, satisfactory  to  the  Commissioner  of  Internal  Revenue, ' 
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the  failure  to  produce  such  facts  prior  to  the  closing  of  the  case,  or 
(2)  where  the  case  is  materia  II j  affected  by  the  chan^  of  regula- 
tions or  by  the  final  decision  of  another  case  either  by  the  CommiA- 
sioner  of  Internal  Revenue  or  by  a  court  of  competent  jurisdictions 
The  application  for  reopening  a  case  should  be  addressed  to  the  Com- 
missioner of  Internal  Revenue,  should  state  succinctly  the  facts  and 
circumstances  upon  which  the  application  is  based,  and  must  be  -sup- 
ported by  the  amdavit  of  a  person  having  knowledge  of  the  facts. 

This  derision  is  not  to  be  construed  as  modifying  the  regulations 
relating  to  the  filing:  of  claims  in  abatement  or  claims  for  refund,  nor 
as  denying  the  right  of  a  taxpayer  to  a  hearing  or  to  an  appeal  at 
any  stage  of  his  case  until  the  case  has  been  finally  closed.  After 
the  taxpayer  has  exhausted  his  remedies  within  the  Bureau,  how- 
ever, and  the  case  has  been  finally  closed,  it  will  be  reopened  only 
under  the  conditions  stated  in  the  decision. 

D.  H.  BtAis, 
Cotn^nuaioner  of  Internal  Revenue, 

Approved  October  31,  1921. 
A.  W.  Metxon, 

Secretary  of  the  Treasury. 


SECTIOX  1313.— FRACTIONAL  PART  OF  CENT. 

Section  1313,  Akticle  1721 :  T^Hien  fractional  48-21-1955 

part  of  cent  may  be  disregarded.  T.  D.  3250 

ADMINISTRATIVE.  SECTION   1313.  REVENUE  ACT  OF   1918. 

Article  1721,  Ukgulations  45     *     •     *     Amended. 

Treasurt  Defartment, 
Offioe  of  Commissioner  of  iNTSRNAii  Revenue, 

Washington^  Z>.  C. 

To  collectors  of  internal  revenue  and  others  concerned: 

Article  1721,  Regulations  45  *  "*  *  is  hereby  amended  to  read 
as  follows : 

lu  the  luo'iuent  of  tazes  a  fractional  part  of  a  cent  xUaU  be  disrei^arded 
unless  it  amounts  to  one-half  cent  or  more,  in  wliich  case  It  shall  be  increased 
to  one  cent.  Fractional  parts  of  a  cent  should  not  be  disregarded  in  the  com- 
putation of  taxes. 

D.  H.  BiiAUt, 

Commiasioner  of  Internal  Revenue, 

Approved :  November  18,  1921. 
A.  W.  Mellon, 

Secretary  of  the  Treasury. 


SECTION  1314.— MEDIUM  OF  PAYMENT  OF  TAX.  ( 

Section  1314,  Abtigle  1733:  Pajrment  ot  tax 
by  uncertiiied  checks. 

(See  42-21-1870;  sec.  212,  art.  22.)  Pa]rmeat  of  income  tax  by 
Canadian  postal  money  order  or  by  check  on  foreign  bank  in  f oraga 
fnnds. 


INDEX. 
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A. 

Accounting  method — 

Change  in,  last  day  of  fiscal  year 

Different  kinds  of  business 

Return  filed  on  cash  basis,  request  to  amend  on  accrual  basis 
Admissible  assets.    (See  Invested  capital.) 

Advertising  expenses,  when  deductiole 

Albania,  subjects  of,  exemption  and  credit 

Alien  Property  Custodian,  attorney's  fees  to  secure  propertv  from 
Aliens,  naturalization  by  marriage,  effect  on  minor  children's 

status 

Aliens,  nonresident  author,  sale  of  publication  rights 

Ambassador,  embassy,  maintenance  and  entertainment 

Amendments  and  changes,  R^^^lations  45 — 

Art.  39,  amended , 

Art.  40,  amended ! 

Art.  41,  amended 

Art.  43,  amended 

Art.  48,  amended 

Art.  49,  amended 

Art.  52,  amended 

Art.  87,  amended 

Art.  141,  amended 

Art.  143,  amended 

Art.  144,  amended 

Art.  615,  amended 1 

Art.  545,  amended 

Art.  663,  amended 

Art.  732,  amended 

Art.  733,  amended 

Art.  912,  amended 

Art.  913,  amended 

Art.  941,  amended 

Art.  1013,  amended 

Art.  1073,  amended 

Art.  1091(a),  amended .^ 

Art.  1543,  amended .' 

Art.  1547,  amended 

Art.  1547,  amended 

Art,  1548,  amended 

Art.  1549,  amended 

Art.  1561,  amended •. 

Art.  1562,  amended 

Art.  1564,  amended 

Art.  1565,  amended 

Art.  1566,  amended 

Art.  1668,  amended 

Art.  1569,  amended 

Art.  1670,  amended 

Art.  1721,  amended 

Amendments,  Regulations  33,  revised — 

Art.  29,  paragraph  196,  amended 

Amortization — 

Xjeases  •••>............•.............•...••................, 

Railroad  company 
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Annuities,  paid  to  nonresident  alien,  withholding 

Appraisers,  compensation  of,  Illinois 

Appreciation — 

Accrued  before  March  1,  1913,  realized  subsequently,  di\'i- 
dend 


Invested  capital,  amended  returns. 


RullagNo. 


Armenia^  sulyects  of,  exemption  and  credits 

Army  officer,  family's  traveling  expenses  paid  by  Government.... 
Assessment,  bank  stock,  deduction 

Assessments,  erroneous  or  illegal,  abatement < 

Association  distinguished  from  partnership ! 

Association  distinguished  from  trust 

Attorney,  compensation,  employed  by  county  revenue  collector. .' 
Attorney's  fee —  j 

Defense  of  suit  for  damages 

Liquidated  claim 

Property  seciu*ed  from  Alien  Property  Custodian 


B. 

Bad  debts — 

Bank,  illegal  warrants  of  municipal  official. 

Notes  receivable 

Notes  receivable,  usurious  interest 

Primissory  notes  of  insolvent  corporation . . . 
Banks — 

Cooperative,  profits  credited  to  shareholder. 

Depositary  for  State  and  county  funds 

National,  consolidation,  partial  liquidation. 


Private,  conducted  as  partnership. 
rs,  collection  of  tax 


Receivers 

Stock,  assessment,  statutory,  against  stockholders 

Stock  tax.     {See  Taxes:  Bank  stock.) 

Baseball  club  representing  taxpayer,  cost  of  outfitting 

Board  and  lodging,  travehng  man.    {See  Traveling  expenses.) 
Bonds —  j 

Agricultural    and    horticultural    organizations,    Michigan,  ! 
interest ' 

Retired  at  discount,  taxation  of  profit 

British  colonies  and  protectorates,  subjects  of,  exemption  and  , 

credits 

British  Columbia,  taxes  paid  to * 

British  Honduras,  subjects  of,  exemption  and  credits 

Building  and  loan  assodation — 

Loans  on  security  other  than  real  estate ' 

Buildinjre  removed  for  plant  construction,  loss  deduction 

Business  expenses — 
-    Advance  payment  for  lease 

Advertising  expenses,  when  deductible ' 

Attorney's  foe  in  defense  of  suit  for  damages 

Cancellation  of  lease,  najTnents  by  lessee ' 

(^ost  of  private  railroaa  siding 

Dortors,  popt-uraduate  courses •. 

Em])a8sy,  maintenance  and  entertainment 

Insurance  premiums  paid  by  corporation  on  life  of  guarantor 
of  debt .' 

Leases  executed  before  effective  date 

Partner  using  own  automobile 

Payments,  Workmen's  Compensation  law,  Ohio 

Payments,  Workmen's  Compensation  law,  Pennsylvania 

Rent  paid  by  taxpayer  for  apartment  8u))leased  by  him 

Title  abstract  record,  cost  of  preparing \ 

Trust  fund,  payments  to,  l)y  corporation l 
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1884 


1878 
1822 
1954 
1968 
1854 
1975 
1744 
1967 
1987 
1895 
1741 
1919 

1947 
1946 
184? 


1713 
1742 
1979 
1837 

1892 
1907 
1797 
1895 
1763 
1744 

1815 


1751 
1717 
1746 
1804 
1844 
1962 

1900 
1816 

1973 
1829 
1947 
1726 
1800 
1755 
1802 

1938 
1793 
1958 
1768 
1959 
1972 
1799 
1840 


193 
107 


26 
285 
289 
289 
179 
174 
178 
245 
246 
9 

12 
113 

121 
117 
127 


147 
85 
84 

146 


113 

47 

9 

233 

135 

120 


102 
211 
178 
179 
194 
233 

201 
141 

128 
130 
242 
129 
151 
171 
172 

177 
130 
121 
118 
133 
122 
119 
120 
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c. 

California  bank  stock  tax 

Capital  assets,  advance  payments  for  lease 

Cattle  feeding  venture,  profits  tax,  1917  Act 

Cemetery  companjr,  exemption.    {See  Exempt  corporations.) 

Changeof  ownership  of  property,  incorporation  of  business 

Charitable  contribaitions — 

Corporation  to  Young  Men's  Christian  Association 

Partnership  to  Red  Cross 

Red  Cross,  amended  returns 

Claims — 

Abatement — 

Adjustment  procedure,  effective  Decem))er  16,  1921 

Assessment,  erroneous  or  illegal 

Notice  and  demand,  distraint  warmn  tissued,  operation  of, 
Credit- 
Adjustment  procedure,  effective  December  16,  1921 

Husband  ana  wife,  community  income,  adjustments 

Public  land  under  placer  mining  laws,  depletion 

Refund — 

Adjustment  procedure,  effective  December  16,  1921 

Interest  on  overpayment 

Tax  withheld,  bondholder  not  liable  to  normal  tax 

Clerk  of  court,  commissions  held  by,  ownership  in  dispute 

Collateral  exemption.  Liberty  bond  interest,  beneficiaries  under 
will 
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Pa«e. 


{ 


^^ 


Colorado  mining  partnership,  how  taxed 

Commissions,  clerk  of  court  holding,  ownership  in  dispute 

Community  property — 

Change  of  domicile,  effect  on  interest 

Change  of  domicile,  Idaho  to  California 

Credit  claims,  husband  and  wife 

Laws,  Texas,  application  to  nonresidents  of  State 

Return — 

Texas,  residence  in  Virginia 

Wife's  earnings,  California,  returns 

Compensation — 
,     Appraisers  employed  by  Illinois  municipality 

Army  officer,  family's  traveling  expenses  paid  by  Government. 

Attorney  employed  by  county  revenue  collector 

Bank  as  depositary  for  State  and  county  funds 

Bank  official,  fees  turned  over  to  bank 

Cancellation  of  employment  contract 

Commissions  received  in  foreim  currency 

Deduction,  application  of  A.  R.  R.  53 

Employees  of  incorporated  public  library 

Excessive,  receivea  from  corporation 

Funds  of  joint  ventiue  used  to  maintain  member's  home 

Post  allowances,  members  of  Diplomatic  and  Consular  Service. 

Public  Health  Service  employees,  value  of  sul)sistence 

Reasonableness  of,  right  of  Government  to  determine 

Return  to  employer 

Salary  of  corporate  officer  paid  to  widow 

Services  to  State  or  subdi\TU3ion,  when  taxable 

Surgeon,  from  industrial  commission  fund 

Teachers,  school  conducted  by  corporation 

Compromise  of  ad  valorem  penalty 

Constructive  receipt — 

Bank,  cooperative,  profits  credited  to  shareholders 

Interest,  funds  of  corporation  held  by  trustee 

Rent  paid  to  stockholders  of  lessor 
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1973 
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1757 
1914 
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1994 
1967 
1987 
1985 

1994 
1873 
1801 

1994 
1913 
1924 
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1779 
1902 
1743 

1933 
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1873 
1727 
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1964 

1884 
1975 
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1907 
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1841 
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1792 
1989 
1776 
1917 
1771 
1882 
1798 
1906 
1828 
1711 
1864 

1892 
1840 
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238 
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160 
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104 
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197 
247 
195 
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199 
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66 
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85 
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105 

240 

99 
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Contract  (tee  also  Government  contracts  and  Invested  capital). 

Distinguished  from  office  and  employment 

Employment,  compensation  for  cancellation 

Long-term,  when  income  reported 

Orafand  written,  rebates 

Cooperative  apartment  house  company,  exemption 

Copyright  cost,  how  computed 

Corporations — 

Affiliated— 

Stock  control  without  similar  business,  1917  Act 

Stock  of  subsidiary  assigned  to  trustee  as  collateral 

Consolidation  of  national  banks,  partial  liquidation 

Domicile  changed  during  taxable  year 

Exemption.     (5'fc  Exempt  corporations.) 

Foreign,  sales  to  United  States  customers,  f.  o.  b.  foreign  p<Mnt. 

Gain  or  loss,  acquisition  of  its  own  stock 

Liquidation,  invested  capital 

Losses  ofEset  by  return  of  officers'  salaries 

Member  of  partnership 

Operated  as  partnership,  returns 

Partnership,  succeeded  oy ,  taxable  period 

Return  for  period,  organization  not  perfected 

Returns.    (See  Returns.) 

Salary  of  corporate  officer  paid  to  widow 

Court  decidons — 

Chicago  Title  and  Trust  Co.,  trustee,  v.  Smietanka 

Cincinnati  Gas  and  Electric  Co.  v.  Gilligan 

Ehret  M^^esia  Mfg.  Co.  v.  Lederer 

Hurst  V.  Lederer 

Lincoln  Chemical  Co.  v.  Edwards 


1906 
1814 
1991 
1753 
1832 
1721 


1834 
1888 
1797 
1950 


New  York  Trust  Co.  et  al. ,  v.  Edwards 

Rockefeller  v.  United  States 

Smietanka  v.  Indiana  Steel  Co 

Towne  v.  McElligott 

United  States  v.  rhellis 

United  States  v.  Philadelphia  Knitting  Mills  Co 

United  States  v.  Rockefeller 

Credits — 

Against  net  income —  , 

Albania,  subjects  of 

Armenia,  subjects  of 

British  colonies  and  protectorates,  subjects  of 

British  Honduras,  subjects  of 

Dutch  Guiana,  subjects  of , 

Husband  and  wife  separated,  exemption 

Palatine,  subjects  of 

Straits  Settlements,  subjects  of , 

Trinidad,  subjects  of 

Taxes- 
Association,   domestic,   paid  as  partnership  to  foreign 

country 

Dutch  Guiana 

France 

Mineral  and  income  taxes,  British  Columbia 

Straits  Settlements 

Crops  acquired  by  will,  gain  or  loss  from  sale 
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87 
162 
304 
155 


234 

235 

47 

232 
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1920 

118     1 

1984 

207 

1720 

300 

1821 

277 

1866 

16 

1887 

232 

1952 

233 

1951 

233 

1798 

101 

1741 

12 

1738, 

248 

1764\ 

270 

1835 

249 

1740 

281 

1879 

30 

1956 

34 

1956 

34 

1925 

251 

1969 

43 

1967 

37 

1771 

219 

1879 

30 

1783 

178 

1854 

179 

1746 

178 

1804 

179 

1962 

180 

1860 

179 

1960 

177 

1855 

179 

1961 

179 

1782 

178 

1872 

230 

1860 

179 

1911 

194 

1844 

194     M 

1961 

179    1 

1940 

55    ^ 
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Dsmage,  water  pipes  bursting 

Damages — 

Compromise  of  suit,  bank  director 

Deduction  when  paid  for  misrepreseoting  property  sold 

Patent  infringement,  deduction  of  damages  and  profits  paid. . 

''Dealing  in''  distinguished  from  *' management" 

Debenture  bonds,  definition,  ownership  certificates 

Deed  of  lease  creating  ground  rent,  Maryland 

Definitions — 

*'Actualv8lue,"  A.  R.  M.  106 

Debenture 

'^Erroneons  or  illegally  assessed"  art.  1032,  Reg.  45 

Foreign  country,  sees.  234(a)3,  238(a),  1918  Act 

Officers  and  employees,  art.  85,  Reg.  45 

Sale  in  the  ordinary  buoness  of  the  owner 

Depletion — 

Claims  to  public  land  under  placer  mining  laws 

Development  and  exploration  expenses,  how  charged 

Timberland,  purchased  in  violation  of  United  l^tes  land 

grants 

Depreciationry 

Automobile  used  by  partner,  owner 

Copyright  cost,  how  computed 

Earned  surplus  reduced 

Leased  property  to  be  returned  in  condition  received 

Leases 

Patent  rights 

Property  abandoned  at  termination  of  lease 

Property,  part  residential,  sold 

Railroad  siding,  private 

Title  abstract  record 

Uniforms,  naval 

Diplomat,  foreign,  and  household,  taxable  status 

IMplomatic  and  ( -onBular  Service  representatives,  poet  allowances. . 

Discount  charged  for  cashing  municipal  certificates 

Distraint.    (See  Warrant.) 
Dividends — 

Allocation,  1917  Act 

.   Appreciation  accrued  before  Maich  1, 1913,  and  realized  sub- 
sequently  

Declared  and  credited  but  not  paid,  Maasachusetts 

Income  available,  computation 

Notes  in  lieu  of  cash,  effect  on  invested  capital 

Property,  stock  of  pipe  line  company 

Stock- 
New  company  transferred  to  old,  distributed  as 

Sale  of,  with  other  stock,  computation  of  profit 

War  Risk  insurance 

Doctors,  post-graduate  courses,  deduction  of  expenses. 

Donations.    (See  Charitable  contributions.) 

Dutch  Guiana,  personal  exemption  and  credits 
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1885 

1908 
1734 
1981 
1733 
1861 
1905 

1748 
1861 
1987 
1844 
1906 
1934 

1801 
1781 

1921 

1958 
1721 
1748 
1926 
1794 
1818 
1893 
1894 
1810 
1800 
1799 
1761 
1945 
1776 
1778 


1824 


Pago. 


Easement,  pm)etual,  sale  of,  how  treated 

Employment  for  special  services  by  a  State,  1918  Act. 
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1860 


1881 
1906 


138 

139 
135 
134 
223 
193 
98 

292 
193 
246 
194 
107 
226 

160 
151 

161 

121 
155 
292 
293 
151 
152 
156 
175 

51 
151 
119 
154 
104 

84 
102 


28 


1878 

26 

1786 

276 

1749 

300 

1876 

301 

1879 

30 

1956 

34 

1967 

245 

1969 

43 

1827 

101 

1755 

171 

179 


89 
107 
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Estates  and  iniBtB — 

Capital  aflsetS;  sale  by  trustee 

Estate  administered  prior  to  passage  of  taxing  Act 

Executor,  deduction  of  amounts  paid  to  beneficiaries 

Income  and  residue  of  estate  willed  to  municipality 

Life  estate  with  vested  remainder,  joint  conveyance 

Mortgage  in  part  payment  of  debt  due  decedent 

Trust  fund,  income  pavable  in  part  to  creator 

Excess  profits  tax.    (See  War  profits  and  excess  profits  tax.) 
Exchange.    (See  also  Gain  or  loss:  Exchange  of  property.) 
Exchange  rates.    (See  Foreign  exchange.) 

Exchange,  stock  between  stockholders,  effect  on  paid-in  capital . . 
Exempt  corporations — 

Building  and  loan  association,  insurance  agency  conducted  by. 

Cemet<'rv  company 

Cooperative  apartment  house  company 

EducationsJ,  earnings  placed  in  part  in  operating  fund 

Hospital  association  for  corporation  employees 

Insurance  company,  mutual  liability,  created  by  State  legis- 
ture 

T^ceum  and  Chautauqua  association 

Newspaper  not  exclusively  religious 

Extension  of  time,  amended  returns,  appreciation  invested  capital . 

P. 

Farmers — 

Compensation  for  board,  etc.,  fiu'nished  relative,  profits  tax  .. 

Inventories,  adjustment  sheets 

Federal  land  bank  bonds,  invested  capital 

Fees,  deputy  sheriff.  New  Hampshire 

Florists,  inventories  of  growing  plants 

Foreign  exchange — 

Rates  applicable — 

Argentina : 

(^anada 

December  31,  1916,  1917,  1918 

Hongkong 

Shanghai,  China 

Uruguay 

Foreign  steamship  company,  freight  shipments. . .- 

Fruit  dealers,  inventones  of 

Futures,  contracts,  inclusion  in  balance  sheet 

Futures,  profits  tax,  1917  Act 

G. 

Gain  or  loss  - 

(•omputation  illustrated 

Excnani^e  of  property — 

('orporation  acquiring  its  own  stock 

Domestic  and  foreign  corporation  stock 

Joint-stock  company  interests  for  stock. 

Stock,  common  for  preferred. j 

Stock,  consolidation  of  corporations 

Stork  for  cash  and  stock  oi  greater  par  value 

Sto<^k,  par  value,  for  no  par  value 

Stock,  reorganization,  par  value  reduced 

Joint  conveyance  of  life  estate  with  vested  remainder 

Liquidation,  partial 
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1965 

201 

1846 
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1832 

204 

1923 

204 

1769 
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105 

1886 

203 

1983 

204 

1954 

289 

1996 

265 

1928 

64 

1875 

278 

1853 

106 

1774 

63 

1826 

65 

1977 

66 

1775 

64 

1852 

65 

1869 

65 

1978 

66 
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66 

1977 

66 

1806 

218 

1730 

:)01 

1750 

67 

1865 

•  257 

51 


1984 
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58 

1851 

58 

1788 

56 

1880 

62 

1722 

61 

1891 

56 

1905 

98 

1830 

186 

1797 

47 

321 


Gain  or  loss — Continued. 
Sale  of  property— 

^  Acquired  prior  to  March  1,  1913 

i  Assets,  intangible,  method  of  detennining  value 

^  Assets  of  bankrupt  corporation,  by  successor  corporation  . 

Crop  rental 

Real  estate,  sale  of 

Residential,  part  rented,  depreciation 

Securities,  by  beneficiary,  valuation  date 

Stock,  including  in  part  stock  dividends,  computation  of 

profits. 

Gifts- 
Compensation  returned  to  employer 

Proceeds  of  life  policy  payable  in  installments 

Salary  of  corporate  officer  paid  to  widow 

Good  wilf.     (See  Invested  capital.     Good  will.) 
Government  contracts — 

Loss  on  claim  for  cancellation  of 

Supplementary,  income  from 

Ground  rent,  Maryland,  how  taxed 

H. 

Hawaii,  bonds,  classification  for  profits  tax  purposes 

Hedges.     (See  Futures.) 

Hospital  association,  corporation  employees,  exemption 

Husband  and  wife  trading  in  futures 

I. 

Illinois  appraisers,  compensation  of 

Inadmissible  assets.    (JSee  Invested  capital.) 
Income  from  United  States  sources — 

Foreign  freight  shipments  through  United  States  point 

Sales  to  Umted  States  customers  f.  o.  b.  foreign  port 

Indians,  penalties,  delinquent  returns 

Industrial  compensation  fund,  surgeon  paid  from 

Information  at  source — 

Commission  paid  in  foreign  currency 

Receiver  in  partition  proceedings 

Installment  payments  for  stock,  interest,  invested  capital 

Installment  sales — 

Accounting  system,  cash  and  charge  sales 

Allocation  of  payments  on  continuous  accounts 

Real  estate,  initial  payment 

Insurance — 

Life,  war  risk  policy,  dividends  on 

Policies,  security  for  loan 

Premiums — 

Automobiles  sold  on  term  contracts 

Paid  by  corporation  on  life  of  guarantor  of  debt 

Proceeds,  interest  on 

Proceeds  paid  in  installments 

Proceeds  payable  to  estate,  1917  Act 

Insurance  companies — 

Gross  income,  exclusions. 

^  Mutual  liability  created  bjr'  State  legislature 

Reserve  funds,  losses  unpaid,  1909  and  1913  Acts 

k/       Instu-ance  fund.  State,  deduction  of  payments  by  employer 

iBtan^bles.     (iSee  also  Invested  capital:  Intangibles. ) 

Liquor  dealers,  obsolescence 

Method  of  determining  i^ue 

90215**— 22 ^21 


Ruling  No. 

Page. 

1903 

54 

1990 

54 

1868 

53 

1940 

55 

1881 

89 

1810 

51 

1976 

56 

1909 

43 

1882 

101 

1931 

92 

1798 

101 

1948 

131 

1867 

18 

1905 

98 

1831 

1769 
1865 


1884 


190 

203 
257 


107 


1806 
1920 
1966 
1828 

218 
118 
237 
106 

1870 
1995 
1765 

66 
252 

284 

1930 
1838 
1918 

89 
88 
90 

1827 
1791 

101 
119 

1929 
1938 
1790 
1931 
1732 

83 
177 
100 

92 
100 

1770 
1883 
1912 
1712 

218 
105 
229 
118 

1780 
1990 

150 

54 
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Intereat-— 

Bonde,  agricultural  and  horticultural  organizations,  Michigan . 

Delinquent  return,  total  tax  ptad 

Funds  advanced  by  bank  to  fulfill  contract 

Funds  used  temporarily  lor  comtouclion,  ci^tal  cJhaigs 

Indebtedness  secured  by  collateral  subject  to  sale,  1917  Act. . 

Installment  payments  for  stock 

Taxes  overpaid 

Trust  fund  of  corporation 

Usurious,  year  taxable 

Interstate  Commerce  Commission,  payments  by  railroad  corpora- 
tions, deduction 

Inventories — 

Adjustment  sheets  required  by  article  1566,  Regulation*  45 . . 

Florists,  growing  plants 

Fruit  dealers 

Losses,  statement  required 

Valuation  in  amended  returns,  basie 

Invested  capital — 
AdjiKtment — 

Dividends  declared  and  credited  but  not  paid,  Massachu- 
setts  

Notes  in  lieu  of  carii  dividend 

Admissible  assets,  warrants,  school,  noninterest  bearing. 

Appreciated  values,  amended  returns 


{ 


Rnling  No. 


1751 
1996 
1778 
1862 
1738 
I9S4 
1765 
1913 
1840 
1979 


Page. 


1762 

1928 
1774 
1730 
1745 
1970 


Computation  when  returns  on  cash  basis 

Corporation  in  liquidation 

Expenditiu-es  of  newi^per  company  prior  to  January  1, 1909. 

Good  will,  partnership  incorporating 

Good  will,  special  case 

Inadmissible  assets —  | 

Bonds  of  Philippine  Islands 

Federal  land  bank  bonds 

Municipal  paving  assenments 

Porto  Rico  and  Hawaii  bonds ! 

Inc<»*poration  of  individual 's  business ' 

Installment  payments  for  stock ' 

Insurance  policy,  surrender  value 

Intangibles — 

Cost  of  developing 

Funds  expended  for  improving 

Money  expended  for  circulation  structure  by  newspaper. 
liOaaphold  acquired  for  agreement  to  work  mine  and  pay 

royal  ties 

Nominal  capital,  * '  capital'  *  defined 

Komiual  capital  defined 

Nominal  capital,  unsecured  notes  in  surplus 

Partnership,  stock  purchased,  loans  to  partners,  Act  of  1917. . 
Reorj^anization,  valuation  of  assets  acquired  before  January  1, 

1914 

Salary  of  oflficers  waived 

Stockholders*  cancelled  claims,  inclusion  in  paid-in  surplus. 
Surplus,  depreciation  adjustments  (art.  839,  Reg.  45  and  A . 

R.  M.  106) 

Taxes,  overpayment  refunded 


{ 


1786 
1876 
1915 
1822 
1954 
1968 
1787 
1720 
1766 
1849 
1823 

1857 
1875 
1778 
1836 
1890 
1765 
1938 

1719 
1740 
1937 

1902 
1902 
1740 
1939 
1848 

1916 
1821 
1936 
1748 
1926 
1889 


102 
238 
102 
206 
223 
226 
284 
248 
120 
84 

219 

64 

•3 

301 

169 
63 


276 
301 
278 
285 


289 
285 
300 
294 
300 
304 

277 
278 
102 
278 
310 
284 
177 

279 
281 
296 

9 
9 

281 
20 

286 

312 
277 
290 
292 
293 
299 
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J. 

Joint-stock  company  reorganized  into  corporation 

Joint  venture,  funds  used  to  maintain  member's  home 

Joint  venture,  imposition  of  profits  tax 

L. 

Land  purchased  in  violation  of  United  States  land  grants,  depletion 
Leases — 

Amortization  or  depreciation 

Amount  paid  for  execution  of  lease  before  effective  date,  de- 
duction  

Cancellation  of,  payments  by  leassee 

Cancellation,  storage  paid  by  lessor  on  lessee ^s  household 
goods 

Cost  of  installing  apparatus 

Oil,  expenses  incurred  b^  subsidiary,  how  charced 

Property  to  be  returned  m  condition  received,  depreciation . . 

Royalty  interests  in,  how  payments  taxed  to  lessee 

Liberty  bonds,  original  subscriber,  beneficiaries  under  will 

Liquidation,  partial,  how  stockholder  taxed 

Liquor  dealers,  obsolescence  of  intangibles 

Liquor  license,  loss  of  value 

Losses — 

Assessment  against  stockholder  of  bank 

Beneficiary,  sale  of  capital  assets  of  trust 

Buildings  removed  for  plant  construction 

Corporation,  offset  by  return  of  ofl&cers  salary 

Damage,  water  pipes  bursting 

Damages,  compromise  of  suit,  bank  director 

Defective  goods  returned  to  taxpayer 

Government  contract  canceled 

Illegal  business 

Inventory.     {See  Inventories:  Losses.) 

Liquor  license,  value  of 

Misappropriation  of  fund  bv  guardian  of  minor,  deduction 

Partnership  when  sustained  by  successor  corporation 

Payments  to  obtain  title  to  property  in  dispute 

Residence,  personal,  rented  part  time,  sale  of 

Storage  chains  paid  by  lessor  on  lessee^s  household  goods 

Transactions  entered  into  for  profit,  1917  Act 

Trust,  sale  of  capital  assets 

Lyceum  and  Chautauqua  association,  exemption 

M. 

Massachusetts  dividends  declared  and  credited,  effect  on  surplus. 

Massachusetts  trust  companies,  State  tax 

Mining  laws,  placer,  claim  to  public  land,  depletion 

Minor,  misappropriation  of  fund  by  guardian,  deduction 

Mortgage,  part  payment  of  debt  due  decedent 

N. 

Naturalization  by  marriage,  effect  on  minor  children 

New  Hampshire,  deputy  sheriff,  fees 

Newspaper  company,  invested  capital,  circulation  structure 

Newspaper  company,  invested  capital,  expenditures  prior  to  1909. 
Newspaper,  primarily  but  not  exclusively  religious,  exemption.. . 
Nominal  capital.     (See  Invested  capital.) 

Notes,  interest  accumulated  at  usurious  rates 

Notes,  promissory,  of  insolvent  corporation,  bad  debts 

Notes  receivable,  how  treated  when  extension  granted 

Notice  and  demand,  abatement  claim  filed  after 


Ruling  No. 


1861 
1989 
1772 


1921 

1818 

1793 
1726 

1812 
1894 
1781 
1794 
1723 

.1779 
1797 

.1780 
1817 


Page. 


58 

17 

254 


•  161 
152 

,  130 

129 

81 
175 
151 
151 

.80 
104 

47 
150 
142 


1744 

136 

1831 

.  190 

1816 

141 

1821 

277 

1885 

138 

1908 

139 

1871 

130 

1948 

131 

1979 

84 

1817 

142 

1974 

139 

1736 

181 

1982 

176 

1992 

141 

1812 

81 

1760 

136 

1831 

190 

1886 

203 

r 

1786 

276 

1833 

229 

1801 

160 

1974 

139 

1896 

189 

1897 

191 

1853 

106 

1937 

296 

1766 

294 

1983 

204 

1979 

84 

1837 

146 

1742 

86 

1985 

238 

324 
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Obeoleecence — 

Accrued  prior  to  1918,  deducUoD  of 

Liq  uor  dealers  comtmuiog  in  ■miJar  bnsiiieM  after  piohibitioB . 

Office  and  employment  diatinguiflhed  from  contract 

Oil  and  gas  well»-- 

Depreciation,  leases  physical  equipment 

Development  and  exploration  expenses,  how  chaiged 

Leases,  royalty  interaBts  in,  how  {Myments  taxed  to  lessee — 

Royalties  when  title  to  land  in  litig^on 

Option  to  pnrchase,  payments  to  bind 

Ownership  certificates,  debenture  bonds 


P. 


Palestine,  subjects  of,  exemption  and  credits 

Partnerahip- 

Banking  business,  private 

Charitable  contributions  to  Red  Cross'. 

Corp<H«tion,  member  of 

Deduction  of  losses  sustained  by  successor  corporation. 

Distinguished  from  joint  venture 


Excess  profits  tax  deduction 

Incorpwated  but  operated  as  partnership,  returns 

Incorporating,  good  will  in  invested  capital 

Incorporating,  period  covered  by  return 

Inve^ed  capital,  stock  purchased,  loans  to  partners,  1917  Act. 
,   Mining,  Colorado,  how  taxed 

Partner  purchasing  anothers  interest,  deduction 

Partner  using  own  automobile,  depreciation 

Profits  realized  by  trading  in  |^ain  futures,  1917  Act 

Stockholder  (A  personal  service  corporation,  different  fiscal 

vear ' 

Patents.    (See  also  Invested  capital:  Patents.) 

Patents,  depreciation,  how  computed 

Patents,  inningement,  deducticm  of  profits  and  damages  paid 

Penalties — 

Ad  v'alorem,  compromise  of - 

Delinquent  return  filed,  total  tax  paid 

Returns  by  or  for  Indians 

Personal  expenses,  embassy,  maintenance  and  entertainment 

Personal  service  corporation — 

Net  income,  1917  undistributed,  how  reported 

Partnership  stockholder,  different  fiscal  years 

Separation  of  business,  1917  Act 

Stevedorine  business 

Philippine  bonds,  classification  for  profits  tax 

Placer  mining  laws,  claims  under^  depletion 

Placer  mining  laws,  title  to  land  in  dispute 

Porto  Rico  bonds,  classification  for  pronts  tax 

Post  allowances,  members  Diplomatic  and  Consular  Service 

Post-graduate  courses^  doctors,  deduction  of  exiwiises 

Prewar  period,  years  included 

Professional  singer,  cost  of  ti^roat  treatment,  deduction 

Provision  business,  produce  used  by  sole  proprietor 

Pubhc  Health  Service  employees,  value  of  subsistence 

Public  Health  Service,  exemption  of  personnel 

Public  Library,  incorporated,  compensation  of  employees 

Public  utility  corporation,  interest,  funds  used  for  construction. . . 


1752 
1780 
1906 

1818 
1781 
1723 
1839 
1813 
18S1 


1855 

1885 
1914 
1866 
1736 
1772 
1850 
1865 
1718 
1887 
1849 
1796 
1848 
1902 
1820 
1958 
1865 

1963 


148 
150 
107 

152 

151 

80 

97 

83 

193 


179 

9 
274 

16 
181 
254 

13 
257 
269 
232 
308 
231 
286 
9 
175 
121 
257 

183 


1893 

156 

1981 

134 

1864 

240 

1935 

238 

1966 

237 

1802 

272 

1922 

182 

1963 

183 

1728 

18 

1858 

22 

1857 

277 

1801 

160 

1839 

97 

1836 

278 

1776 

84 

1755 

171 

1849 

308 

1819 

172 

1777 

86    ^ 

85    i 

114    ^ 

1917 

1932 

1725 

106 

1862 

206 

325 
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Railroads — 

Amortization 

Payments  to  Interstate  Commerce  Commission 

Siding,  private,  allocation  of  cost,  depreciation 

Real  estate,  deferred  payment  sales 

Real  estate,  sale  of  portion  of,  gain  or  loss 

Rebates — 

Allowed  in  1918  on  1917  shipments 

Contracts,  oral  and  written,  effect  of 

Receivers — 

Bank,  collection  of  tax 

Bank  official  turning  over  fees  to  bank 

Partition  proceedings,  returns  of  information 

Red  Cross- 
Contributions,  amended  retams 

Contributions  by  partnerahip 

Refunds.    (^e6  Claims-  Refunds.) 
Rental- 
Bonus  paid  for  lease 

Lessee,  deduction  by,  where  apartment  subleased 

Lessee  paying  to  stockfaoiders  of  lessor 

Reopening  cases 

Reoi^nization — 

Domestic  corporation  stock  exchanged  for  foreign 

Exchange  of  stock,  gain  or  loss 

Exdhange  of  stock,  par  value  reduced 

Joint-stock  company  into  corporation 

New  corporation  taking  over  assets  as  of  date  prior  to  transfer. 

Valuation  of  assets  acquired  before  January  1 , 1 914 

Replacement,  steamship  purchased  from  subsidiary  corporatiou. . 
Reserves,  losses  unpaid,  nre  insurance  companies,  1909  and  1913 

Acts * 

Residential  property,  sale  of,  when  loss  deductible 

Returns — 

Amended — 

Appreciated  values,  invested  capital 

Contributions  to  Red  Cross 

Cash  basis,  request  to  amend  on  accrual 

Community  income,  change  of  domicile 

Community  property,  Texas,  residence  in  Viigiuia 

Consolidated — 

Act  of  1917..... 

Stock  of  subsidiary  assigned  to  trustee  as  collateral 

Copies,  to  whom  furnished 

(Corporations — 

Assets  taken  over  by  new  company  as  of  date  prior  to 
transfer 

Domicile  changed  during  taxable  year 

Operated  as  partnership 

Oiganization  not  perfected 

Partnership  succeeded  by,  taxable  period 

Earnings  of  wife,  California 

Husband  and  wile  when  joint  net  income  less  than  $2,000 

Indians,  penalties 

Information.    (See  Information  at  source.) 

Joint  and  separate,  election  to  file 

Nonresident  alien,  withholding  when  nontaxable  return  filed. 

Partneiship  incorporating,  penod  covered 

Rights,  publication,  sale  by  nonresident  alien  author 


Ruling  !9o. 

Page. 

1909 

159 

1762 

219 

1800 

"   151 

1918 

90 

1881 

89 

1754 

167 

1753 

162 

176S 

233 

1789 

81 

1995 

252 

1807 

222 

1914 

274 

1973 

128 

1972 

122 

1747 

205 

1927 

313 

1859 

58 

1880 

62 

1904 

59 

1851 

58 

1808 

231 

1916 

312 

1942 

94 

1912 

229 

1992 

141 

f   1822 

285 

1954 

289 

1968 

289 

1807 

222 

1971 

79 

f   1845 
I   1933 

197 

199 

1805 

196 

1834 

234 

1888 

235 

1739 

258 

1808 

231 

1950 

232 

1887 

232 

1951 

233 

1952 

233 

1964 

199 

1784 

196 

1966 

237 

1715 

195 

1756 

194 

1796 

231 

1759 

117 

326 


Royalties — 

Alien  having  agent  in  United  States,  withholding 

Interest  in  leases,  how  payments  taxed  to  lessee.. 

Oil,  title  to  land  in  litigation 

Patent  rights,  profits  tax,  1917  Act 

S. 

Salary  deductions.    {See  Compensation.) 

Separation  of  business,  personal  and  corporate,  1917  Act. . . . 

Special  cases,  profits  tax- 
Fruit  growers  and  dealers 

Good  will,  invested  capital 

Partnership  trading  in  futures 

Records  not  available  to  establish  paid-in  surplus 

State,  income  of^  art.  84,  Reg.  45  explained 

Stevedoring  business,  classification,  1918  Act „ , . 

Stock- 
Bank,  tax  on.     (See  Taxes:  Bank  stock.) 
Dividends.     {See  Dividends.) 

Exchange  of.    {See  Gain  or  loss:  Exchange  of  property.) 
Installment  payments,  int^est,  invested  capital 

Straits  Settlements,  subjects  of,  exemption  and  credits 

Suit- 
Nonsuit,  suflBciency  of  evidence 

Taxes,  paid  to  predecessor  collector 


T. 


Ruling  No. 


{ 


1899 
1723 
1839 
1981 

1874 


Page. 


1728 

1730 
1823 
1865 
1817 
1883 
1858 


{ 


Tax  certificates,  Wisconsin,  interest  on 

Taxes- 
Abatement.    {See  Claims:  Abatement.) 

Bank  stock,  Louisiana 

Bank  stock,  California 

Collection — 

Distraint,  property  acquired  by  wife  on  death  of  husband . 

Receiver  of  bank 

Credit  for.    (^^e  Claims:  Credit.    Credits:  Taxes.) 

Distraint,  property  of  husband  or  wife 

Foreign,  credit  for.    {See  Credits:  Taxes.) 

Overpa\Tnent,  interest 

Payment — 

Deputy  collector  unauthorized  to  receive 

Foreign  funds  or  Canadian  postal  order 

Refund.    ^-S^ateo  Claims:  Refund.) 

Refund,  enect  on  invested  capital 

Suit  for,  paid  to  predecessor  collector 

Trust  companies,  Massachusetts 

Wisconsin  surtax,  retroactive  for  1920,  when  deductible 

Teachers,  school  conaucted  by  corporation,  compensation 

Title  abstract  books,  cost  of 

Title  abstract  records,  cost  of  preparing 

Title  to  property,  payments  to  perfect 

Traveling  expenses — 

Application  of  T.  D.  3101  to  1918  and  prior  years 

Army  oflScer's  family,  paid  by  Government 

Board  and  lodging,  deauction  when  two  homes 

Compliance  with  art.  292,  Reg.  45 

Trinidad,  subjects  of,  exemption  and  credit 


1765 
1961 

1771 
1738 
1925 


1944 


1729 
1758 

1986 
1763 

1856 

1913 


( 


193 

80 

97 

134 

262 


18 

301 
304 
257 
142 
105 
22 


284 
179 

219 
248 
251 


103 


228 
228 

239 
233 

239 

248 


1835 

249 

1870 

66 

1889 

299 

1738 

248 

1925 

251 

1833 

229 

1949 

133 

1711 

105 

1843 

175 

1799 

119 

1982 

176 

1795 

173 

1975 

174 

1803 

174 

1735 

172 

1782 

178 

( 


( 
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Tniflts— 

Massachusetts  companies,  State  tax 

Payments  to  corporation  with  interest 

Revocable  by  consent  of  beneficiaries,  income 

U. 

Uniforms,  naval,  depreciation  deduction 

W. 

War  profits  and  excess  profits  tax — 

Cattle  feeding  venture,  1917  Act 

Computation,  when  deduction  taken,  1917  Act 

Farmer,  compensation  for  board,  etc.,  furnished  relative. 

Joint  contributors  to  development  project 

Partnership  deduction 

Partnership,  trading  in  futures,  1917  Act 

Royalties  on  patent  rights,  1917  Act 

War  Risk  insurance  policy,  dividend 

Warrant — 

Distraint,  abatement  claim  filed  after 

Distraint,  property  aoauired  by  wife  on  death  of  husband 

Distraint,  property  of  nusband  or  wife  for  taxes  due 

Illegal,  issued  by  municipal  official  to  bank 

Wisconsin  surtax,  retroactive  for  1920,  when  deductible 

Wisconsin,  tax  certificates,  interest  on 

Withholding — 

Alien  naturalized  by  marriage 

Annuity  paid  to  nonresident  alien 

Commission  to  alien  for  service  in  foreign  country 

Interest,  credits  with  foreign  bank 

Minor,  parent  naturalized  by  marriage 

Nonresident  alien  filing  nontaxable  return 

Tax-free  bonds,  bondholder  not  liable  to  normal  tax 

Workmen's  compensation,  insurance  fund  payments 

Workmen's  compensation  law,  Ohio,  deduction  of  payments  . 
Workmen's  compensation  law,  Pennsylvania,  deduction 

Y. 

Young  Men's  Christian  Association,  donations  by  corporation. 


Ruling  No. 


1833 
1840 
1993 


1761 


Page. 


l/0< 


229 

120 
184 


154 


1850 

13 

1764 

170 

1996 

265 

1772 

254 

1718 

269 

1865 

257 

1874 

262 

1827 

101 

1985 

238 

1986 

239 

1856 

239 

1713 
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